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COMMUNITY  DEVELOPMENT  BANKING 


WEDNESDAY,  FEBRUARY  3,  1993 

U.S.  Senate, 
Committee  on  Banking,  Housing,  and  Urban  Affairs, 

Washington,  DC. 

The  committee  met  at  10:40  a.m.,  in  room  562  of  the  Dirksen 
Senate  Office  Building,  Senator  Donald  W.  Riegle,  Jr.  (chairman  of 
the  committee)  presiding. 

OPENING  STATEMENT  OF  CHAIRMAN  DONALD  W.  RIEGLE,  JR. 

The  Chairman.  The  committee  will  come  to  order.  Let  me  wel- 
come this  overflow  gathering  this  morning.  We  are  in  a  different 
committee  room  because  the  normal  committee  room  is  undergoing 
a  regular  refurbishing  and  it  is  done  every  few  years,  and  we  will 
be  back  in  that  room  shortly.  I  want  to  also  indicate  the  reason  we 
are  starting  later  than  our  announced  time,  which  is  that  after 
scheduling  this  hearing  for  10  o'clock,  some  votes  were  scheduled 
on  the  Senate  floor  which  we  have  just  completed.  And  so  that  ne- 
cessitated members  being  there  and  delayed  the  opening  of  this 
hearing.  I  say  to  our  witnesses  particularly,  I  appreciate  their  pa- 
tience today. 

Before  we  begin  this  morning's  hearing  directly,  I  want  to  an- 
nounce for  the  record  that,  as  members  arrive,  they  will  be  record- 
ing their  votes  on  favorably  reporting  the  nomination  of  Laura 
Tyson  to  be  Chairperson  of  the  Council  of  Economic  Advisers.  We 
will  begin  the  period  for  voting  now  and  it  will  extend  until  this 
hearing  concludes. 

If  a  quorum  is  established  in  that  time,  which  I  anticipate,  the 
final  vote  will  be  announced  as  we  adjourn  and  the  nomination  will 
be  reported  to  the  full  Senate  later  today. 

Let  me  now  move  to  the  subject  that  brings  us  here  this  morn- 
ing. This  is  a  very  important  hearing,  I  think  one  of  the  most  im- 
portant that  is  likely  to  happen  this  year  with  respect  to  the  new 
direction  that  the  country  needs  to  take  and  is  preparing  to  take 
with  respect  to  revitalizing  our  urban  communities  particularly. 

We  are  here  today  to  talk  about  community  development  bank- 
ing. President  Clinton,  to  his  credit,  has  advocated  the  creation  of 
a  national  network  of  community  oriented  financial  institutions 
dedicated  to  the  revitalization  of  distressed  urban  neighborhoods, 
and  as  well,  depressed  rural  economies. 

Our  distressed  communities  are  in  need,  and  really  urgent  need, 
of  new  strategies  to  address  neighborhood  disintegration  and  clear- 
ly inadequate  access  to  capital. 

(1) 


That  need  was  clearly  demonstrated  by  the  riots  in  Los  Angeles 
and  it  is  obvious  from  tne  general  condition  of  many  of  our  commu- 
nities where  homelessness,  unemployment,  and  crime  are  really  at 
crisis  levels. 

Recent  studies,  official,  national  studies  show  that  redlining  and 
discrimination  are  significant  problems,  and  that  many  people  are 
denied  credit  based  on  the  color  of  their  skin  rather  than  on  any 
measure  of  their  true  creditworthiness. 

We  are  going  to  be  examining  this  issue  of  mortgage  discrimina- 
tion at  a  hearing  on  February  24.  But  the  point  today  is  that  more 
than  ever,  we  need  new  initiatives  for  revitalization,  particularly  in 
our  communities  that  are  in  the  greatest  difficulty  today. 

I  believe  that  any  new  Federal  community  lending  initiative 
should  be  built  upon  the  roles  played  by  all  existing  lending  insti- 
tutions. 

Enforcement  of  the  Community  Reinvestment  Act,  I  think  must 
be  improved  and  strengthened  so  that  traditional  lenders  increase 
the  flow  of  credit  to  low-income  and  minority  communities. 

However,  the  Federal  Government  should  also,  as  recommended 
by  President  Clinton,  experiment  with  new  and  additional  models 
tnat  can  further  increase  availability  of  capital  and  build  the  capac- 
ity of  residents  to  revitalize  their  own  neighborhoods. 

Any  new  initiative  must  recognize  that  both  efforts  are  nec- 
essary, both  through  the  established  channels  and  through  new 
channels,  and  at  the  same  time  ensure  that  the  safety  and  sound- 
ness of  federally  insured  depository  institutions  are  not  put  in  jeop- 
ardy. 

Our  witnesses  today  will  focus  on  some  of  the  new  models  for 
promoting  revitalization,  including  community  development  banks, 
and  other  types  of  community  lending  institutions. 

Community  development  banks  are  organizations  the  primary 
mission  of  which  is  to  revitalize  their  communities  by  investing  in 
them.  They  combine  the  structure  and  expertise  of  an  insured  de- 
pository institution  with  the  commitment  typical  of  a  community 
based,  nonprofit  organization. 

Currently,  there  are  four  such  institutions  in  the  Nation.  Two  of 
these  institutions.  South  Shore  Bank  and  Community  Capital  Bank 
are  here  with  us  today  and  incidentally  are  located  in  the  home 
States  of  members  of  this  committee,  Ranking  Member  D'Amato, 
who  will  be  here  in  due  course,  and  Illinois  Senator  Carol  Moseley- 
Braun. 

We  will  also  hear  from  two  prospective  community  development 
banks  who  will  discuss  some  of  the  pitfalls  encountered  in  starting 
new  institutions  of  this  kind.  We  will  also  hear  from  representa- 
tives of  several  nonprofit  lenders,  including  a  group  from  Senator 
Domenici's  home  State  of  New  Mexico.  These  community-based 
lenders  include  a  wide  range  of  organizations  that  promote  revital- 
ization and  will  help  us  get  a  fuller  understanding  of  the  field  of 
community  banking  as  it  is  happening  across  the  country. 

I  want  to  welcome  all  of  our  witnesses  this  morning,  and  I  want 
to  extend  a  special  thanks  to  Steven  Lopez,  here  from  my  home 
State  of  Michigan,  and  also  the  County  Executive  of  Wayne,  Ed- 
ward McNamara. 

I  want  to  say  a  word  more  about  that  in  a  minute. 


Finally,  let  me  say  that  I  also  look  forward  to  hearing  from  the 
administration  as  soon  as  they  are  ready  to  testify  on  this  impor- 
tant issue,  and  put  their  package  and  recommendation  before  the 
Congress. 

During  the  campaign,  President  Clinton  said  that  he  would  like 
to  create, 

A  national  network  of  community  development  banks  to  provide  small  loans  to 
low-income  entrepreneurs  and  homeowners  in  the  inner  cities.  These  banks  will  also 
provide  advice  and  assistance  to  entrepreneurs,  invest  in  affordable  housing,  and 
help  mobilize  private  lenders. 

So  I  know  from  that  statement  and  things  said  since,  that  this 
is  a  very  high  priority  for  the  new  administration,  and  the  commit- 
tee will  move  forward  very  promptly  as  soon  as  they  have  put  their 
proposal  on  the  table  for  us. 

Let  me  now  just  finally  say  a  word  before  calling  on  our  other 
members,  and  then  going  to  our  first  panel  of  witnesses. 

It  is  a  particular  pleasure  for  me  to  welcome  my  two  Michigan 
representatives  who  are  here  at  the  table  today.  But  I  want  to  say 
a  special  word  about  Ed  McNamara,  because  it  is  very  difficult  to 
make  local  government  work  sometimes  and  there  are  a  lot  of  prob- 
lems, especially  because  of  changes  in  funding  patterns  and  the 
starvation,  I  think,  of  financial  help  from  the  National  Government 
to  help  local  communities  deal  with  some  of  their  problems. 

I  think  Ed  McNamara  is  probably  without  question  the  most  ef- 
fective county  executive  anywhere  in  the  country.  I  am  very  proud 
of  that  personally,  and  my  State  is  very  proud  of  that  as  a  matter 
of  his  work  and  his  accomplishments.  I  have  found,  over  the  years, 
that  if  you  want  somebody  that  can  turn  a  problem  into  a  solution, 
a  good  person  to  call  is  Ed  McNamara. 

So  I  am  very  pleased  that  he  is  here  today  and  I  am  very  much 
interested  in  what  he  will  be  saying  in  his  comments  and  the  con- 
cept that  he  has  in  mind  in  our  State,  as  does  Mr.  Steven  Lopez 
as  well,  representing  from  the  perspective  of  folks  in  the  Grand 
Rapids  area. 

So  before  going  to  our  witnesses,  I  know  Senator  D'Amato  will 
be  arriving  shortly,  let  me  now  yield  for  any  brief  opening  com- 
ments that  members  might  have. 

Senator  Mack. 

OPENING  COMMENTS  OF  SENATOR  CONNIE  MACK 

Senator  Mack.  Thank  you,  Mr.  Chairman.  My  comments  will  be 
brief.  Unfortunately,  I  am  going  to  have  to  leave  in  about  20  or  25 
minutes,  and  I  really  wanted  to  have  the  opportunity  this  morning 
to  have  the  input  from  the  two  panels. 

Let  me  say,  at  the  outset,  that  the  issue  that  we  are  going  to  be 
talking  about  this  morning  I  think  is  a  significant  one.  It  is  dif- 
ficult for  me  to  believe  that  capitalism  can  work  without  capital. 
There  are  areas  of  our  country  in  which  we  know  that  capital  is 
now  flowing. 

Credit  is  to  the  economy  what  oxygen  is  to  the  body.  And  without 
capital,  without  credit,  it  is  very  hard  to  see  how  you  can  bring  to 
fruition  all  the  other  efforts  of  empowerment  that  is  a  popular  word 
that  is  been  used  for  a  number  of  years  now. 


I  must  say  to  you,  however,  having  spent  16  years  in  the  banking 
business  myself;  having  had  to  go  through  the  process  of  making 
decisions  about  who  to  lend  to  and  who  not  to  lend  to,  the  difficul- 
ties in  putting  together  new  organizations  with  new  missions  is  a 
very  very  challenging  one. 

While  I  come  here  with  a  very  open  mind,  and  want  to  be  sup- 
portive, at  the  same  time,  I  have  got  some  skepticism  to  deal  witn. 
I  look  forward  to  your  testimony  to  kind  of  help  me  through  that, 
if  you  will.  So  I  welcome  you  along  with  the  other  members  of  the 
committee,  and  look  forward  to  your  testimony. 

And  thank  you,  Mr.  Chairman,  for  the  opportunity. 

The  Chairman.  Thank  you.  Senator  Mack. 

Senator  Boxer. 

Senator  Boxer.  Mr.  Chairman,  I  do  not  have  an  opening  state- 
ment. I  just  want  to  commend  you  for  holding  this  hearing  and  I 
look  forward  to  hearing  from  the  witnesses. 

The  Chairman.  Very  good. 

Senator  Faircloth,  did  you  have  an  opening  comment  that  you 
wanted  to  make? 

Senator  Faircloth.  No  thank  you. 

The  Chairman.  Senator  Campbell. 

Senator  Campbell.  No  opening  statement,  Mr.  Chairman. 

The  Chairman.  Senator  D'Amato  I  know  has  a  strong  interest  in 
this  area,  and  has  talked  and  very  active  with  respect  to  the  issues 
of  the  community  and  urban  redevelopment  particularly. 

Senator  D'Amato. 

OPENING  STATEMENT  OF  SENATOR  ALFONSE  M.  D'AMATO 

Senator  D'Amato.  Thank  you  very  much,  Mr.  Chairman. 

Mr.  Chairman,  I  join  you  in  welcoming  today's  distinguished  wit- 
nesses as  the  committee  considers  ways  to  promote  community  de- 
velopment in  inner  cities,  rural  areas,  and  other  economically  dis- 
tressed neighborhoods  of  the  country. 

I  want  to  extend  a  special  welcome  to  Lyndon  Comstock,  who  is 
the  chairman  of  Community  Capital  Bank  in  Brooklyn,  and  to 
thank  him  for  his  willingness  to  provide  us  with  his  insights  and 
suggestions  concerning  this  important  issue. 

Our  Nation's  inner  cities,  rural  areas,  and  other  economically  dis- 
tressed neighborhoods  are  in  dire  need  of  credit  for  community  de- 
velopment. We  need  to  find  a  way  to  encourage  banks  and  other 
lenders  to  return  to  these  areas  and  to  provide  the  credit  needed 
for  economic  redevelopment. 

There  are  all  sorts  of  community  development  bank  proposals 
floating  around  in  Washington.  Some  proposals  require  huge 
amounts  of  taxpayers'  money.  Other  proposals  call  for  creating  a 
new  kind  of  specialized  community  development  banks.  Still  other 

f>roposals  seek  to  coerce  banks  to  make  community  development 
oans  by  stronger  enforcement  of  the  Community  Reinvestment 
Act. 

While  I  know  that  these  proposals  are  well  intended,  I  do  not  be- 
lieve that  we  need  new  kinds  of  banks  or  new  Grovernment  spend- 
ing programs.  Instead,  we  should  take  the  money  and  time  wasted 
on  creating  paperwork  to  satisfy  Community  Reinvestment  Act  reg- 
ulations and  channel  those  resources  into  making  real  loans  to 


home  buyers  and  small  businesses  in  poorer  communities  all  over 
America. 

Community  development  banks  are  basically  ordinary  banks 
with  an  extraordinary  purpose.  By  pooling  resources,  and  talent 
under  one  roof,  community  development  banks  can  focus  their  ef- 
forts on  designing  products  and  services  that  meet  the  special  cred- 
it needs  of  the  inner  cities  and  rural  areas. 

We  should  encourage  banks,  especially  smaller  banks,  to  pool 
their  resources  and  carry  out  their  community  reinvestment  re- 
sponsibilities through  investments  in  community  development 
banks. 

If  every  bank  invested  up  to  5  percent  of  their  capital,  and  that 
happens  to  be  the  current  legal  limit,  in  a  community  development 
bank,  it  would  dedicate  almost  $12.9  billion  to  revitalize  our  inner 
cities  and  poorer  neighborhoods.  This  translates  into  $193  billion  in 
new  credit  for  community  redevelopment.  Now  that  is  real  money, 
even  by  Washington  standards. 

Mr.  Chairman,  there  are  those  who  say  this  idea  would  enable 
banks  to  buy  their  way  out  of  CRA.  But  I  say,  this  is  the  best  way 
for  banks  to  buy  into  CRA.  Instead  of  building  mountains  of  paper- 
work in  the  name  of  CRA,  banks  can  be  building  affordable  housing 
and  stores  for  small  businesses.  Under  CRA,  banks  should  get  cred- 
it for  giving  credit. 

I  hope  to  examine  my  proposals  with  today's  witnesses  and  to 
work  with  them  and  other  financial  institutions  and  community 
groups  to  find  the  most  efficient  and  least  costly  way  to  promote 
community  development  activities. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Senator  Shelby. 

OPENING  STATEMENT  OF  SENATOR  RICHARD  C.  SHELBY 

Senator  Shelby.  Thank  you,  Mr.  Chairman. 

Mr.  Chairman,  I  ask  unanimous  consent  that  my  full  prepared 
statement  be  made  part  of  the  record. 

The  Chairman.  Without  objection,  it  is  so  ordered. 

Senator  Shelby.  Mr.  Chairman,  I  am  very  happy  to  have  the  op- 
portunity today  to  learn  more  about  the  community  development 
banks. 

Since  President  Clinton  has  mentioned  his  interest  in  creating  a 
network  of  commvmity  development  banks,  I  have  followed  with  in- 
terest the  media  coverage  of  existing  community  development  fi- 
nancial institutions.  There  currently  exist,  according  to  my  infor- 
mation, somewhere  between  2,000  and  3,000  community  develop- 
ment organizations. 

These  organizations  take  several  different  structures  and  have  a 
number  of  different  missions,  but  seem  to  concentrate  their  efforts 
on  developing  affordable  housing,  creating  and  retaining  jobs,  pro- 
viding credit  to  small  businesses  and  micro  enterprises,  and  provid- 
ing banking  services  to  under  served  members  of  the  community. 

If  these  numbers  are  to  be  believed,  these  community  develop- 
ment organizations  have  been  extremely  successful.  They  have  cre- 
ated thousands  of  jobs,  developed  thousands  of  units  of  housing, 
and  moved  a  significant  number  of  Americans  off  public  assistance 
through  employment  and  self-employment  opportunities. 


I  believe  that  communitv  development  financial  institutions 
clearly  have  an  important  roie  in  our  financial  system.  They  satisfy 
a  need  not  met  by  other  sectors  of  the  financial  services  industry, 
constrained  as  they  are  by  the  demands  of  the  shareholders. 

I  look  forward,  Mr.  Chairman,  to  hearing  from  this  mornings  wit- 
nesses and  to  see  what  else  we  can  learn  about  the  community  de- 
velopment banks. 

The  Chairman.  Thank  you.  Senator  Shelby. 

Senator  Bryan. 

OPEMNG  STATEMENT  OF  SENATOR  RICHARD  H.  BRYAN 

Senator  Bryan.  Mr.  Chairman,  thank  you  very  much. 

I  too  would  like  to  ask  unanimous  consent  to  have  my  statement 
made  a  part  of  the  record. 

The  Chairman.  Without  objection,  so  ordered. 

Senator  Bryan.  I  would  also  like  to  indicate  to  the  distinguished 
panel  that  I  look  forward  to  learning  more  about  your  experience. 
I  hope  it  will  enlighten  us  to  some  opportunities  to  provide  addi- 
tional capital  to  the  urban  centers  of  our  communities,  that  are  so 
desperately  in  need  of  additional  resources  to  develop  themselves. 

Thank  you  very  much. 

The  Chairman.  Thank  you,  Senator  Bryan. 

I  am  going  to  introduce  each  of  our  witnesses  now,  and  then  we 
will  go  right  down  the  table  to  hear  from  them. 

First  we  will  hear  from  Mr.  Milton  Davis  who  represents  the 
South  Shore  Bank  in  Chicago,  XL,  often  pointed  to  as  the  leading 
example  of  a  community  development  bank.  Mr.  Lyndon  Comstock, 
with  Community  Capital  Bank  of  Brooklyn,  NY,  another  very  im- 
portant illustration  of  the  efforts  now  underway.  Then  Mr.  Steven 
Lopez,  representing  the  Southside  Bank  in  Grand  Rapids,  MI  and 
Mr.  Ed  McNamara  who  is  the  county  executive  for  Wa3me  County, 
coming  from  Detroit,  as  it  were.  I  will  introduce  the  second  panel 
when  we  call  them  forward. 

Mr.  Davis,  we  are  very  pleased  to  have  you  and  interested  to 
hear  about  your  experiences  and  the  advice  you  have  for  us.  Let 
me  say  to  all  the  witnesses,  we  will  make  your  full  statements  a 
part  of  the  record,  so  I  want  you  to  feel  free  to  summarize  and  go 
right  to  the  points  you  really  want  to  stress  for  us. 

STATEMENT  OF  MILTON  O.  DAVIS,  CHAIRMAN,  SOUTH  SHORE 

BANK  OF  CHICAGO 

Mr.  Davis.  Honorable  Chairman  and  members  of  the  committee, 
thank  you  for  inviting  me  to  appear  today.  It  is  a  great  honor,  par- 
ticularly because  this  committee  has  been  at  the  forefront  in  rec- 
ognizing the  potential  of  community  development  banks  at  the 
same  time  the  committee  has  already  been  able  to  shed  consider- 
able light  on  the  complex  issues  facing  distressed  communities,  and 
the  range  of  distinct  institutions  and  products  appropriate  the  dif- 
ferent market  challenges  in  these  communities. 

As  requested,  I  would  like  to  briefly  provide  background  on  Shore 
Bank  and  Soutnern  Development  Corp.,  before  touching  on  some  of 
the  distinguishing  characteristics  of  development  banks,  their  rela- 
tionship to  other  banking  and  nonbanking  activities,  and  the  oppor- 
tunities for  replication. 


Three  colleagues  and  I  formed  Shore  Bank  in  1973.  We  believe 
that  the  multiiaceted  problems  of  distressed  communities  required 
large  scale  permanent  institutions.  Such  institutions  would  have  to 
take  a  business  like  comprehensive  approach  to  community  devel- 
opment. They  would  need  high  levels  of  credibility,  expertise  and 
market  knowledge  to  profitably  invest  in  the  area,  and  to  restore 
the   confidence   of  private   investors   revitalizing  healthy   market 

forces. 

A  bank  holding  company  with  nonbanking  community  develop- 
ment subsidiaries  can  have  all  of  these  characteristics.  We  thus 
conceived  of  a  development  bank  as  a  specialized  structure  with 
the  capacity  to  transform  the  market  dynamics  of  a  geographic  tar- 
get area. 

Shore  Bank  owns  a  bank,  the  South  Shore  Bank  of  Chicago,  but 
it  also  owns  a  real  estate  development  company,  a  minority  small 
business  investment  company,  and  has  a  nonprofit  community  affil- 
iate engaged  in  small  business  assistance,  labor  force  development, 
and  various  community  services  all  active  in  this  targeted  commu- 
nity in  Chicago. 

These  companies,  through  their  coordinated  activities  in  carefully 
targeted  areas,  aspired  to  comprehensive  community  development. 
While  provision  of  credit  is  an  important  tool  toward  this  end,  it 
is  not  enough.  Community  development  requires  more  than  credit, 
and  delivering  credit  successfully  in  disinvested  communities  re- 
quires more  than  a  bank. 

In  1973,  the  South  Shore  community  had  rapidly  changed  from 
all  white  to  overwhelmingly  black,  and  no  credit  was  being  ex- 
tended there.  Since  that  time.  Shore  Bank  has  made  development 
investments  totalling  $351  million  in  South  Shore,  and  a  few  other 
recently  targeted  neighborhoods.  And  has  financed  or  leveraged  the 
renovation  of  nearly  8,000  housing  units  in  South  Shore  alone, 
nearly  a  third  of  all  such  units  in  that  community.  While  doing  so, 
our  financial  performance  has  been  comparable  to  peer  institutions. 
For  the  last  10  years.  Shore  Bank's  compounded  annual  growth 
rate  has  been  16.6  percent. 

Southern  Development  Bank  Corp.,  our  sibling  in  Arkansas,  was 
formed  with  Shore  Bank  assistance  in  1988.  It  applies  the  same 
principles  of  comprehensive,  coordinated  interventions  tailored  to 
particular  communities,  to  a  rural  area  whose  primary  market 
needs  are  business  development. 

Southern  also  owns  a  bank  and  a  real  estate  development  com- 
pany, but  it  is  nonprofit  affiliate  includes,  in  addition  to  a  venture 
capital  fund,  a  microenterprise  fund  and  a  sophisticated  manufac- 
turing, finance  and  consulting  company.  To  date.  Southern  has  in- 
vested $19  million  and  has  been  veiy  profitable. 

In  essence,  these  institutions  work  because  they  bring  a  singular 
focus  and  specialized  expertise  to  a  carefully  targeted  area  com- 
bined with  mutually  reinforcing  interventions.  This  allows  the  de- 
velopment bank  to  successfully  manage  what  would  otherwise  be 
high  risk  investments,  to  more  aggressively  initiate,  identify  and 
evaluate  development  opportunities,  and  to  address  multiple  di- 
mensions of  community  renewal. 

From  the  point  of  view  of  banking,  a  development  bank  occupies 
a  special  nicne,  primarily  growing  the  market  by  fostering  and  sup- 
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porting  deals  which  would  not  be  present  or  bankable  without  the 
comprehensive  target  characteristics  of  a  development  bank.  For 
these  reasons,  development  banks  do  not  primarily  compete  with 
conventional  banks.  Instead,  they  are  natural  partners  addressing 
complementary  equally  important  credit  needs. 

Unleashing  the  enormous  credit  potential  of  conventional  banks, 
with  appropriate  incentives,  is  vital  to  strengthening  the  Nation's 
economy  and  to  under  invested  communities.  But  if  the  goal  is  de- 
velopment of  distressed  communities,  this  credit  is  not  enough.  It 
will  not  reach  the  deals  in  these  communities  which  cannot  be 
identified  or  prudently  banked  with  credit  mechanisms  alone.  Per- 
haps the  broader  point  is  that  different  markets  require  different 
types  of  development  products  which  are  most  effectively  delivered 
by  different  types  of  institutions. 

Bank  community  lending  departments  in  large  banks,  commu- 
nity loan  funds,  credit  unions,  community  development  corpora- 
tions and  others,  all  provide  much  needed  but  distinct  products. 
Appropriate  support  should  be  crafted  for  each  with  the  recognition 
that  they  have  different  needs  and  serve  differing  goals.  This  con- 
siderable range  of  activity,  interest  and  expertise  in  community  de- 
velopment relates  to  one  final  point,  replication. 

Many  talented  people  and  capable  institutions,  ranging  from  con- 
ventional banks  to  loan  funds  to  community  development  corpora- 
tions are  exploring  becoming  development  banks.  We  believe  that 
with  appropriate  start-up  support,  our  experience  can  be  widely 
replicated. 

Development  banks  represent  an  unusual  model  of  private  insti- 
tution serving  public  purposes,  offering  a  new  partnership  between 
the  private  sector  and  government,  and  effectively  delivering  re- 
sources to  revitalize  disinvested  communities.  As  in  so  many  areas 
of  public  need,  after  many  years  of  experimentation,  we  know 
something  that  works.  The  difficult  challenge  is  to  carefully  design 
a  program  which  translates  this  knowledge  into  public  policy. 

Thank  you  for  your  interest  and  commitment.  I  would  of  course 
be  glad  to  answer  questions. 

Tne  Chairman.  Thank  you  very  much,  Mr.  Davis. 

Mr.  Comstock,  we  would  like  to  hear  from  you  now,  please. 

STATEMENT  OF  LYNDON  COMSTOCK,  CHAIRMAN,  COMMUNITY 

CAPITAL  BANK 

Mr.  Comstock.  Thank  you  for  inviting  me  to  address  the  com- 
mittee on  the  topic  of  community  development  banking.  It  is  a 
privilege  to  speak  after  Milton  Davis  from  Shore  Bank,  which  has 
been  a  principal  inspiration  for  our  bank. 

My  name  is  L3mdon  Comstock.  I  am  the  chairman  and  founder 
of  Community  Capital  Bank  of  New  York  City.  Community  Capital 
Bank  is,  as  far  as  I  know,  the  only  commercial  bank  ever  organized 
specifically  as  a  community  development  bank  in  the  United 
States.  Our  bank  is  now  2  years  old,  and  has  $20  million  in  assets. 

I  am  also  the  chairman  of  LEAP,  Inc.  LEAP  is  a  nonprofit  ven- 
ture development  organization  with  its  office  at  Community  Capital 
Bank.  LEAP  provides  intensive  management  assistance,  including 
help  in  sourcing  risk  capital,  to  small  businesses  in  low-income 
areas  of  New  York  City. 


At  the  outset,  I  would  like  to  note  that  community  development 
banks  are  only  one  of  the  categories  of  community  development  fi- 
nancial institutions  or  CDFI's,  for  short.  I  include,  as  CDFI's,  along 
with  community  development  banks,  community  development  cred- 
it unions,  community  development  loan  funds,  microenterprise 
funds,  and  venture  development  organizations. 

Each  of  these  various  categories,  including  rural  reservation 
based  and  urban  CDFI's,  is  performing  an  important  service  to 
community  economic  development,  and  could  benefit  from  Federal 
support.  Assisting  in  the  expansion  of  existing  institutions,  and  not 
just  the  creation  of  new  CDFI's,  is  particularly  important. 

Our  bank  is  a  member  of  a  recently  formed  ad  hoc  coalition  of 
community  development  financial  institutions  which  advocates 
Federal  support  for  building  the  capacity  of  the  CDFI  industry. 

I  understand  that  you  have  been  provided  with  a  copy  of  the  coa- 
lition's position  paper,  "Principles  of  Community  Development 
Lending  and  Proposals  for  Key  Federal  Support."  I  hope  that  is  cor- 
rect. 

The  Chairman.  Yes,  we  have  that,  and  we  are  making  that  a 
part  of  the  record. 

Mr.  COMSTOCK.  Thank  you.  I  hope  that  your  investigation  of 
community  development  financial  institutions  will  lead  you  to  the 
same  conclusion  I  reached  some  years  ago.  CDFI's  are  a  highly  ef- 
fective, private  sector  means  for  channeling  capital  into  community 
development.  An  investment  in  low-  and  moderate-income  commu- 
nities is  essential  to  the  establishment  of  functioning  economies  in 
those  areas. 

To  expand  the  capacity  and  therefore  the  impact  of  the  CDFI  in- 
dustry I  suggest  three  principal  factors  are  needed. 

The  first  is  equity  capital.  Equity  capital  for  CDFI's  is  very  dif- 
ficult to  raise,  and  appropriate  Government  participation,  perhaps 
on  a  one  to  two  match,  could  help  induce  private  sector  investment. 

Second,  grant  funding  is  needed  to  fund  technical  assistance  for 
new  or  expanding  community  development  related  businesses  or 
projects.  Technical  assistance  is  also  needed  for  new  CDFI's. 

Third,  professional  training  programs  will  need  to  be  created  to 
help  provide  the  staffing  for  a  major  expansion  of  the  CDFI  indus- 
try. 

Within  the  context  of  this  discussion  of  CDFI's,  I  have  two  com- 
ments I  would  like  to  make  about  the  Community  Reinvestment 
Act. 

First,  I  believe  that  all  of  my  colleagues  in  the  CDFI  industry 
agree  that  any  Federal  support  for  CDFI's  should  not  cause  a 
weakening  of  the  CRA.  We  support  full  CRA  enforcement. 

Also,  it  is  entirely  unrealistic,  in  my  opinion,  to  think  that  the 
CRA  will  cause  widespread  bank  support  for  CDFI's  which  could 
therefore  substitute  for  Federal  support.  Banks  already  generally 
receive  CRA  credit  for  investing  in  CDFI's,  but  have  only  chosen 
to  do  so  in  relatively  small  amounts.  Most  of  that  investment  has 
been  deposits  or  their  equivalent,  rather  than  the  equity  invest- 
ment and  technical  assistance  grants  which  are  needed  for  the  ex- 
pansion of  the  CDFI  industry. 
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I  hope  there  will  be  more  investment  in  CDFI's  by  banks,  but 
Federal  support  is  needed  if  there  is  to  be  any  significant  step  up 
in  the  rate  of  CDFI  formation  and  expansion. 

Turning  to  the  CDFI's  that  I  have  founded,  Community  Capital 
Bank  is  a  New  York  State  chartered,  FDIC  insured  commercial 
bank. 

Our  bank  has  committed  more  than  $7  million  in  loans  and  let- 
ters of  credit  so  far,  all  of  which  are  community  development  relat- 
ed. Approximately  $3  million  of  this  total  is  directed  to  multi  unit 
affordable  housing,  while  the  other  $4  million  supports  small  busi- 
nesses and  nonprofits  in  low-  and  moderate-income  areas  of  New 
York  Citv. 

I  am  nappy  to  tell  you  that  the  bank  does  not  have  a  single 
nonperforming  or  delinquent  loan  so  far.  Our  bank  has  received  no 
Government  subsidies  of  any  type  to  date,  nor,  may  I  add  are  we 
asking  for  any  operating  subsidies.  Our  bank  makes  small  commer- 
cial loans  from  $25,000  up  to  $450,000  or  to  $750,000  with  an  SBA 
guarantee. 

Let  me  sum  up  for  you  the  competition  in  that  market  in  lower 
income  areas  of  New  York  City.  We  have  had  only  two  deals  where 
we  were  truly  in  competition  with  another  bank — I  am  talking  not 
about  just  the  loans  that  we  have  made  but  the  loans  that  we  have 
seriously  considered.  We  have  not  lost  any  of  our  existing  loans  to 
another  bank,  and  we  have  not  taken  a  loan  from  another  bank 
that  was  anxious  to  keep  that  loan. 

I  would  also  like  to  briefly  describe  LEAP,  Inc.,  to  you.  LEAP 
started  out  of  a  recognition  that  a  commercial  bank  cannot  provide 
risk  capital,  meaning  equity  or  seed  capital.  A  bank  may  also  have 
significant  problems  in  providing  intensive  technical  assistance, 
partly  for  legal  reasons. 

LEAP  is  a  nonprofit  which  fulfills  these  needs  for  small  busi- 
nesses that  have  a  high  community  development  potential,  espe- 
cially as  to  job  creation.  I  refer  to  LEAP  and  similar  organizations 
as  venture  development  organizations. 

Finally,  it  is  important  that  any  legislation  supporting  CDFI's 
that  may  come  about  be  flexibly  structured.  This  is  a  young  and 
growing  industry  whose  needs  are  evolving.  A  responsive  adminis- 
trator of  Federal  support  is  equally  important  so  that  the  process 
does  not  become  so  time  consuming  as  to  be  effectively  useless,  es- 
pecially for  newly  forming  CDFI's. 

I  urge  that  strong  input  from  CDFI  practitioners  be  incorporated 
into  the  administration  of  any  Federal  support  to  CDFI's.  The  best 
vehicle  for  accomplishing  these  administrative  purposes  may  well 
be  a  quasi-independent  corporation. 

I  appreciate  the  opportunity  you  have  given  me  to  express  my 
views  on  community  development  banking.  A  considerably  more  de- 
tailed version  of  my  testimony  has  been  submitted  to  you  in  writ- 
ing. 

Thank  you  very  much. 

The  Chairman.  Thank  you  very  much. 

Let  me  just  indicate,  for  the  record,  that  a  quorum  has  now  been 
established,  and  has  expressed  itself  unanimously  in  favor  of  Laura 
Tyson's  nomination.  We  will  leave  that  voting  roll  open  for  others 
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to  be  able  to  be  recorded  and  she  will  be  reported  out  favorably  on 
that  basis, 

Mr.  Lopez,  we  are  pleased  to  have  you,  and  we  would  like  to  hear 
your  summary  now. 

STATEMENT  OF  STEVEN  LOPEZ,  PRESmENT  AND  CEO, 
SOUTHSroE  BANK,  GRAND  RAPmS,  MI 

Mr.  Lopez.  Mr.  Chairman,  honorable  members  of  the  committee, 
I  am  really  delighted  to  be  here  today  as  president  of  Southside 
Bank,  to  snare  with  you  why  the  members  of  that  community  got 
together  to  form  the  bank. 

They  got  together  to  form  this  bank  because,  for  example,  in 
1989,  the  established  banks  held  $508  million  in  deposits  in  var- 
ious commercial  banks  and  savings  institutions,  and  only  about  1 
percent  of  that  was  being  loaned  to  members  of  the  community  for 
mortgage  purposes.  I  find  it  very  difficult  to  participate  in  a  cap- 
italistic system  when  you  have  no  capital. 

In  today's  economy,  when  States  are  struggling  with  tax  reve- 
nues— when  you  are  dealing  with  a  shrinkage  for  tax  purposes  be- 
cause most  of  your  employees  are  idle,  employers  are  making  sac- 
rifices to  save  money,  I  think  it  would  behoove  the  system  to  make 
sure  that  small  businesses  have  access  to  capital. 

Because,  without  access  to  capital,  small  businesses  are  going  to 
find  it  very  very  difficult  to  generate  jobs.  Like,  for  example,  in  the 
community  that  I  represent,  you  are  going  to  find  minority  contrac- 
tors who  have  received  contracts  from  the  city,  the  State  or  the 
Federal  Government,  and  they  go  to  the  banks  and  try  to  finance 
them.  They  have  a  difficult  time  getting  it  financed.  Most  of  these 
people  have  to  resort  to  family  loans,  if  they  are  lucky  enough  to 
come  up  with  family  loans. 

So  I  recommend  and  suggest  to  this  body  that  at  a  time  when 
the  United  States  needs  to  grow  its  economic  base,  it  cannot  afford 
to  continue  to  ignore  a  major  segment  of  its  market. 

The  African-American  market,  which  is  32  million  strong,  in 
1991  earned  $300  billion.  Unfortunately,  we  seem  to  be  on  the 
consumer  side  of  the  economy,  as  opposed  to  the  supply  side.  And 
based  on  that,  I  would  strongly  suggest  that  we  start  looking  at 
community  banks  as  a  way  of  shoring  up  the  established  banking 
system. 

I  know  a  lot  has  been  said  about  the  Community  Reinvestment 
Act.  It  has  been  my  experience,  and  I  am  not  here  to  bash  the  es- 
tablished banks,  wnat  has  happened  is  that  the  Community  Rein- 
vestment Act  has  been  looked  upon  as  a  safety  valve  for  the  major 
corporations,  together  with  black  organizations  in  the  African- 
American  community,  where  it  has  provided  the  corporations  with 
a  safety  valve. 

For  example,  the  corporations  have  a  way  of  making  or  under- 
writing events  for  black  organizations,  and  the  bottom  line  is  that 
no  perpetual  mechanisms  are  being  built.  Also,  financial  institu- 
tions factories  that  will  eventually  make  a  difference  in  terms  of 
helping  the  African-American  community  not  only  find  jobs,  but 
also  give  them  a  sense  that  they,  too,  can  participate  in  the  capital- 
istic system.  And  the  only  way  we  are  going  to  change  this  is  by 
changing  the  perception  that  African-Americans  are  only  entitled  to 
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entitlements,  as  opposed  to  fully  participating  in  the  capitalistic 
system. 

Right  now,  we  are  sponsoring  organizations  in  Russia  to  teach 
them  the  capitalistic  system.  At  the  same  time,  we  seem  to  be  ig- 
noring the  potential  of  the  32  million  African-Americans  that  we 
have  in  this  country.  And  I  think  that  we  would  all  be  better  off 
if  we  would  start  teaching  the  African-American  how  to  become 
fully  partners  in  the  capitalistic  system. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Thank  you  very  much,  Mr.  Lopez.  And  I  appre- 
ciate the  observations  you  have  just  given  us. 

Mr.  McNamara,  pleased  to  have  you  and  we  would  like  to  hear 
you  now. 

STATEMENT  OF  EDWARD  H.  McNAMARA,  WAYNE  COUNTY 
EXECUTIVE,  DETROIT,  MI 

Mr.  McNamara.  Thank  you. 

Honorable  Chairman  and  members  of  the  committee,  thank  you 
for  inviting  me  to  testify  this  morning. 

In  other  testimony  given  today,  and  at  previous  hearings,  you 
have  heard  representatives  of  Shore  Bank  Corporation  discuss 
their  work  with  organizations  throughout  the  country  who  are  ex- 
ploring the  establishment  of  development  banks.  Wayne  County, 
MI,  is  one  of  those  organizations. 

Why  is  Wayne  County  the  Nation's  eighth  largest  county  with  a 
population  of  over  two  million  people  interested  in  forming  a  devel- 
opment bank? 

The  greater  Detroit  area,  including  Wayne  County,  has  witnesses 
a  tremendous  shift  of  wealth  over  the  past  30  years.  A  lethal  com- 
bination of  blight,  disinvestment,  and  suburban  sprawl  has  contrib- 
uted to  the  decay  of  many  neighborhoods  across  our  county. 

Our  older  urban  areas  have  been  virtually  abandoned  as  invest- 
ment has  moved  further  and  further  away  from  the  central  city. 
Urban  blight  has  now  touched  some  of  our  inter  ring  suburbs,  yet 
we  continue  to  push  development  further  and  further  out  into  farm 
land. 

Essentially,  what  we  are  doing  is  throwing  away  billions  and  bil- 
lions of  dollars  in  infrastructure  investments  that  we  made  earlier 
this  century  in  our  urban  neighborhoods.  At  the  same  time,  we  are 
spending  billions  more  to  build  new  schools,  roads,  and  sewer  lines 
in  greenfield  sites.  I  am  sure  you  will  agree,  Mr.  Chairman,  that 
this  is  a  shameful  waste  of  resources. 

As  Americans  are  becoming  more  cognizant  about  the  benefits  of 
recycling,  it  seems  we  need  to  develop  a  strategy  to  rebuild  our 
aging  communities,  house  by  house,  block  by  block,  and  neighbor- 
hood by  neighborhood. 

Our  older  communities  in  Wayne  County  face  three  basic  prob- 
lems. Nonfunctioning  real  estate  markets,  minimal  job  creation 
through  business  development,  and  a  deteriorating  social  fabric. 

We  have  identified  three  communities  in  Wayne  County  as  po- 
tential markets  for  our  development  bank:  Hamtramck,  Highland 
Park,  and  the  East  Side  of  Detroit.  In  each  of  these  markets,  real 
estate  activities  have  essentially  been  nonexistent. 
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In  1989,  only  two  mortgage  loans  were  made  for  1,000  housing 
units  in  Highland  Park,  compared  to  55  mortgages  per  thousand 
housing  units  in  healthy  markets.  The  perceptions  of  crime,  vio- 
lence, and  depreciating  values  has  discouraged  new  investment  in 
homes  and  businesses. 

Despite  these  perceptions,  there  are  many  signs  of  potential  in 
these  markets.  The  housing  stock  is  very  affordable,  each  area 
boasts  a  strong  African-American  population,  and  there  are  many 
active  block  cuibs  and  community  based  organizations.  Further- 
more, there  are  numerous  opportunities  for  economic  development, 
both  commercial  and  industrial. 

Our  proposed  institution  would  have  three  operating  units:  A 
commercial  development  offering  conventional  bank  services;  A  real 
estate  development  arm  to  focus  on  housing,  commercial  and  indus- 
trial development;  And  a  not-for-profit  affiliate  which  would  pro- 
vide non-  bank  business  credit,  business  support  services,  and 
housing  assistance. 

The  investment  and  credit  activities  of  the  bank  will  be  com- 
plemented by  these  other  two  units  which  can  initiate  development 
projects  and  mount  a  coordinated  revitalization  effort. 

The  bank  will  inspire  prospective  homeowners  to  purchase  homes 
in  established  neighborhoods.  It  will  nurture  the  entrepreneurial 
spirit  by  encouraging  ma  and  pa  rehabers.  And  it  will  encourage 
other  investors  to  pump  money  into  newly  stabilized  neighbor- 
hoods, therefore  generating  jobs  and  opportunities  for  local  resi- 
dents. The  economic  challenge  facing  our  older  communities  will  re- 
quire some  heavy  lifting. 

A  development  bank  will  need  to  work  together  with  conven- 
tional lenders  and  private  and  public  sector  leadership.  All  of  the 
bankers  with  whom  we  have  met  to  discuss  the  development  bank 
concur  that  development  banking  is  a  niche  business  that  com- 
plements conventional  banking. 

Since  we  began  discussing  the  business  plan  with  individuals 
from  the  private  sector,  we  have  received  many  calls  from  individ- 
ual bankers  expressing  their  support  for  our  efforts.  As  govern- 
ment, we  at  Wayne  County  have  had  to  recognize  our  limits  in  the 
creation  and  operation  of  a  development  bank.  We  can  be  the  con- 
vener but  cannot  operate,  control,  or  influence  an  entrepreneurial 
private  sector  development  bank  without  constraining  its  ability  to 
respond  to  changing  marketplace. 

In  the  document  we  submitted  for  the  Congressional  Record,  we 
recommended  the  committee  keep  in  mind  certain  guiding  prin- 
ciples as  it  drafts  legislation.  And  to  summarize  these  principles: 

We  believe  the  fundamental  premise  of  a  development  bank  as 
an  entrepreneurial  adaptive  organization  must  be  preserved.  We  do 
not  believe  a  separate  regulatory  structure  is  necessary. 

Because  of  the  significant  organizational  and  legal  costs,  we  be- 
lieve grant  funding  should  be  allowable  for  start-up  costs,  and 
matching  Grovernment  funds  for  private  capital  commitments  will 
allow  a  development  bank  to  build  a  sound  capital  base. 

We  have  been  talking  about,  what  we  have  done,  in  effect,  is  to 
plagiarize,  from  President  Clinton's  campaign  theme,  a  theme  that 
we  believe  applies  in  this  case,  and  we  truly  believe  that  it  is  the 
neighborhood's  stupidity. 
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In  conclusion,  this  county  has  established  public  purpose,  perma- 
nently capitalized  professionally  managed  institutions  to  carry  out 
activities  important  to  society.  Museums,  hospitals  and  universities 
are  all  examples.  And  now  it  is  time  to  create  similar  institutions 
for  urban  neighborhoods.  After  2  years  of  extensive  planning  and 
research,  Wayne  County  is  prepared  to  launch  the  first  community 
bank  of  the  Clinton  administration. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Thank  you  very  much. 

As  we  start  down  through  the  questions  here,  I  am  going  to,  for 
those  Senators  that  were  not  given  the  chance  or  were  not  here  to 
make  an  opening  statement,  we  will  provide  a  little  more  time  in 
their  period  so  they  can  do  that.  Because  I  know  particularly  Sen- 
ator Moseley-Braun  has  a  comment  I  am  sure  she  will  want  to 
make  with  respect  to  Chicago's  experiment.  I  know  Senator  Do- 
menici  has  expressed  a  special  interest  in  this  area  as  well. 

Let  me  just  ask  you  several  questions  at  the  outset.  It  seems  to 
me  that — I  am  very  strongly  in  support  of  the  Community  Develop- 
ment Bank  idea.  I  think  they  are  by  their  nature  hard  to  make 
happen,  because  you  have  got  to  have  a  committed  pool  of  talent 
that  can  sort  of  come  togetner  and  assemble  resources,  and  with 
the  support  and  blessing  of  governmental  institutions  get  off  the 
ground. 

I  am  struck  by  the  fact,  as  to  the  study  that  I  have  done  on  the 
South  Shore  Bank  that  you  have  been  very  favored  over  a  period 
of  time  by  having  an  extraordinary  team  of  leadership  represented 
importantly  by  yourself  and  your  colleagues  there.  I  have  asked 
myself  this  question:  If  you  subtract  that  extraordinary  team  of 
people  that  over  the  years  now  have  made  this  the  success  that  it 
is,  and  have  nurtured  it  and  have  brought  it  along,  could  it  other- 
wise have  happened?  In  other  words,  would  the  concept  succeed  by 
itself  if  you  did  not  really  have  an  extraordinary  team  sort  of  mak- 
ing it  happen? 

I  am  going  to  ask  you  in  a  minute  to  comment  on  that,  but  I 
have  drawn  from  it  at  least  in  my  own  mind,  subject  to  what  you 
tell  me,  that  you  really  do  need  quite  an  extraordinary  team,  and 
they  have  got  to  be  tough,  and  they  have  got  to  hang  in  there  over 
a  period  of  time  because  these  are  not  simple  issues  to  resolve  and 
to  get  the  momentum  and  to  sustain  the  momentum.  I  am  also  in- 
terested in  the  degree  to  which  we  run  any  risk  here  of  the  tradi- 
tional banking  institutions  who  have  not  done  very  much  yet  any- 
way in  many  cases — not  in  all,  but  in  some — of  doing  a  sufficient 
amount  of  community  based  lending.  There  is  a  lot  of  mortgage  dis- 
crimination and  other  lending  discrimination  we  know  from  Fed- 
eral Reserve  studies. 

I  am  very  much  concerned  that  I  do  not  want  to  see  a  burst  in 
community  development  activity  allow  the  traditional  banking  sys- 
tem to  back  away  or  to  maintain  an  anemic  commitment  to  urban 
and  community  revitalization.  I  think  we  need  them  involved  far 
more  than  they  have  been  involved.  At  the  same  time,  we  foster 
the  development  of  Community  Development  Banks  to  come  along 
and  do  some  of  the  niche-type  work  that  has  been  described  here. 
So  I  think  we  need  both. 
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Now,  Mr.  Davis,  let  me  start  with  you  to  ask  you  to  react  to  both 
of  those  points,  if  you  would. 

Mr.  Davis.  Wefl,  if  I  could  take  your  second  question  first,  be- 
cause it  is  really  the  easier.  As  I  said  in  my  statement,  the  work 
of  Community  Development  Banks  and  of  the  larger  regional  banks 
should  be  complementary.  In  our  case,  for  example,  we  are  a  small 
institution.  The  bank  now  has  assets  of  just  in  excess  of  $200  mil- 
lion. 

The  Chairman.  Over  now  what  time  period?  It  has  taken  you 
how  long? 

Mr.  Davis.  We  bought  the  bank  in  1973.  This  is  a  52-year-old 
bank,  incidentally. 

The  Chairman.  Right. 

Mr.  Davis.  It  had  tried  to  move  from  the  neighborhood,  was  de- 
nied that  request  by  the  Comptroller  of  the  Currency  which  regu- 
lates national  banks  as  you  know. 

The  Chairman.  Right. 

Mr.  Davis.  We  then  went  in  to  talk  to  them  about  purchasing  it 
with  the  idea  of  keeping  it  there. 

The  Chairman.  Right. 

Mr.  Davis.  It  was  then  a  $40  million  institution. 

The  Chairman.  If  I  could  just  stop  you,  so  it  has  been  literally 
a  20-year  climb? 

Mr.  Davis.  In  August  of  this  year  we  will  be  20  years  old  as  a 
development  institution;  correct.  So  we  do  not  view  ourselves  as 
competitors  for  the  $30-$40  billion  institutions  in  this  country. 

The  Chairman.  Right. 

Mr.  Davis.  There  is  no  way  that  we  can  compete  with  the  First 
National  bank  of  Chicago.  However,  we  are  in  need  of  support  from 
the  larger  banks. 

Our  real  estate  subsidiary,  for  example,  borrows  very  heavily 
from  the  large  banks  in  Chicago  to  do  its  projects,  which  we  could 
not  do  unless  they  were  there  to  provide  that  pool  of  credit.  So 
there  is  a  lot  that  the  larger  banks  can  do  in  support  of  these 
niche-players,  and  you  have  to  be  a  niche-player  to  make  this  work. 

You  have  got  to  be  in  the  neighborhood,  know  the  market,  and 
there  is  a  market  in  every  single  community  in  this  country.  It  is 
just  dysfunctional  in  a  lot  of  cases  at  the  moment. 

The  Chairman.  That  is  right. 

Mr.  Davis.  So  we  need  to  help  restore  that.  You  have  got  to  be 
in  the  neighborhood  every  day  doin^  your  business  to  learn  that 
market  and  make  it  work.  Our  hope  is  that  we  can  then  say  to  the 
larger  institutions:  We  are  here.  We  know  this  market.  Help  us 
provide  the  kind  of  credit  that  is  needed. 

On  your  first  question  about  individuals,  it  is  true  that  our  inter- 
est grew  out  of  the  fact  that  the  four  of  us  who  now  form  the  man- 
agement team  for  South  Shore  had  all  worked  in  community  devel- 
opment organizations  in  prior  years  and  had  seen  the  extreme  dif- 
ficulty that  those  organizations  had  in  trying  to  do  their  work. 

Most  were  concerned  with  how  were  they  going  to  keep  the  lights 
on  next  week 

The  Chairman.  Right. 

Mr.  Davis  [continuing].  Or  how  were  they  going  to  pay  the  utility 
bills?  And  they  did  not  have  time  to  look  at  the  real  problems  that 
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they  were  trying  to  address.  We  concluded  that  a  permanent  insti- 
tution organized  specifically  for  development  was  the  way  to  go. 

I  think  if  you  may  recall,  in  the  1970  amendments  to  the  Bank 
Holding  Company  Act  the  Federal  Reserve  Board  itself  stated  that 
in  their  opinion  bank  holding  companies  possessed  a  unique  com- 
bination of  managerial  and  financial  resources  with  which  to  deal 
with  the  Nation's  social  ills.  We  concur  in  that. 

Specifically,  just  one  quick  example  which  I  think  illustrates  how 
this  works.  In  the  area  of  housing  we  have  a  not-for-profit  and  a 
for-profit  real  estate  company  that  does  housing  rehabilitation. 
They  go  in  and  do  large-scale  projects:  100,  200  units.  That  enables 
the  bank  to  come  behind  them  and  loan  to  private  individuals  at 
market  rates  who  are  interested  in  investing  in  housing  rehabilita- 
tion and  improving  the  neighborhood. 

As  of  the  end  of  last  year,  we  had  caused  30  to  35  percent  of  the 
housing  stock  in  this  one  neighborhood,  the  rental  housing  stock, 
to  undergo  some  form  of  rehabilitation. 

Our  development  companies  use  Government  subsidies  for  their 
programs.  But  for  every  unit  of  subsidized  housing  that  gets  pro- 
duced in  that  neighborhood,  we  produce  4^2  units  of  unsubsidized. 
That  is  the  kind  of  leverage  that  I  think  development  institutions 
can  bring  to  bear. 

The  Chairman.  Let  me  just  say  before  yielding,  it  seems  to  me, 
again  with  this  20-year  march  that  you  have  made  as  an  institu- 
tion starting  after  you  took  over  the  bank  with  $40  million  I  think 
you  said  in  assets  and  you  are  up  to  $200  million  now,  it  has  taken 
20  years  of  sweat,  and  vision,  and  hard  work  to  do  that. 

I  think  I  draw  from  that  the  lesson  that:  As  powerful  and  as  val- 
uable as  this  concept  is,  we  cannot  just  speak  it  and  expect  that 
1,000  flowers  will  bloom,  that  it  is  going  to  take  a  comparable  effort 
and  support  from  the  rest  of  the  system. 

We  cannot  have  the  rest  of  the  banking  system  saying:  "Boy  am 
I  glad  this  community  development  bank  is  coming  down  the  track 
as  this  will  relieve  us  of  our  CRA  responsibility,  and  we  will  let 
them  tackle  the  hard  problems  and  we  will  go  out  and  sort  of  cher- 
ry-pick the  credit  market." 

I  think  what  I  am  hearing  you  say  is  that  these  things  really 
have  to  work  in  tandem  if  we  are  going  to  really  start  to  break  the 
strangulation  of  credit  that  is  not  getting  into  our  inner  cities,  to 
minority  people,  and  to  others  who  have  the — I  mean,  to  be  ped- 
dling capitalism  in  the  Soviet  Union  and  not  doing  capitalism  in 
the  United  States  to  me  seems  to  be  absolutely  upside  down. 

Mr.  Davis.  I  think  so.  Two  responses. 

One  is,  we  are  much  smarter  today  than  we  were  20  years  ago 
about  all  of  this  business.  I  think  we  have  now  in  fact  moved  to 
a  second  Chicago  neighborhood.  The  pace  at  which  redevelopment 
is  occurring  is  much  faster  than  it  was  when  we  were  sort  of  the 
first  people  out  there  by  ourselves  in  Chicago. 

I  vyould  like  to  re-emphasize,  I  think  one  thing  you  said — and 
this  is  not  a  quick-fix  to  this  problem — if  there  is  one  thing  that 
this  has  taught  me,  it  is  that  when  I  started  I  had  no  gray  hair. 
I  now  have  prey  hair. 

[Laughter.] 

Senator  D'Amato.  At  least  you  have  hair. 
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[Laughter.] 

The  Chairman.  Well,  and  we  have  asked  you  to  be  our  lead  wit- 
ness because  you  bring  great  wisdom  and  experience,  and  we  need 
to  draw  upon  that,  and  we  are  doing  so. 

Mr.  Davis.  Thank  you. 

The  Chairman.  Senator  D'Amato. 

Senator  D'Amato.  Mr.  Chairman,  I  would  like  to  piggyback  on 
something  said  earlier  and  try  to  understand  from  the  people  who 
are  out  there  on  the  battleline,  why  would  it  not  be  a  good  idea  to 
give  credit  to  institutions  who  indeed  give  you  the  credit  and  the 
capital  that  you  need  to  continue  your  work?  You  are  the  special- 
ists. 

So  why  should  we  not  say,  for  example,  if  xyz  bank  has  $150  mil- 
lion in  capital  itself  and  is  in  a  suburban  area  where  there  may  not 
be  the  kinds  of  needs  and  demands,  where  they  do  not  have  the 
kinds  of  specialties  that  you  have  developed  by  being  in  the  com- 
munity as  every  one  of  you  have  indicated,  and  why  should  they 
not  be  able  to  take  3  percent  of  our  capital,  or  4  percent  of  their 
capital  and  invest  it  in  your  bank? 

Mr.  Davis.  I  support  that  110  percent.  Senator.  In  fact,  we  have 
suggested  that  and  are  now  in  a  process  in  Chicago  of  trying  to  get 
the  larger — because  we  need  more  capital  to  grow — we  are  trying 
to  get  the  larger  banks  to  buy  stock  in  Shore  Bank,  and  for  that 
they  would  get  CRA  credits. 

Senator  D  Amato.  Yes? 

Mr.  CoMSTOCK.  Yes,  Senator,  if  I  could  respond  to  that. 

First  of  all  I  think  it  is  important  to  understand  that  it  is  gen- 
erally regulatory  policy  already  to  give  CRA  credit  for  these  type 
of  investments.  So  I  do  not  think  you  need  to  take  new  action  in 
order  for  that  regulatory  policy  to  be  in  place.  I  mean,  there  are 
a  lot  of  bank  regulators,  but  in  general  that  is  policy  already.  The 
question  is 

Senator  D'Amato.  Let  me  suggest  how  we  can  open  that  up  and 
get  you  more. 

They  get  no  relief  from  the  regulatory  requirements  in  reporting. 
So  consequently,  if  a  bank  gives  you  3,  4,  or  5  percent — and  they 
can  only  go  up  to  5  percent  and  we  might  look  at  that — of  their 
capital,  what  you  do  is  encourage  them,  because  they  save  x  dollars 
per  annum  in  not  having  to  meet  volumes  of  paperwork  because 
they  are  actually  investing,  and  they  can  say  that  $5  million  in 
capital  or  so  is  invested  witn  you. 

Mr.  CoMSTOCK.  Could  I  make  a  little  further  response  to  that? 

Senator  D'Amato.  Yes. 

Mr.  CoMSTOCK.  I  am  a  banker,  not  a  public  policy  person,  but  it 
seems  to  me  that  there  is  a  very  fundamental  issue  about  CRA 
that  maybe  the  Congress  has  to  think  about — which  is  the  fact  that 
there  has  never  been  standards  set  for  CRA.  Part  of  the  bottom 
line  here  is  that  the  regulators  do  not  know,  and  the  banks  do  not 
know  what  is  an  acceptable  performance  on  CRA. 

It  may  be  that  Congress  has  to  look  at  that  question  of  what  is 
an  acceptable  performance  on  CRA  in  order  to  be  able  to  come  to 
a  solution  to  this  question. 

Senator  D'Amato.  All  I  am  suggesting  to  vou  is  that  if  these 
banks  meet  certain  capital  requirements  that  they  invest  with  com- 
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munity  development  banks  such  as  yourselves,  and  others  who 
have  the  expertise  and  get  a  double  bang.  You  are  getting  capital 
that  you  never  would  have  gotten  before.  They  are  getting  exper- 
tise at  bargain  rates.  They  are  getting  the  best  in  the  business, 
people  who  are  there,  and  they  are  also  relieving  themselves  of 
that  reporting  requirement. 

Yes,  Mr.  Lopez. 

Mr.  Lopez.  Senator,  I  would  like  to  share  with  you  also  that 
some  of  these  banks  know  that  they  can  invest  4  percent  of  their 
equity  into  these  community  banks,  but  some  of  them  blatantly 
refuse  to  do  so  because  they  see  these  small  banks  as  competitors. 
You  also  have  to  take  in 

Senator  D'Amato.  Let  me  set  it  up  this  way  so  that  you  under- 
stand fully.  What  we  would  say  is  that  unless  you  put  x  dollars  in, 
you  have  got  to  meet  CRA.  You  have  to  then  go  through  that,  be- 
cause then  there  is  a  presumption. 

We  want  to  see  what  you  are  doing  as  it  relates  to  your  loans. 
If  you  put  that  3,  4,  5  percent — I  don't  know  what  the  number 
should  be — then  there  is  a  presumption  that  you  have  met  your  re- 
sponsibility by  virtue,  prima  facie,  of  giving  that  kind  of  contribu- 
tion to  a  community  development  bank.  What  do  you  think  of  that? 

Mr.  Lopez.  Yes,  but  the  point  is,  as  I  said  earlier,  that  they  are 
aware  of  this  but  in  some  cases  they  just  refuse  to  do  it. 

Senator  D'Amato.  Right. 

Mr.  Lopez.  OK?  They  refuse  to  do  it. 

You  also  have  to  understand  that  bankers  bring  their  cultural  bi- 
ases to  their  jobs.  You  have  bankers  who  pretend  that  they  have 
never  seen  Black  people,  or  Hispanic  people.  There  is  no  way  that 
I  can  hide  the  fact  that  I  am  an  African -American.  From  the  time 
I  step  through  that  door,  you  know  who  I  am. 

What  bankers  are  doing  these  days  is  they  are  not  recording  ap- 
plications that  they  are  taking  in  from  minorities.  You  walk  in  with 
your  application,  and  they  give  you  a  verbal  turndown.  So  when 
the  regulators  come  in,  they  see  that  xyz  bank  took  in  eight  appli- 
cations and  turned  down  two,  and  this  is  why  you  have  some  of  the 
inflated  rating  that  you  have. 

Senator  D'Amato.  Mr.  Davis,  what  do  you  think  about  us  setting 
it  up  as  an  alternative?  Do  you  think  that  would  promote  a  great 
deal  more  investment? 

Mr.  Davis.  I  have  a  couple  of  responses. 

I  truly  believe  that  most  bankers  in  this  country  are  not  racists. 
I  really  believe  that.  I  do  know  and  believe  that  this  is  a  market 
with  which  they  are  not  familiar.  Like  all  of  us,  if  it  is  something 
we  do  not  know  well,  we  tend  not  to  understand  it,  and  we  avoid 
it.  So  what  we  need  to  do  is  to  try  to  move  to  an  arena  which  gets 
a  fuller  understanding  of  these  markets  to  those  bankers.  I  think 
there  is  no  better  way  than  investing  in  a  small  community  institu- 
tion whose  business  is  this. 

With  Mr.  Lopez  I  think  I  disagree,  that  we  are  not  competitors. 
There  is  no  way  that  a  small  bank  can  compete  with  a  mega  insti- 
tution. It  is  a  different  world. 

What  we  need  to  do  is  to  work  toward  what  is  the  arena  in  which 
we  can  do  our  job  best,  and  where  they  can  be  most  supportive. 
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And  on  the  issue  of  CRA,  I  think  the  fault  with  it  now:  when 
CRA  was  passed,  South  Shore  Bank  was  the  only  bank  in  the  coun- 
try who  came  here  to  this  city  to  testify  in  favor  of  it — the  only  one. 

What  is  wrong  with  it  I  think  is  tnat  it  is  a  punitive  thing.  It 
says  to  a  bank,  if  you  do  not  do  this,  then  we  will  not  let  you  buy 
this  bank  over  here,  the  branch.  What  one  should  be  doing  instead 
is  to  provide  incentives,  which  is  what  I  think  this  is,  for  them  to 
do  so. 

Senator  D'Amato.  Exactly.  You  got  my  point  exactly. 

I  hope  we  can  get  out  clearly  that  what  we  are  trying  to  do  is 
to  provide  encouragement  for  people  to  meet  this  responsibility  and 
go  beyond  it  bring  that  critical  capital. 

We  are  talking  about  hundreds  of  billions  of  dollars  capital  that 
can  be  flowing  into  those  poor  neighborhoods.  I  think  we  can  really 
make  it  the  kind  of  thing  where  banks  will  be  happy,  the  larger 
institutions,  to  be  able  to  meet  this  opportunity  and  their  social  ob- 
ligations and  their  financial  obligations,  and  not  have  something 
that  is  now  very  punitive  and  detrimental. 

Mr.  Davis.  And  just  another  point,  the  leverage  is  enormous.  For 
every  dollar  of  capital  that  a  large  bank  would  invest  in  Shore 
Bank,  it  allows  us  to  put  $15  on  the  street. 

Mr.  COMSTOCK.  Could  I  make  one  further  point  here?  I  think  I 
do  not  have  any  problem  with  the  general  line  of  thinking  that  you 
are  going  on.  Senator.  We  certainly  would  like  to  have  more  bank 
investment  in  our  entire  industry. 

Senator  D'Amato.  That  is  right. 

Mr.  CoMSTOCK.  We  encourage  that.  And  we  have  some  already. 
Morgan  Guaranty,  for  example,  is  a  shareholder  in  our  bank.  I 
think  one  of  the  questions  we  are  going  to  have,  though,  is  if  you 
are  talking  about  this  as  being  an  alternative  to  CRA,  whether  this 
is  an  appropriate  standard.  Five  percent  of  capital  is  going  to 
translate  to  roughly  one-half  of  one  percent  of  assets  for  a  bank. 
Is  that  an  appropriate  level? 

That  question  I  do  not  think  has  ever  been  addressed  by  Con- 
gress that  I  know  of:  What  is  an  appropriate  level  of  total  bank 
loans,  or  total  bank  assets  that  ought  to  be  going  into  CRA?  I  think 
most  people  are  going  to  end  up  feeling  that  half  of  one  percent  of 
assets  is  not  adequate. 

Senator  D'Amato.  Let's  look  at  this. 

My  time  is  over,  but  you  are  getting  right  to  the  core  of  the  issue. 
Banks  are  still  going  to  be  making  lots  of  other  loans.  The  fact  that 
you  now  have  a  relationship  with  Morgan,  and  you  might  then 
have  one  with  Chase,  and  who  knows  who  else,  then  they  are  going 
to  be  doing  other  kinds  of  business  with  you.  Morgan  probably  has 
already  been  doing  more  business  with  you  as  a  result  of  that  and 
taking  on  some  of  the  bigger  loans,  or  participating,  and  that  is  the 
thing  that  Mr.  Lopez  is  discussing. 

It  Drings  people  together  who  heretofore  have  not  been  together. 
So  think  about  it. 

The  Chairman.  Let  me,  if  I  may,  given  the  pressure  of  time,  the 
late  start,  and  we  have  got  another  panel,  if  you  will  indulge  the 
Chair  for  a  moment.  Senator  Moseley-Braun  of  course  is  directly 
relevant  to  the  story  that  we  are  talking  about  in  Chicago,  and  I 
know  you  must  leave  to  attend  to  another  assignment  in  a  moment. 
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so  I  will  interrupt  the  order  to  just  allow  you  to  make  comments 
that  you  wish  to  make  right  now,  and  then  resume  the  original 
order.  Go  ahead. 

OPENING  STATEMENT  OF  SENATOR  CAROL  MOSELEY-BRAUN 

Senator  Moseley-Braun.  Thank  you  very  much,  Mr.  Chairman 
and  I  will  be  brief.  I  would  like  my  preparea  statement  to  be  placed 
of  record. 

The  Chairman.  Without  objection. 

Senator  Moseley-Braun.  I  would  like  to  thank  you,  Mr.  Chair- 
man not  only  for  allowing  me  to  break  in  the  order  this  way,  but 
also  for  calling  this  hearing  so  early  in  the  process.  This  is  a  tre- 
mendously sigTiificant  area. 

It  I  think  Ties  at  the  very  heart  of  our  efforts  to  redevelop  our 
country  and  to  put  our  people  back  to  work,  to  reclaim  our  neigh- 
borhoods, and  it  is  probably  the  single  most  important  area  in  my 
opinion  that  we  can  move  in  terms  of  the  urban  agenda.  So  I  want 
to  thank  you  for  putting  this  first  in  terms  of  our  hearings. 

I  am  particularly  proud  of  Mr.  Davis.  Not  only  are  we  personal 
friends,  but  we  go  back  20  years.  I  felt  old,  Milton,  when  you  said 
it  was  that  long. 

[Laughter.] 

Senator  Moseley-Braun.  I  go  back  to  his  efforts  in  the  South 
Shore  community,  and  that  is  of  course  where  I  live  in  Chicago. 

I  remember  when  we  were  all  very  yoimg,  bright-eyed  and  bushy 
tailed,  young  people  starting  out.  I  was  in  Government  and  Milton 
was  in  banking,  and  we  had  such  great  hopes  for  the  future.  Well, 
the  future  is  now,  and  I  am  just  very  proud  to  see  you  here  testify- 
ing on  behalf  of  what  is  a  successful,  laudable  experiment  that  has 
been  taken  up  nationwide.  I  just  wanted  to  express  that  to  you  be- 
fore I  leave.  I  am  going  to  try  to  get  back  in  time. 

I  understand  the  Chairman  is  going  to  plow  through  with  the 
hearing  and  continue,  because  the  areas  that  you  touched  on,  par- 
ticularly as  regard  to  the  CRA,  and  Senator  D'Amato's  questions, 
is  just  so  critical  to  our  understanding  of  the  approach  and  the  di- 
rection that  we  take. 

So  again  to  all  of  you  gentlemen,  Mr.  McNamara,  Mr.  Lopez,  Mr. 
Comstock,  and  of  course  Milton  Davis,  I  want  to  thank  you  all  for 
coming  this  afternoon  and  for  starting  this  ball  rolling,  and  start- 
ing this  level  of  conversation,  because  we  need  your  help  in  this  re- 
gard. 

Thank  you  again. 

The  Chairman.  Thank  you.  Senator. 

Senator  Boxer. 

OPENING  STATEMENT  OF  SENATOR  BARBARA  BOXER 

Senator  Boxer.  Thank  you,  Mr.  Chairman. 

I  would  like  to  get  the  panel's  reaction  to  a  very  important  event 
that  occurred  a  Tittle  over  a  week  ago  in  California  when  the 
Sumitomo  Bank  of  California  agreed  to  provide  more  than  $500 
million,  a  full  10  percent  of  its  assets,  for  home  and  community  de- 
velopment loans  to  neglected  areas  in  California.  The  bank,  as  have 
others  in  California,  has  been  criticized  for  its  failure  to  make 
enough  loans  to  minorities  in  the  inner-city. 
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For  example,  in  1991  Sumitomo  made  only  two  loans  to  African- 
Americans  and  6  to  Latinos  out  of  180  total  home  mortgage  loans. 
Unfortunately  in  California  this  is  the  story  over  and  over  again 
in  every  area. 

Now  my  understanding  is  that  Sumitomo's  commitment  is  the 
largest  from  a  Japanese  controlled  bank;  it  begs  the  question  I  be- 
lieve Senator  D'Amato  is  pursuing,  the  question  of  how  best  to  en- 
sure that  capital-starved  areas  are  Federal. 

Here,  with  Sumitomo,  we  have  a  bank  that  is  under  a  lot  of  pres- 
sure from  the  community  and  agreed  to  this  very  big  contribution. 
As  I  listen  to  you — and  you  have  all  been  eloquent — it's  clear  that 
one  of  the  strong  points  of  a  community  development  bank  is  its 
location  in  the  neighborhood;  you  keep  your  eye  on  the  problems, 
you  are  out  there  with  the  people,  and  you  know  what  is  going  to 
work. 

My  question  is:  Should  there  be  a  spinoff  from  traditional  banks 
that  only  handles  commimity  development?  Or  can  we  trust  that 
a  bank  that  has  never  done  this  before  is  suddenly  going  to  under- 
stand the  needs  of  the  community? 

Mr.  McNamara.  Just  from  a  practical  standpoint,  if  I  might  com- 
ment, the  South  Shore  Bank  has  proven  that  the  concept  works. 
They  have  for  20  years  not  lost  money.  So  obviously  it  is  not  a  give- 
away program;  it  is  not  a  grant  program;  it  is  a  business.  But  it 
is  a  business  with  a  social  agenda  that  is  specific  from  that  group. 
It  is  niche-operation,  niche-banking,  and  I  think  that  is  what  is  ex- 
tremely important. 

If  we  are  going  to  bring  back  the  inner  cities,  the  communities 
that  have  been  so  blighted,  it  is  as  I  mentioned  a  house-by-house, 
block-by-block,  neighborhood-by-neighborhood  action,  and  I  am  not 
sure  large  banks  that  you  are  referring  to  have  that  kind  of  social 
conscience  about  them. 

Senator  Boxer.  So  you  would  prefer  to  see  community  redevelop- 
ment spearheaded  by  a  very  special  institution  that  oversees  its 
needs,  as  opposed  to  having  a  large  bank  do  it  by  themselves? 

Mr.  McNamara.  I  would  prefer  to  see  the  organization  that  could 
be  most  effective  to  accomplish  that  end.  I  think  it  is  niche-banking 
that  has  the  best — the  most  stability  to  make  it  happen,  rather 
than  a  large  bank  that  would  lose  this  process  someplace  in  its 
total  operation. 

Senator  Boxer.  Mr.  Lopez. 

Mr.  Lopez.  It  has  been  my  experience  that  when  the  larger 
banks  have  a  community  development  arm,  that  you  continue  to 
get  more  of  the  same. 

I  would  just  like  to  say,  to  follow  up  on  Senator  D'Amato's  ques- 
tion, like  for  example  again  I  am  confining  myself  to  Grand  Rapids 
where  in  the  community  I  see  qualified  African-American  borrow- 
ers in  front  of  me,  like  for  example  Ms.  Lambert  here,  who  is  a 
member  of  a  board. 

She  is  a  member  of  a  board  to  the  point  where  she  has  commit- 
ted $60,000  of  her  measly  savings  because  she  sees  the  need  for 
this  bank — not  only,  herself  having  been  denied  loans,  even  though 
she  is  a  qualified  person  who  owns  her  own  business,  but  she  has 
associates  who  have  been  denied  loans. 
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Like  for  example  right  now  I  see  a  gentleman  in  front  of  me  who 
is  a  graduate  of  Northwestern  University,  who  started  a  soda  busi- 
ness. All  the  banks  in  the  area  turned  nim  down.  OK?  When  they 
turned  him  down,  he  went  to  them  and  said,  OK,  give  me  a  second 
mortgage  on  my  home.  They  refused  to  do  that,  too. 

Senator  Boxer.  Well,  I  do  not  mean  to  interrupt,  except  that  I 
am  on  yellow  here  and  I  want  the  answer  to  the  question:  Do  you 
ag^ee  that  a  large  bank  with  a  community  development  arm  would 
not  meet  the  needs  of  the  community,  as  well  as 

Mr.  Lopez.  It  would  be  more  of  the  same. 

Senator  Boxer  [continuing].  A  niche  bank? 

Mr.  Lopez.  Correct.  It  would  be  more  of  the  same.  And  I  think 
the  best  way  to  relay  this  is  to  share  with  you  an  example 

Senator  Boxer.  I  agree  already.  I  am  just  trying  to  pin  it  down 
because  in  California  we  have  got  this  big  announcement,  and  it 
is  very  exciting,  but  I  want  to  know  if  the  organization  should  be 
changed  to  meet  this  need. 

Mr.  COMSTOCK.  If  I  could  just  make  a  quick  response,  I  think  the 
basic  word  is  that  our  communities  need  all  the  help  they  can  get. 
If  Sumitomo  Bank  is  willing  to  jump  in  and  do  it,  let  us  encourage 
them  in  whatever  way  we  can.  I  think  they  will  find  out  very 
quickly  that  it  does  take  a  lot  of  expertise  to  do  this  work.  Appar- 
ently they  have  not  been  doing  it,  and  they  are  about  to  find  out. 

One  of  the  things  the  community  development  financial  institu- 
tions are  trying  to  do  is  actually  provide  the  know-how  that  is 
going  to  help  leverage  this  lending.  I  think  it  is  absolutely  the  case 
that  we  are  functioning  just  as  Mr.  Davis  has  just  described  to  try 
to  help  leverage  more  conventional  bank  lending  into  these  neigh- 
borhoods. 

I  think  the  role  is  going  to  actually  be  complementary,  but  they 
will  soon  find  out  that  they  are  going  to  need  a  lot  of  expertise  and 
will  have  to  turn  somewhere  to  get  it.  I  do  not  know  that  we  have 
to  tell  them  legislatively  that,  you  should  not  do  this;  I  think  we 
should  just  try  to  encourage  them. 

Senator  Boxer.  Mr.  Chairman,  could  Mr.  Davis  just  answer 
that? 

The  Chairman.  Sure.  Go  ahead,  Mr.  Davis. 

Mr.  Davis.  I  think  it  is  a  good  question  because — and  it  seems 
it  me  the  bottom  line  is  whether  the  money  that  has  been  commit- 
ted gets  out  into  the  neighborhood. 

Senator  Boxer.  Right. 

Mr.  Davis.  And  I  do  not  care  whether  it  comes  from  them  at 
their  big  office  downtown  or  someplace  else.  I  think  I  would  argue, 
however,  that  if  they  committed  and  then  expect  to  do  it  from 
downtown,  it  will  not  happen. 

If  you  look  at  all  the  mortgage  disclosure  information  that  re- 
volved around  the  issue  of  discrimination,  it  was  because  people 
were  trying  to  do  these  programs  from  their  downtown  head- 
quarters, and  they  were  being  serviced  by  people  who  had  been 
trained  to  look  at  credit  in  a  different  way  fi-om  the  way  I  think 
you  have  to  look  at  it  in  the  neighborhoods. 

I  have  always  thought  of  States  like  California  being  the  opti- 
mum place  for  this  because  you  could  simply  take  a  branch  that 
was  located  in  a  low-income  neighborhood  and  turn  it  into  a  devel- 
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opment  institution  and  staff  it  with  people  from  the  neighborhood 
who  know  their  neighbors,  and  know  the  market,  the  local  market 
of  that  community. 

You  would  not  have  to  form  anjrthing  new.  It  is  just  that  this 
branch  becomes  this  specialized  niche-player  in  this  market  where 
you  have  people  who  understand  the  economy  of  that  community 
and  the  people  in  it.  So  it  has  to  be  done  in  some  way  where  there 
is  a  local  presence  by  this  bank  to  make  sure  that  the  credit  gets 
out. 

Senator  Boxer.  Thank  you  so  much.  That  was  verv  helpful. 

The  Chairman.  Thank  you  very  much.  Very  useful. 

Senator  Bennett. 

OPENING  REMARKS  OF  SENATOR  ROBERT  F.  BENNETT 

Senator  Bennett.  Thank  you,  Mr.  Chairman. 

Mr.  Davis,  I  will  talk  primarily  to  you,  but  I  would  be  delighted 
to  hear  the  others  comment,  as  well.  You  made  the  comment  about 
replication,  and  you  said  talented  people  with  start-up  support  can 
do  it.  That  is  my  big  concern. 

You  are  kind  of  a  hero.  South  Shore  Bank  has  caught  everybody's 
attention,  and  it  has  been  written  up,  and  gotten  lot  of  press.  As 
I  sit  here,  I  find  myself  thinking:  If  I  were  not  under  the  kind  of 
strictures  that  the  Ethics  Committee  puts  on  us,  I  might  be  inter- 
ested in  investing  in  your  bank. 

Mr.  Davis.  We  would  welcome  you. 

[Laughter.] 

Senator  Bennett.  I  know  you  would. 

[Laughter.] 

Senator  Bennett.  But  my  interest  comes,  quite  frankly,  not  from 
your  social  conscience  that  I  have  heard  people  talk  about,  saying 
the  banks  will  not  have  the  social  conscience  to  do  this;  my  interest 
comes  from  the  fact  that  you  have  made  money. 

The  entire  economy  is  filled  with  companies  that  find  a  niche 
that  bigger  companies  have  overlooked  and  have  filled  the  niche 
and  have  made  money  in  the  process.  I  wrote  myself  a  note:  "It  is 
not  social  conscience;  it  is  good  management  that  makes  this 
work." 

And  as  I  hear  you  explain  things  in  answers  to  the  questions, 
you  always  come  back  to  that  theme:  We  know  how  to  do  it.  We 
have  the  expertise.  This  is  a  52-year-old  bank,  you  said.  You  did 
not  start  up  something  with  a  social  conscience  dream. 

You  saw  as  a  manager  an  opportunity  that  the  existing  man- 
agers were  not  smart  enough  to  see,  and  you  bought  the  bank,  and 
you  made  money  on  it.  I  salute  you,  and  I  wish  we  could  replicate 
you  everywhere. 

My  one  concern  in  these  hearings  is:  How  are  we  going  to  do 
that?  At  the  Federal  level,  what  can  we  do  that  can  produce  the 
kind  of  management  ability  and  expertise  that  you  have?  Standing 
up  in  here  and  saying  "we  salute  the  concept"  is  not  going  to 
produce  the  kind  of  managers  on  the  street  that  will  make  this 
happen.  So  I  would  like  some  comments  from  all  of  you  about  that 
particular  problem. 

Mr.  Davis.  Well,  a  couple  of  comments. 
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One  is:  Today  we  are  now  operating,  or  are  at  least  under  con- 
tract, with  different  owners  of  the  development  institution  in  Ar- 
kansas, which  is  where  the  now  President  first  became  familiar 
with  this. 

We  have,  as  the  gentleman  here  said,  we  have  been — we  are  now 
talking  to  people  in  Wajnie  County,  but  we  actually  have  an  insti- 
tution in  the  Upper  Peninsula  of  Michigan  headquartered  in  Mar- 
quette that  is  beginning  to  do  this  kind  of  activity  in  conjunction 
with  people  who  came  to  us  from  that  section  of  the  country  be- 
cause they  wanted  to  do  this  same  kind  of  thing.  In  this  case,  it 
is  not  a  full-blown  bank. 

Senator  Bennett.  So  far  you  are  proving  my  point.  "You"  are 
doing  it- 


Mr.  Davis.  No,  we  are  not- 


Senator  Bennett  [continuing].  Because  of  the  expertise  you  accu- 
mulated. 

Mr.  Davis.  We  are  helping  them.  They  came  to  us,  and  we 
helped  them  think  through  the  business  plan.  We  have  an  advisory 
service  which  again  we  set  up  partly  to  help  spread  the  word  as 
to  how  this  is  done. 

But  back  to  your  point,  it  also  is  another  source  of  profits  for  us. 
What  we  do  is  consult.  We  are  now  talking  with  12  cities:  Cleve- 
land, Milwaukee,  Portland,  Louisville — about  development  banks. 
So  they  hire  us  to  help  them  develop  the  plan  as  to  how  this  ought 
to  be  organized  and  run. 

Now  in  Arkansas  we  were  able  to  send  one  person  from  our  staff 
who  had  been  trained  there  to  go  and  be  the  president  of  that  insti- 
tution. But  it  cannot  work  that  way.  I  mean,  we  just  cannot — we 
are  too  small  to  provide  training  for  all  the  people  that  are  needed. 
But  part  of  what  I  think  Mr.  Comstock  was  saying  is  that  part  of 
this  could  be  money  for  training. 

People  can  be  trained.  There  are  smart  people  around  this  coun- 
try interested  in  this  issue  who  can  be  trained.  There  is  nothing 
holy  or  sacred  about  banking.  It  can  be  taught,  and  there  are  smart 
people  who  want  to  learn  it. 

If  we  had  the  resources  with  which  to  teach  them,  we  could  do 
it.  That  is  where  I  think  you  will  get  the  people  that  you  will  need 
to  staff  these  banks. 

Senator  Bennett.  Let  me  ask  Mr.  Comstock  a  question  about  the 
success  of  things  you  say. 

You  are  also  the  chairman  of  LEAP,  Inc.,  a  nonprofit  venture  de- 
velopment organization  with  its  office  at  the  bank. 

Mr.  Comstock.  Correct. 

Senator  Bennett.  Is  that  an  essential  part  of  the  economic  via- 
bility of  these  efforts? 

Mr.  Comstock.  Yes. 

Senator  Bennett.  Would  the  bank  not  work  if  you  did  not  have 
that?  Is  that  another  piece  of  the  expertise  that  you  bring  to  the 
table? 

Mr.  Comstock.  I  am  not  saying  that  the  bank  would  not  func- 
tion. I  mean,  there  are  a  lot  of  loans  that  could  be  made  in  the 
community.  But  in  terms  of  an  overall  community  development 
strategy,  we  very  much  agree  with  South  Shore's  concept  that 
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there  are  a  number  of  different  pieces  that  are  needed  to  make  any 
economic  development  work. 

I  would  point  out  in  particular  that  the  need  for  equity  capital 
is  at  least  as  great  as  the  need  for  debt  capital  in  our  communities, 
and  banks  are  not  the  vehicles  to  provide  equity  capital. 

Senator  Bennett.  I  have  started  enough  businesses  that 

I  know  exactly  what  you  are  talking  about. 

Mr.  CoMSTOCK.  The  idea  of  LEAP  is  that  it  is  kind  of  the  leading 
edge  of  the  bank.  The  bank  cannot  work  with  people  until  they  are 
bank-able. 

How  do  we  help  get  the  community  development  related  busi- 
nesses, the  businesses  that  aire  doing  job  creation  in  low-income 
communities,  formed  and  stabilized  to  the  point  where  they  become 
bank-able,  which  means  intensive  management  technical  assist- 
ance, plus  finding  equity  capital  for  them.  So  that  is  very  much  a 
part  of  the  overall  issue  here. 

Mr.  Davis.  Could  I  just  endorse  that  a  little  stronger  than  Mr. 
Comstock  did? 

There  are  three  nonbank  subsidiaries  of  our  holding  company.  It 
owns  the  bank,  but  it  also  owns  a  for-profit  real  estate  development 
company.  It  owns  a  venture  capital  company,  and  it  owns — or  there 
is  affiliated  it  that  is  not-for-profit. 

I  think  we  could  never  point  to  the  success  in  South  Shore  if  it 
had  not  been  for  those  nonbank  entities.  The  bank  alone  simply 
cannot  do  it.  The  complete  development  entity  has  to  include  those 
nonbank  subs. 

Senator  Bennett.  And  that  is,  again,  the  part  of  the  good  man- 
agement you  bring  to  the  table. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  And  the  question  of  whether  you  can  compress 
this  20-year  growth  now  with  their  know-how  and  experience  down 
to  a  time  frame  so  that  we  get  an  answer  to  the  problems  within 
the  lifetimes  of  the  people — I  meain,  we  are  going  to  need  the  exper- 
tise that  you  bring,  as  well,  in  terms  of  this  view. 

I  think  both  the  other  witnesses  wanted  to  respond,  and  then  we 
will  move  on.  Go  ahead. 

Mr.  Lopez.  Mr.  Bennett,  that  is  a  pretty  good  point.  I  think  tal- 
ent and  skill  is  really  an  essential  ingredient,  once  we  capitalize. 

One  of  the  things  I  am  critically  looking  at  is  to  make  sure  that 
we  have  a  comptroller  that  is  versed  in  banking,  because  he  has 
been  a  comptroller  in  one  of  the  banks 

Senator  Bennett.  You  mean  a  Comptroller  of  the  Currency? 

Mr.  Lopez.  No,  a  comptroller  of  the  bank. 

Senator  Bennett.  OK 

Mr.  Lopez.  Also,  the  point  I  am  trying  to  make  is  you  are  going 
to  have  to  go  with  seasoned  people.  Regardless  of  their  color,  you 
C£innot  confine  yourself  to  ethnicity.  You  are  going  to  hire  people 
because  you  are  satisfied  that  they  are  capable  of  doing  the  job. 

The  Chairman.  Mr.  McNamara,  you  wanted  to  make  a  comment? 

Mr.  McNamara.  Yes.  I  would  just  like  to  comment  relative  to 
that.  You  know,  we  are  a  governmental  unit,  and  we  are  talking 
about  establishing  a  bank,  and  probablv  the  worst  group  in  the 
world  vou  could  have  going  into  the  banking  business  is  a  govern- 
mental unit. 
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But  the  approach  to  this  is  to  form  a  founder's  group.  The  found- 
er's group  are  people  like  Heinz  Prechter,  who  is  chairman  of  the 
American  Sun  Roof;  Wayne  Dome,  president  of  Ford  Land  Co.;  Don 
Harden,  Dave  Bing  who  is  a  businessman  and  at  one  time  was  a 
great  basketball  player  at  S.  Martin  Tavlor.  These  people  would  be- 
come the  board  of  directors.  They  would  run  this  as  a  business.  The 
county  would  stay  in  until  these  people  took  over.  Then,  like  the 
Communist  Party,  we  would  wither  away  and  turn  the 
operation 

[Laughter.l 

Senator  Bennett.  I  hope  not  like  the  Communist  Party. 

[Laughter.] 

Mr.  McNamara.  Well,  the  theory  of  the  Communist  Party, 

Senator  Bennett.  All  right. 

Mr.  McNamara.  But  it  is  not  a  case  of — it  is  a  case  of  bringing 
the  business  community  to  run  this  thing  with  that  social  con- 
science as  their  objective. 

Mr.  Davis.  And  I  think,  Mr.  Bennett,  also  just  a  final  point,  some 
people  have  asked  us  why  we  did  this  as  a  for-profit  rather  than 
a  not-for-profit.  There  is  not  enough  philanthropic  money  in  this 
country  to  rebuild  cities.  We  could  give  up  now. 

We  have  got  to  begin  turning  the  thinking  around  that  they  are 
good  places  to  make  investments,  and  investments  on  which  you 
will  get  a  return.  I  think  once  we  have  demonstrated  that  you  can 
make  a  profit  doing  this,  we  describe  it  as  a  lot  of  the  really  hard 
money  of  this  country  will  begin  to  then  flow  into  this  process. 

Senator  Bennett.  And  you  begin  to  attract  investors  like  me. 

Mr.  Davis.  Gk>od. 

Senator  Bennett.  Thank  you,  Mr.  Chairman. 

The  Chairman.  Thank  you  very  much. 

Senator  Shelby. 

Senator  Shelby.  Thank  you,  Mr.  Chairman. 

Senator  Sarbanes.  Mr.  Chairman,  would  the  Senator  yield? 

Senator  Shelby.  I  would  yield  to  the  Senator. 

Senator  Sarbanes.  Could  I  be  recorded  in  favor  of  the  nomina- 
tion of  Laura  Tyson?  I  gather  we  are  reporting  that  out  this  morn- 
ing? 

The  Chairman.  Yes.  You  will  be  so  recorded. 

Senator  Sarbanes.  Thank  you,  very  much. 

The  Chairman.  Thank  you. 

Senator  Shelby.  Mr.  Chairman,  thank  you. 

How  can  the  Federal  Government  best  expand  the  role  commu- 
nity development  organizations?  For  example,  is  it  the  provision  of 
the  patient  capital  that  is  needed  to  support  community  develop- 
ment reforms?  Is  it  capital  and  management?  Or  management  and 
capital? 

I  believe  you  have  got  to  have  capital,  and  you  have  got  to  have 
management.  If  you  have  capital  and  you  have  inadequate  manage- 
ment, we  know  you  are  planting  the  seeds  of  a  disaster.  What  are 
your  comments? 

Mr.  Comstock,  you  look  eager. 

Mr.  Comstock.  Thank  you. 

I  think  there  is  quite  a  substantial  existing  talent  pool  already 
to  build  on.  We  have  actually  more  than  300  community  develop- 
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ment  financial  institutions  in  the  country.  It  is  not  just  the  four  de- 
velopment banks. 

So  one  of  the  first  starting  points  is  to  realize  that  we  could  ex- 
pand upon  the  capacity  of  that  group.  I  think  anyone  who  looks  at 
it  closely  would  say  that  that  group  is  doing  a  good  job  at  what 
they  do,  and  their  impact  could  be  increased  if  their  capacity  could 
be  expanded.  What  would  it  take  to  expand  their  capacity?  More 
equity  is  number  one. 

Senator  Shelby.  By  equity,  you  are  talking  about  money?  Cap- 
ital, right? 

Mr.  CoMSTOCK.  Capital.  Equity  capital. 

For  the  for-profits,  some  form  of  shareholder  type  of  capital.  For 
the  nonprofits,  equity  grants.  But  that  equity  base  is  the  first  start- 
ing point  in  terms  of  expansion  of  capacity. 

The  second  point  is  that  in  terms  of  economically  devastated 
communities,  communities  that  are  heavily  disinvested  where  there 
is  a  very  low  level  of  business  development  and  economic  develop- 
ment taking  place  now,  there  is  a  lot  of  technical  assistance  and 
hand  holding  needed  to  get  that  process  going.  That  is  inherently 
something  that  is  not  self-supporting  and  needs  grant  funding. 

The  third  thing  is:  As  Mr.  Davis  had  suggested,  we  could  in- 
crease the  talent  pool  if  we  had  some  support  for  professional  train- 
ing programs. 

Senator  Shelby.  Should  we  give  CRA  credit,  or  consider  giving 
CRA  credit  to  other  banks  to  have  them  train  people?  Because 
management  is  so  important  to  any  organization. 

Mr.  Davis. 

Mr.  Davis.  I  would  vote  for  that  overwhelmingly.  I  think  there 
are  a  range  of 

Senator  Shelby.  That  makes  sense,  does  it  not? 

Mr.  Davis.  Pardon? 

Senator  Shelby.  It  makes  sense,  does  it  not? 

Mr.  Davis.  It  makes  great  sense.  I  think  there  are  just  a  range 
of  things  that  could  be  done.  The  need  at  the  moment  I  think  is 
for  somebody  to  do  the  appropriate  level  of  work  on  the  kinds  of 
things  that  it  would  make  sense  to  do  so  that,  based  on  the  experi- 
ence we  have  had,  that  we  can  move  closer  to  believing  that  these 
are  things  that  would  truly  work. 

In  the  more  extensive  version  of  my  comments  today,  there  are 
some  of  those  things  being  suggested  that  we  have  to  look  at.  I 
think,  like  all  things,  some  of  them  will  turn  out  to  be  good  ideas, 
others  will  not  work.  But  we  need  to  do  the  work  that  is  required 
to  see  whether  or  not  those  would  work. 

But  I  think  training — I  mean,  it  would  have  to  be  differently 
from  the  way  the  large  banks  do  it  now,  because  you  really  want 
to  train  people  in  this  development  arena.  But  they  certainly  have 
the  resources  with  which  to  work  to  pull  that  kind  of  thing  off. 

Senator  Shelby.  And  they  could  train  them  in  a  special  niche 
which  you  are  serving  in  the  community.  Is  that  correct? 

Mr.  Davis.  Right.  Precisely. 

Senator  Shelby.  Mr.  Lopez,  if  I  wanted  to  start,  or  help  some 
people  start  a  Community  Development  Bank  in  my  State  of  Ala- 
bama, what  would  you  suggest?  Capital  and  people,  I  am  sure. 
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Mr.  Lopez.  Well,  capital  and  people,  and  I  must  remind  you  that 
we  have  a  lot  of  unemployed  bankers  out  there. 

[Laughter.] 

Senator  Shelby.  They  would  probably  be  diligent  workers  if  they 
were  re-employed;  right? 

Mr.  Lopez.  Correct.  Absolutely.  But  I  couldn't  emphasize  that 
more,  that  it  is  an  arduous  process  when  you  have  very  limited 
capital.  So  whatever  assistance  can  be  given  in  tandem  with  get- 
ting a  good  talent  pool,  identifying  a  talent  pool. 

My  only  comment  is:  I  would  be  a  little  reluctant  to  give  banks 
credit  for  training  people  unless  I  can  get  some  commitment  from 
them  within  a  certain  parameter.  I  just  would  not 

Senator  Shelby.  Why  not?  Who  could  train  them  better  than  ac- 
tual banking  experience?  The  Federal  Government  should  not  be 
training  them. 

Mr.  Lopez.  Well  what  I  would  do  is.  No.  1,  I  would  identify  a 
president  of  a  bank  who  is  capable  of  doing  what  he  is  supposed 
to  do,  and  then  let  him  go  out  and  find  the  support  talent  that  is 
needed. 

Senator  Shelby.  OK. 

Mr.  McNamara,  you  mentioned  in  your  statement:  The  organiza- 
tional and  the  legal  costs  for  a  Development  Bank  are  quite  signifi- 
cant, you  know,  for  start-up,  preparing  management,  and  prepar- 
ing fund  raising.  You  have  got  to  get  the  capital.  That  is  a  formida- 
ble task,  is  it  not,  sir? 

Mr.  McNamara.  Absolutely. 

Senator  Shelby.  Any  suggestions  there?  Get  your  core  group  to- 
gether, management  first?  Is  that  what  you  do? 

Mr.  McNamara.  No,  we  have  not 

Senator  Shelby.  OK. 

Mr.  McNamara.  I  think  you  do  things  like  determine  the  neigh- 
borhoods where  this  process  will  work. 

We  have  brought  together  people  who  we  consider  very  com- 
petent who  would  become  in  a  sense  the  Board  of  Directors  of  the 
founders.  We  are  attempting  now  to  identify  sources  of  private  dol- 
lars from  Foundations.  We  have  had  discussions  with  major  banks 
in  the  State  of  Michigan  who  are  extremely  enthusiastic  and  posi- 
tive about  this.  It  may  be  a  form  of  conscience  money,  but  we  do 
not  care  what  motivates  them,  we  would  like  to  see  it  now. 

The  management  will  come,  but  I  am  not  sure  that  that  is  the 
initial  concern  on  our  part. 

Senator  Shelby.  Oh,  the  initial  concern  I  suppose  is  the  concept 
of  how  to  put  it  together,  and  without  the  capital  management  you 
will  not  need  the  money? 

Mr.  McNamara.  That  is  correct. 

Senator  Shelby.  OK.  Any  other  comments? 

Mr.  COMSTOCK.  That  seed  capital  is  very  hard  money  to  raise. 
You  have  got  a  good  point,  that  organizing  a  new  bank,  t3T)ically, 
it  is  up  to  15  percent  of  the  amount  of  capital  raised  that  we  spend 
on  the  total  organizing  costs  of  the  bank.  I  am  talking  about  any 
kind  of  bank,  community  development  or  otherwise. 

In  this  case,  since  you  do  not  have  a  small  group  of  millionaires 
forming  the  bank,  which  would  be  the  typical  case  in  the  typical 
small  bank,  you  are  going  to  have  a  hard  time  raising  that  seed 
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capital.  So  grants  for  that  purpose  are  going  to  accelerate  the  proc- 
ess of  formation  of  these  banks. 

The  Chairman.  You  know,  my — if  you  would  yield? 

Senator  Shelby.  I  would  yield,  Mr.  Chairman. 

The  Chairman.  Might  we  not  also  think  about  maybe — I  mean, 
I  like  the  incentive  approach.  We  are  talking  about  change  in  some 
capital  gains  treatment,  and  capital  gains  treatment  based  on  hold- 
ing period.  There  might  well  be  a  way  to  incentivize  through  the 
Tax  Code  a  greater  flow  of  equity  capital  into  this  kind  of  thing  to 
achieve  a  strategic  objective  for  the  country.  I  mean,  it  is  not  a 
novel  concept  to  try  to  target  and  do  something  that  you  need,  as 
long  as  it  is  done  competently,  and  because  we  are  going  to  get  the 
money  back. 

We  are  going  to  get  the  money  back  in  economic  growth  and  revi- 
talization  by  some  multiple  of  what  it  is  we  spend.  I  mean,  this  is 
precisely  the  path  intelligent  nations  have  to  take.  Anyway,  I  do 
not  want  to  trespass  further. 

Senator  Shelby.  Mr.  Chairman,  that  is  a  very  good  comment. 
One  follow-up  on  it.  Mr.  Davis,  is  there  any  competition  or  any 
overlap  between  the  commercial  bank  in  an  area  trying  to  fulfill 
the  mandated  CRA  and  what  you  do  in  a  niche?  Is  there  any  over- 
lap there,  or  some  competition?  In  other  words,  say  a  commercial 
bank  in  Chicago  serving  the  same  neighborhood  that  you  would  be, 
they  compete  within  a  niche? 

Mr.  Davis.  Unfortunately,  this  is  an  area  of  when  we  went  to 
South  Shore  it  had  80,000  people  in  the  community. 

Senator  Shelby.  OK 

Mr.  Davis,  We  were  the  only  bank  there  at  that  time,  and  we 
still  are  the  only  one. 

Senator  Shelby.  OK 

Mr.  Davis.  But,  I  would  hasten  to  add  that  we  really  are  not 
talking  about  creating  anything  new  here.  The  holding  company  is 
examined  by  the  Federal  Reserve  Board. 

Senator  Shelby.  Sure. 

Mr.  Davis.  The  bank  is  examined  by  the  State  Banking  Commis- 
sion because  we  are  a  State-chartered  bank,  and  the  FDIC  because 
we  have  insured  deposits.  And  we  think  in  doing  this  work  in  a 
glass  bowl,  so  to  speak,  is  what  partly  makes  it  very  successful  and 
we  would  not  change  that. 

So  this  is  not  a  new  institution.  It  is  going  to  be  subject  to  all 
the  regulations  that  banks  are  at  the  moment.  But  I  guess  to  an- 
swer your  question  specifically,  we  would  welcome  another  Devel- 
opment Bank  in  this  neighborhood,  because  I  think  this  competi- 
tion is  the  strength  of  what  makes  this  country  run.  And  that 
needs  to  be  brought  to  this  arena. 

As  I  said  earlier,  we  are  not  looking  for  charity  or  for  grants.  We 
have  got  to  get  these  markets  functioning  in  these  neighborhoods 
so  that  none  of  the  special  sort  of  stuff  is  needed  again;  that  it  then 
moves  just  as  the  rest  of  this  country  operates,  under  regular,  nor- 
mal market  forces  operating  in  those  places. 

Senator  Shelby.  Are  you  giving  people  in  the  inner  cities,  or 
wherever  you  are  operating,  an  incentive  to  save  money,  to  invest, 
to  put  money  in  your  account  where  it  is  available  there  that  they 
did  not  have  before?  You  were  the  only  bank. 
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Mr.  Davis.  Well,  we  are — I  am  not  sure  we  are  doing  that  much 
to  increase  savings.  Part  of  the  purpose  of  what  we  do  is  we  have 
the  purpose  of  trying  to  increase  wealth  in  these  neighborhoods,  be- 
cause that  is  a  big  problem.  I  mean,  there  is  no  money  there.  A  lot 
of  what  we  are  doing,  we  have  a  cadre  of  five  or  six  dozen  we  call 
them  ma  and  pa  rehabilitaters  to  whom  we  loan  to  buy  these  large 
buildings  to  rehabilitate  them. 

We  are  making  an  80  percent  loan-to-value  for  acquisition.  We 
will  do  100  percent  of  the  financing  for  rehab.  We  will  not  do  a  loan 
unless  there  is  a  rehab  component  to  it.  We  have,  I  am  not 
ashamed  to  say,  created  through  that  process  several  millionaires 
within  South  Shore  at  the  moment,  and  that  is  a  part  of  what  we 
want  to  do. 

Senator  Shelby.  Thank  you. 

Thank  you,  Mr.  Chairman. 

The  Chairman,  Thank  you. 

Senator  Domenici. 

OPENING  STATEMENT  OF  SENATOR  PETE  V.  DOMENICI 

Senator  Domenici.  Thank  you  very  much,  Mr.  Chairman. 

I  too  want  to,  right  up  front,  indicate  that  I  think  this  is  one  of 
the  truly  important  areas  that  Congress  ought  to  be  looking  at  in 
an  effort  to  see  what  we  can  do  to  help  create  wealth  in  some  of 
our  poverty  areas  and,  as  has  been  indicated  here,  to  create  entre- 
preneurs in  the  area,  and  certainly  to  create  ownership. 

As  I  see  it,  as  has  been  summarized  here,  we  are  not  going  to 
rehabilitate  and  revitalize  our  inner  cities,  or  even  our  dilapidated 
rural  areas  unless  we  have  something  like  this  working  with  this 
kind  of  investment  taking  place.  The  Government  is  just  not  going 
to  be  able  to  do  it  all.  It  is  going  to  have  to  be  done  by  applying 
this  concept  of  community  development. 

I  am  here  also  to  welcome  a  New  Mexican,  Pauline  Nunez-Mo- 
rales, who  is  sitting  in  the  front  row.  Pauline,  I  am  not  sure  when 
you  testify  if  I  will  be  here,  but  I  will  try.  I  think  what  you  have 
to  suggest  by  way  of  a  small  community  organization  in  New  Mex- 
ico that  does  some  work  in  rural  areas  and  relies  on  contributions 
from  more  or  less  charitable  organizations  to  get  your  nucleus 
started  is  a  concept  that  at  least  we  ought  to  look  at  in  terms  of 
this  overall  picture,  and  I  thank  you  for  being  here. 

Let  me  suggest,  Mr.  Davis,  one  of  the  things  that  is  always  dif- 
ficult when  we  attempt  to  write  laws  or  change  laws  to  try  to  stim- 
ulate something  that  is  working,  that  is  a  model  and  we  want  to 
expand  it,  and  we  know  that  its  concept  is  very  vital  and  really  im- 
portant, that  we  tend  to  try  to  have  Government  do  the  next  step. 

No  one  in  this  institution  is  more  concerned  about  small  business 
and  minority  small  business  people  as  entrepreneurs  in  this  coun- 
try. In  fact,  I  agree  with  the  statements  made  here.  You  know,  we 
do  not  have  a  fair  society. 

If  minority  business  people  are  not  getting  their  fair  share  of 
loans  and  ability  to  accumulate  equity  when  they  have  good  deals, 
it  is  just  not  American.  We  are  not  going  to  fix  the  slums  until  that 
momentum  moves  in  that  direction.  But  it  is  not  so  easy  to  do.  It 
is  very  easy  to  say  we  want  to  change. 
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Right  now  I  would  say,  Mr.  Lopez,  small  businesses  that  are  not 
African-American  are  lining  up  at  our  doors  saying  they  cannot 
borrow  money.  So  the  issue  for  the  next  few  years  is:  How  do  we 
get  bank  money  into  small  businesses?  And  in  the  process,  what 
can  we  do  to  see  to  it  that  we  do  not  miss  the  boat  again  when 
it  comes  to  small  minority  businesses? 

The  set-aside  programs  on  contracts  and  the  like  is  not  the  whole 
answer  to  this.  I  mean,  the  answer  is  to  get  loans  and  equity  so 
they  can  have  their  own  businesses  and  not  be  so  dependent  upon 
preferential  treatment. 

Now  having  said  that,  Mr.  Davis,  I  would  support  in  a  minute 
a  set  of  laws  that  moved  American  business  in  the  direction  that 
you  have  just  gone  through,  and  that  you  now  have  in  your  Com- 
munity Development  Bank. 

What  I  am  kind  of  worried  about  is:  How  are  we  going  to  write 
that  into  law  so  that  we  can  duplicate  your  kind  of  activity  all 
across  this  land?  And  what  is  needed  from  us  to  help  with  that? 

Right  up  front,  I  truly  believe  the  concept  of  building  profit  into 
it  as  a  motive  is  very,  very  important.  You  clearly  cannot  ask  peo- 
ple to  invest  if  they  do  not  expect  to  get  a  return.  You  cannot  ex- 
pect bankers  to  be  bankers  if  they  cannot  expect  to  make  some 
profit.  There  may  be  a  nonprofit  role,  but  I  truly  believe  the  heart 
of  this  activity  ought  to  be  accumulating  capital  and  equity  from 
across  America  that  wants  to  invest. 

In  this  instance,  the  invest  is  invest  in  a  viable  business  organi- 
zation or  entity  that  they  have  a  chance  of  owning,  or  sharing  in, 
or  making  profits  from. 

If  you  had  to  in  just  2  minutes,  if  you  had  to  define  for  us  what 
would  you  change  about  the  banking  system  or  the  current  laws  as 
you  know  them  that  would  most  probably  cause  more  development 
companies  like  yours  to  come  into  existence  in  this  country,  what 
would  those  four,  five,  six  things  be? 

Mr.  Davis.  I  think  we  touched  on  that  earlier  I  think  before  you 
came  in  the  room. 

No.  1,  Senator,  I  am  not  sure  I  would  change  any  laws  at  the 
moment.  In  20  years  of  looking  at  this,  I  would  not.  Where  I  think 
the  help  is  needed  is  not  in  changing  laws  but  in  trying  to  think 
through  what  is  the  proper  role  of  Government  in  something  like 
this.  I  do  not  think  it  as  doer,  but  I  think  it  is  as  being  supportive 
for  those  in  the  private  sector  who  are  attempting  to  pull  this  off. 

So  I  think,  as  Mr.  Comstock  said  earlier,  it  is  a  matter  of  making 
capital  available  for  the  development  of  these  institutions  through 
sort  of  a  third-party,  not  the  Government  investing  directly.  I  can 
give  you  an  example  of  that  in  which  we  are  intimately  involved. 

The  U.S.  Congress  gave  something  called  the  Polish-American 
Enterprise  Fund  $250  million  as  a  grant  to  spur  economic  business 
development  in  Poland.  That  was  a  grant  made  by  this  Govern- 
ment to  that  fund.  When  they  received  the  money,  they  came  to  us 
and  said:  "We  don't  know  much  about  small  business  development 
in  Poland,  for  understandable  reasons." 

We  have  now  entered  into  a  contract  with  the  Polish-American 
Enterprise  Fund  to  manage  a  small  business  loan  program  in  Po- 
land. We  are  in  our  second  year  of  that.  It  has  gone  extraordinarily 
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well.  There  is  almost  $40  million  that  has  been  put  out  for  small 
business  development  in  Poland  throughout  the  country. 

We  have  had  two  losses  on  that  program,  and  am  happy  to  say 
that  in  both  cases  we  have  recovered  the  full  amount  of  those 
loans.  So  it  is  that  kind  of  thing  that  I  think  is  applicable  to  devel- 
opment banks,  that  some  pool  of  capital  is  made  available  for  a 
third  party  to  administer  that  then  gets  put  in  the  form  of  equity. 
Also  there  is  money,  as  was  said  earlier,  for  training  people  who 
are  going  to  run  these  institutions. 

Specifically  I  guess  I  would  not  change  any  laws  because  I  think 
they  are  sufficient  and  appropriate  for  this  kind  of  development.  I 
would  try  to  find  the  role  that  the  (government  could  play  vis-a-vis 
capital,  grants,  training  funds  to  make  these  things  happen. 

Senator  Domenici.  Mr.  Chairman,  I  have  just  one  suggestion 
that  maybe  our  staff  could  do. 

It  seems  to  me  that  we  do  have  an  awful  lot  of  development  pro- 
grams in  the  Federal  Government,  and  I  am  not  so  sure  that  they 
are  all  directed  at  the  same  target  in  the  same  itinerary  of  objec- 
tives such  as  Community  Development  Block  Grants,  Minority 
Business  Development,  Urban  Development  Action  Grants,  some- 
times called  UDAG,  EDA — we  don't  have  many  more  UDAG's,  I 
understand. 

Through  appropriations  we  have  done  away  with  them,  not  by 
law;  so  we  just  do  not  fund  them  anymore.  But  it  seems  to  me  we 
might  take  a  look  at  how  are  they  directed  criteria  wise.  Maybe 
there  ought  to  be  more  of  a  uniformity  of  criteria  that  directs  them 
at  community  development,  at  least  proportionately,  if  we  want 
community  development  banks  to  be  tied  to  community  develop- 
ment programs. 

It  might  be  an  interesting  source  of  resources.  I  gather  that  is 
sort  of  what  you  are  saying? 

Mr.  Davis.  Precisely. 

The  Chairman.  And  I  might  say  that  Mr.  McNamara,  being  a 
county  executive,  has  to  deal  with  certain  of  those  other  programs 
coming  through  those  other  categorical  avenues. 

Let  me  say,  we  are  finishing  a  vote  that  started  about  12  min- 
utes ago  on  the  Senate  floor,  so  we  must  all  go  and  vote,  but  I  want 
to  announce  what  our  program  is  for  the  remainder  here. 

Senator  Sarbanes  left  early  to  vote.  He  will  be  coming  back.  He 
wants  to  ask  some  questions  of  this  panel.  When  he  has  done  so, 
we  will  then  excuse  this  panel  and  call  our  next  panel. 

I  want  to  move  right  on  forward,  and  while  we  are  all  here  finish 
the  work  today  and  go  through  a  part  of  the  lunch  period.  I  will 
appreciate  everybody's  indulgence  in  doing  that  because  we  are 
being  interrupted  by  votes  which  we  could  not  forecast  when  we  es- 
tablished this. 

So  we  will  stand  in  recess  for  a  very  short  period  of  time  until 
Senator  Sarbanes  returns,  and  he  will  reactivate  the  committee 
and  he  then  will  follow  through. 

Senator  Domenici.  Mr.  Chairman,  might  I  say  that  I  did  not 
have  enough  time  for  each  member,  but  I  appreciate  your  testi- 
mony and  I  thank  you  very  much. 

[Recess.l 
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Senator  Sarbanes  [presiding].  Mr.  Davis,  if  you  and  Mr.  McNa- 
mara  could  take  your  seats,  I  think  we  could  get  started  again. 
Hopefully  we  will  be  able  to  finish  with  this  panel  shortly  and  then 
move  on  to  the  next  panel.  I  know  it  has  been  a  long  morning. 

I  am  interested  in  this  question:  I  guess  ideally  one  would  not 
want  to  have  to  set  up  special  institutions  or  arrangements  in 
order  for  credit  to  be  available  in  these  commimities.  Would  you 
agree  with  that? 

Mr.  Davis.  I  would,  wholeheartedly. 

Mr.  COMSTOCK.  Yes,  and  I  do  not  think  that  we  are  advocating 
a  new  class  of  charter  or  anything  of  that  type.  What  we  do  need 
is  institutions  that  have  the  desire  and  focus  to  work  in  these  kinds 
of  communities. 

Senator  Sarbanes.  Well,  do  you  think  that  we  should  ^o  in  the 
direction  of  setting  up,  or  trying  to  set  up  these  institutions  who 
have  the  desire  and  focus  to  work  in  those  communities  and  say 
to  the  existing  institutions,  well,  you  don't  seem  to  have  the  desire 
or  the  focus  to  work  so  you  go  off  and  do  what  it  is  you  want  to 
do  and  we  are  going  to  figure  out  some  other  way  to  get  the  institu- 
tions to  the  focus  we  need.  What  is  your  reaction  to  that? 

Mr.  Lopez.  Senator,  I  cannot  speak  for  Mr.  Comstock  and  Mr. 
Davis,  but  I  know  the  banking  community  where  I  come  from  in 
Grand  Rapids  is  that  I  think  we  do  need  an  institution  in  that  area 
that  is  going  to  be  sensitive  to  the  needs  of  the  minority  business 
people  and  individuals  as  a  whole. 

Senator  Sarbanes.  Why  should  not  the  existing  institutions  be 
sensitive  to  that? 

Mr.  Comstock.  I  think  they  should.  The  issue  has  simply  been 
that,  in  16  years  of  CRA,  we  have  only  had  limited  success  with 
that  legislation  in  trying  to  force  institutions  that  do  not  want  to 
lend  to  do  so.  Now  there  are 

Senator  Sarbanes.  Now  would  you  say  that  your  perception  is 
that  a  real  effort  has  been  made  to  apply  CRA? 

Mr.  Comstock.  No.  And  I  think  that  is  one  of  the  issues.  If  a 
real  effort  was  made,  which  I  think  would  have  to  start  with  set- 
ting some  realistic  standards  for  what  CRA  ought  to  mean,  if  such 
an  effort  was  made,  I  think  that  would  be  good.  I  support  full  en- 
forcement of  CRA. 

I  would  not  want  to  see  the  banks  that  are  doing  something  now 
go  back  to  doing  nothing.  That  would  be  a  step  in  the  wrong  direc- 
tion. If  anything,  maybe  they  could  do  more.  But  I  do  think  that 
it  is  always  going  to  be  difficult  to  try  to  get  institutions — espe- 
cially large  institutions  who  do  not  want  to  do  this  work — to  do  it 
just  to  satisfy  a  Government  regulation. 

I  doubt  if  that  will  be  the  ultimate  long-term  answer  for  this 
problem,  although  I  do  not  think  that  we  should  have  them  back- 
ing away  from  what  they  are  doing  now. 

Senator  Sarbanes.  How  much  of  a  problem  do  you  think  that  is, 
that  the  development  of  alternative  institutions  will  become  an  in 
lieu  of  instead  of  a  complementary  or  an  in  addition  thereto? 

Mr.  Davis.  On  your  first  question,  I  think  that  what  20  years  has 
taught  us  is  that  in  order  to  do  this  you  must  have  an  institution 
whose  primary  objective  and  goal  is  development.  That  simply  is 
not  the  case  with  the  large  institutions,  or  at  least  the  large  finan- 
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cial  institutions  at  the  moment.  Their  primary  objective  is  profits. 
With  that  going  in,  you  are  sort  of  off  on  the  wrong  track. 

I  do  not  think  anything  I  have  said  today  I  hope  has  not  been 
looked  at  as  inferring  that  the  large  banks  should  not  be  in  this. 
This  has  not  been  their  business  for  all  the  years  that  they  have 
been  operating.  They  do  not  know  the  markets  in  these  neighbor- 
hoods. The  last  thing  I  would  to  happen  is  to  have  them  forced  to 
make  investments  in  the  neighborhoods,  have  them  all  go  down  the 
tubes,  and  then  for  the  banks  to  say  we  tried  this  but  it  did  not 
work. 

What  I  have  been  trying  to  focus  attention  on  is  to  find  the  ave- 
nues through  which  the  work  of  these  community  development  in- 
stitutions and  the  larger  banks  can  be  complementary  so  that  we 
then — and  I  know  in  the  case  of  South  Shore,  because  we  are  in 
the  neighborhood,  on  the  ground,  are  willing  to  help  them  think 
through  where  they  can  play  a  role  most  effectively  and  where  we 
will  have  success. 

Senator  Sarbanes.  How  long  did  it  take  you  to  get  South  Shore 
from  ground  zero  to  sort  of  where  it  was  a  viable,  functioning  orga- 
nization? 

Mr.  Davis.  We  did  it  in  increments.  Senator.  As  I  said  earlier, 
this  is  a  50-year-old  bank.  We  bought  it 

Senator  Sarbanes.  It  is  50  years  old? 

Mr.  Davis.  Fifty  years  old,  right.  It  was  chartered  in  1939. 

Senator  Sarbanes.  All  right. 

Mr.  Davis.  When  the  neighborhood  changed  racially,  the  bank 
wanted  to  move.  The  comptroller  denied  them  permission  to  move 
it.  So  in  1973,  a  group  of  us  who  were  interested  in  this  issue  of 
development  banking  were  able  to  put  together  a  group  that 
bought  the  bank.  We  have  only  had  ownership  for  now  20  years. 

But  it  was  an  ongoing  institution,  which  is  what  we  basically  rec- 
ommend for  this  kind  of  activity  because  there  are  a  lot  of  problems 
you  have  normally  with  start  ups,  and  so  if  you  are  going  to  try 
to  start  a  bank  with  all  the  natural  problems  you  are  going  to 
have,  plus  lay  the  development  agenda  on  it,  it  is  not  impossible 
to  do,  it  just  takes  you  longer. 

We  bought  an  institution  that  was  relatively  clean,  without  prob- 
lems, that  had  a  stream  of  earnings  behind  it.  And  so  on  the  day 
that  we  walked  in  there,  we  were  able  to  begin  our  development 
agenda. 

That  bank  located  in  the  neighborhood  was  one  of  the  many  in- 
stitutions— with  most  of  them  in  Chicago — who  would  not  make  a 
mortgage  in  that  neighborhood,  and  they  had  not  done  so.  The  day 
after  we  were  there,  we  announced  that  the  bank  was  back  in  the 
mortgage  business.  So  that  is  just  an  example  that  we  started  with 
that.  Then  as  the  years  went  on,  we  began  to  add  more  and  more 
development  products  to  that  arsenal. 

Senator  Sarbanes.  Now  how  long  was  it  before  people  started 
coming  around  and  saying  you're  doing  such  a  fine  job  here  that 
we  want  you  to  go  elsewhere  and  tell  about  what  you  are  doing, 
or  hold  you  up  as  an  example? 

Mr.  Davis.  Well,  our  original  hope  had  been  that  we  would  dem- 
onstrate that  bank  holding  companies  could  do  this  kind  of  activity 
and  be  profitable. 
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Then,  naively  we  assumed  that  a  lot  of  other  bankers  would 
come  running  to  emulate  it.  That  did  not  happen.  Specifically  in 
answer  to  your  question,  it  was  10  years  after  we  were  there. 

I  think  a  lot  of  people  were  watching  just  to  sort  of  see  if  what 
we  were  doing  was  some  sort  of  fluke,  or  whether  it  was  real.  So 
after  10  years  of  profitably  doing  this  work,  the  neighborhood  actu- 
ally getting  better,  that  some  people  began  to  say,  well,  maybe  it 
is  for  real. 

That  interest  has  increased.  As  I  said  earlier  in  my  testimony, 
we  are  now  consulting  through  our  consulting  company  with  at 
least  representatives  from  a  dozen  other  cities  about  establishing 
this  kind  of  institution. 

Senator  Sarbanes.  Now  would  you  say  that  it  would  probably 
take  others  a  comparable  period,  maybe  somewhat  less,  to  get  into 
the  same  position? 

Mr.  Davis.  I  think  it  would  take  somewhat  less. 

Senator  Sarbanes.  How  much  less?  By  a  factor  of  what? 

Mr.  Davis.  I  said  earlier  we  are  20  years  smarter  about  all  of 
this  than  we  were.  We  have  a  consulting  company  which  we  set  up 
specifically  for  this  purpose,  for  others  who  wanted  to  talk  about 
how  to  do  it. 

We  are  smarter  about  how  one  would  structure  an  entity  like 
this  in  another  place  so  that,  rather  than  going  through  the  trial 
and  error  that  we  did,  people  can  put  in  place  more  or  less — I  think 
Lyndon  generously  acknowledged  the  help  that  he  had  gotten  from 
South  Shore,  or  had  seen  at  South  Shore  when  he  established  his 
bank,  and  I  think  he  would  agree  on  the  basis  of  having  that  expe- 
rience of  what  we  had  done  and  our  willingness  to  help  him  in  any 
way  we  could — that  he  was  able  to  move  much  faster.  His  bank  is 
now  three 

Mr.  COMSTOCK.  Two  years  old. 

Mr.  Davis  [continuing].  Two  years  old,  and  he  talks  about  the — 
I  don't  remember  the  numbers  exactly,  but  in  2  years  they  have 
been  able  to  do  significant  financing  out  of  that  bank  for  the  areas 
in  New  York  in  which  they  operate. 

Senator  Sarbanes.  I  guess  what  I  am  concerned  about,  I  have 
enormous  respect  and  admiration  for  what  you  have  done,  and  I 
would  be  happy  to  see  it  replicated  anywhere  we  can  do  it,  but  I 
have  some  concern  that  the  normal  channels  of  activity  in  this  area 
continue  to  be  pushed  to  sort  of  meet  their  responsibilities. 

Otherwise,  it  seems  to  me  the  exceptions  will  not  be  the  rule. 
You  will  just  have  the  exceptions,  so  to  speak;  they  will  be  trying 
to  make  the  exceptions  the  rule,  and  that  is  a  difficult  process.  It 
takes  a  lot  of  time,  and  there  are  a  lot  of  existing  resources  out 
there. 

You  know,  the  Federal  Reserve  Bank  of  Boston  in  a  recent  study 
found  that  after  controlling  for  genuine  credit  concerns — this  is 
after  the  control  for  the  genuine  credit  concerns — minority  appli- 
cants were  60  percent  more  likely  than  white  applicants  to  be  re- 
jected for  home  mortgage  loans. 

You  have,  you  know,  the  Community  Reinvestment  Act  came  out 
of  in  part  the  sense  that  financial  institutions  were  drawing  monies 
out  of  the  community  but  not  putting  moneys  back  into  the  commu- 
nity, and  this  was  an  effort  to  try  to  get  them  to  do  that.  Now 
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Mr.  Davis.  I  understand,  Senator.  I  am  sorry.  I  thought  you  were 
finished. 

The  Chairman.  Go  ahead. 

Mr.  Davis.  I  just  wanted  to  respond  that  you  are  right.  The  large 
credit  institutions  are  risk  averse.  But  the  one  example  I  can  give 
is  South  Shore.  When  we  first  got  to  that  bank,  or  bought  it  in 
1973,  there  was  not  a  financial  institution  in  Chicago  who  would 
make  you  a  mortgage  in  that  neighborhood. 

Now,  because  we  saw  our  role  as  getting  out  front  and  dem- 
onstrating that  it  was  a  safety  place  to  make  investments  and  actu- 
ally making  the  market  work,  any  financial  institution  in  Chicago 
will  now  make  you  a  mortgage  in  South  Shore.  That  is  the  role 
that 

Senator  Sarbanes.  You  mean  in  the  South  Shore  area? 

Mr.  Davis.  Yes. 

Senator  Sarbanes.  And  they  are  now  doing  it? 

Mr.  Davis.  Yes. 

Senator  Sarbanes.  To  what  extent?  Is  South  Shore  still  doing  it? 

Mr.  Daves.  To  what  extent  is  South  Shore  Bank? 

Senator  Sarbanes.  No.  To  what  extent  are  regular  commercial  fi- 
nancial institutions  now  lending  in  the  South  Shore  area? 

Mr.  Davis.  Well,  they  are.  That  is  the  point  I  was  making,  that 
10  years  ago  you  could  not  get  a  loan  of  any  sort  in  that  neighbor- 
hood. Now  you  can  walk  into  the  First  National  Bank  of  Chicago, 
Harrah's  Bank,  those  banks  will  make  you  credits  in  that  neighbor- 
hood because  of  the  work  of  Short  Bank  as  a  development  institu- 
tion we  think  has  now  made  those  institutions  perceive  that  neigh- 
borhood as  a  safe  place  to  invest,  and  they  are  doing  it. 

Senator  Sarbanes.  My  question  is:  What  percent  of  the  credit  in 
that  area  is  being  provided  by  South  Shore  as  opposed  to  these 
other  banks? 

Mr.  Davis.  I  will  give  you — ^In  the  area  of  single-family  mort- 
gages, they  are  all  being  made  by  financial  institutions  because 
what  we  did,  when  we  first  got  there,  was  to  announce  the  next 
day,  as  I  said  earlier,  that  we  were  making  single-family  mort- 
gages. OK?  But  we  are  a  small  bank. 

And  because  you  can  now  get  a  mortgage  at  any  institution  prac- 
tically in  Chicago  for  a  single-family  mortgage,  we  have  withdrawn 
from  that  market  and  now  have  put  our  attention  on  the  larger, 
multifamily  buildings  where  we  are  hoping  that  we  can  have  the 
same  results,  that  we  will  build  that  market  to  the  point  where  we 
can  withdraw  from  it,  go  off  and  do  something  else,  and 

The  Chairman.  Would  you  yield  just 

Mr.  Davis  [continuing].  And  then  get  those  markets  working  in 
their  normal  way  in  that  neighborhood. 

The  Chairman.  If  you  will  yield  just  for  a  moment,  here  is  a  con- 
cern that  I  have. 

In  other  words,  now  that  pattern  has  changed  from  the  normal 
commercial  lenders  that  Senator  Sarbanes  is  isolating  on  here,  and 
importantly  so.  It  seems  to  me  in  part  they  are  now  doing  that  be- 
cause, by  your  efforts,  you  help  take  the  neighborhood,  the  area 
within  which  you  have  been  operating  over  the  20-year  timer  span, 
you  took  it  up  over  the  redevelopment  threshold. 
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You  turned  the  whole  area  around  step  by  painful  step  until  you 
finally  became,  I  suspect,  an  attractive  enough  area  because  of  the 
improving  dynamics,  that  suddenly  the  outside  institutions  took  a 
different  view.  They  took  a  look,  and  they  saw  that  the  profile  was 
changing  sufficiently  that  his  now — and  there  may  have  been  some 
social  conscience  issues  at  work,  too.  I  don't  profess  to  know  them 
all. 

But  to  the  extent  it  is  because  you  did  the  hard  work  to  change 
the  dynamics  and  come  up  above  this  redevelopment  threshold,  are 
they  now  coming  in  because,  you  know,  you  have  put  20  years  into 
making  it  attractive  to  them. 

My  concern  is  that  I  would  be  concerned  that  if  a  development 
bank  has  to  come  in  and  do  all  the  heavy  lifting,  for  some  number 
of  years  before  you  finally  turn  the  community  dynamics  around 
enough  that  the  commercial  bank  says  "Hmmmmm!  Looks  sort  of 
interesting." 

I  mean,  we  have  been  redlining  this  area  for  a  long  time  regard- 
less of  the  creditworthiness  of  an  individual  borrower,  but  now 
these  folks  have  plowed  the  ground.  They  have  turned  this  thing 
around.  It  is  now  interesting.  We  will  do  a  little  lending  in  there, 
too. 

I  am  concerned  that  you  may  have  that  element  in  here  that 
would  be  part  of  the  story  of  the  20-year  haul  that  we  have  to  kind 
of  separate  out  when  we  think  about  what  is  going  to  happen  with 
the  brand  new  one  that  is  going  to  start  out,  and  does  that  new 
community  development  bank  have  to  do  essentially  all  of  the 
heavy  lifting  to  get  over  that  redevelopment  hump? 

Mr.  Davis.  I  think  that  is  why  I  think  the  question  that  was 
being  discussed  earlier  today  about  allowing  those  banks  to  invest 
in  community,  they  ought  to  be  owners  of  community  development 
institutions.  That  way,  they  are  locked  in  from  the  very  beginning. 

This  is  an  institution  where  we  do  not  wait  20  years  for  them 
to  get  involved.  They  are  in  there  from  day  one  as  owners,  and  I 
would  suspect  and  hope  that  through  that  ownership  that  they 
would  also  be  investors  in  the  neighborhoods  in  terms  of  making 
loans  there. 

So  the  time  that  it  took  us  to  get  to  the  point  where  they  felt 
the  market  was  safe  is  greatly  reduced,  because  you  get  them  in 
from  the  very  beginning. 

Senator  Sarbanes.  Well,  the  problem  that  I  am  worried  about  is 
that  these  community  institutions,  which  I  am  very  much  im- 
pressed by  and  in  favor  of,  first  of  all  have — there  is  a  time  lag  in 
getting  started,  but  more  importantly  that  they  become  an  in-lieu 
way  of  the  normal  institution  responding. 

In  other  words,  the  normal  institutions  to  some  extent  are  en- 
gaged in  practices  that  they  ought  not  to  be  engaged  in,  that  do  not 
have  an  economic  rationale  for  the  practice  even  on  the  basis  of 
some  of  these  studies. 

The  question  then  is:  Should  they  in  effect  be  able  to  move  away, 
or  walk  away  from  that  because  you  put  these  community  banks 
in  their  place?  I  mean,  somehow  you  have  to  figure  out  a  way  to 
get  both,  it  seems  to  me,  if  you  are  going  to  try  to  address  this 
problem. 
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Mr.  COMSTOCK.  If  I  could  respond  to  that,  I  think  your  point  is 
well  taken,  in  that  until  there  is  a  large  enough  amount  of  invest- 
ment going  on  in  low-income  neighbornoods,  then  we  need  every- 
body uiat  we  can  get  there,  by  whatever  means,  to  be  operating 
there. 

We  are  a  long  way  away  from  having  the  community  develop- 
ment financial  institutions  be  able  to  take  over  the  entire  role  of 
providing  investment  in  low-income  commimities.  We  are  just  not 
even  close  to  being  there. 

Senator  Sarbanes.  And  we  may  not  even  want  that.  What  we 
really  may  want  is  for  the  normal  institutions  to  recognize  the 
kinds  of  possibilities  that  Mr.  Davis*  institution  recognized  and  go 
ahead  an  take  advantage  of  them. 

Mr.  CoMSTOCK.  Although  in  his  case 

Senator  Sarbanes.  You  do  not  have  a  separate  outfit  that  manu- 
factures soap  to  be  sold  to  low-income  people.  You  know,  Procter 
&  Gamble  makes  it  and  everybody  buys  it. 

Mr.  CoMSTOCK.  Although  this  problem  is  not  common  to  just 
banking.  I  mean,  we  could  talk  about  grocery  stores.  I  realize  you 
are  the  Banking  committee,  so  you  are  not  going  to  focus  on  gro- 
cery stores 

Senator  Sarbanes.  No. 

Mr.  CoMSTOCK  [continuing].  But  it  is  not  a  problem  just  exclu- 
sive to  banking  in  terms  of  the  lack  of  an  economy  in  a  low-income 
neighborhood.  I  think 

Senator  Sarbanes.  Let  me  ask  you  this  question  and  then  I  will 
desist,  Mr.  Chairman. 

To  what  extent  do  you  think  the  problem  in  these  neighborhoods 
has  an  essential  economic  rationale  to  it?  And  to  what  extent  is  it 
other  factors  that  are  at  work?  That  if  you  really  analyze  the  eco- 
nomics, a  good  deal  could  be  done — a  lot  of  activity  could  be  done 
on  sound  economic  groimds,  but  they  either  do  not  perceive  that, 
or  are  imwilling  to  engage  in  that  kind  of  activity  which  is  tougher 
in  some  ways  and  therefore  they  do  not  go  in,  and  to  what  extent 
is  it  in  fact  that  the  economic  basis  is  not  there  and  if  you  are 
going  to  do  some  of  these  things  you  have  just  got  to  find  unique, 
underwritten,  subsidized  ways  in  which  to  do  them? 

Mr.  Lopez.  Sir,  could  I  just  share  this  with  you? 

In  Grand  Rapids,  again  it  depends  on  the  perception  of  these 
banks.  They  look  at  these  communities  as  a  source  of  raw  mate- 
rials which  you  can  go  in  and  get  cheap  deposits,  and  you  already 
redline  it.  You  have  a  policy  of  redlining  it  by  not  investing  in  it. 
You  invest  that  money  elsewhere.  So  it  is  a  good  markup. 

The  reaction  of  some  of  the  banks  when  we  first  announced  that 
we  had  been  chartered  and  that  we  were  capitalizing  was  to  try  to 
snuff  us  out.  They  also  started  pairing  off  their  lending  officers,  one 
white,  one  black,  going  into  the  community  to  ask  the  people  what 
they  wanted.  They  started  out  with  the  ministers. 

So  getting  back  to  the  Community  Reinvestment  Act  which 
seems  to  be  an  important  aspect  of  this  whole  problem  of  minori- 
ties accessing  credit  is  that  to  be  it  appears  that  the  banks  are  sat- 
isfied with  the  concept  that  they  can  do  public  relations  and  noth- 
ing else  and  get  away  with  it.  I  think  that  is  what  is  at  the  heart 
of  the  issue,  the  way  I  see  it. 
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Mr.  Davis,  Could  I  try  it?  I  think  it  would  be- 


Senator  D'Amato.  Mr.  Chairman,  if  I  might,  Paul,  because  you 
raise  the  issue  that  goes  really  to  the  heart  of  it,  and  to  which  we 
have  to  give  careful  consideration. 

If  I  can  make  an  observation — my  proposal  is  to  give  banks  cred- 
it for  their  investment  in  the  local  development  banks,  or  in  the 
banks  that  are  doing  the  kinds  of  work  that  Mr.  Comstock's  bank 
is  doing,  and  that  Mr.  Davis'  bank  is  doing,  that  is  exactly  what 
I  am  suggesting.  I  am  not  suggesting  that  we  give  them  a  gold 
star.  I  am  not  suggesting  to  you  that  they  will  then  be  allowed  to 
discriminate. 

Discrimination  is  against  the  law,  and  we  should  enforce  that 
law  vigorously.  If  banks  are  not  making  mortgages  to  credit-worthy 
people,  as  some  of  the  studies  have  indicated,  we  ought  to  crack 
down  on  them. 

I  am  suggesting  that  we  have  an  ability  to  leverage  and  bring 
capital  into  capital-starved  neighborhoods  in  an  intelligent  manner 
and  in  a  way  that  will  in  the  fullness  of  time  build  these  commu- 
nity development  banks.  So  what  if  there  are  going  to  be  some  un- 
principled people — and  there  are  always  going  to  be  some — who 
say,  well,  this  is  the  way  to  meet  our  obligation,  and  that  is  how 
we  will  do  it. 

What  do  we  care?  If  Mr.  Davis  gets  the  capital,  if  Mr.  Comstock 
gets  the  capital,  if  Mr.  Lopez  gets  the  capital,  we  have  accom- 
plished our  purpose.  We  are  not  suggesting,  however,  that  banks 
that  capitalize  there  community  development  bank  can  now  go  out, 
break  the  law  and  discriminate. 

But  it  seems  to  me  that  in  another  aspect,  and  we  talked  about 
training  and  how  to  get  help,  that  when  somebody  invests  in  Mr. 
Davis'  bank,  in  the  Southside  Bank,  they  are  helping  the  commu- 
nity he  serves.  If  they  put  $500,000  worth  of  capital  in  there,  they 
are  also  going  to  help.  They  are  going  to  have  people  in  there  who 
are  going  to  provide  some  expertise,  et  cetera. 

It  is  a  natural  extension.  They  have  an  investment  and  they  are 
going  to  see  what  takes  place  there,  and  we  are  going  to  begin 
building  bridges.  We  are  going  to  begin  building  bridges  and  get- 
ting capital  into  arteries  that  do  not  even  exist  now. 

We  will  first  put  an  artery  in  there,  and  we  will  get  that  flow 
of  that  capital  going.  Will  there  be  some  problems?  Sure.  But  I  sug- 
gest there  will  be  far  fewer  than  if  we  do  it  by  using  the  existing 
system. 

Mr.  Davis  pointed  out  that  for  every  dollar  of  capital,  that  is  a 
$15  infusion  into  the  community.  So  we  have  a  bank  that  is  doing 
that  kind  of  thing.  And  there  are  a  lot  of  smaller  banks — not  just 
big  banks.  There  are  some  small  banks,  for  example — in  relative 
terms  they  may  not  be  small,  they  may  have  $1  billion  worth  of 
assets — that  went  to  get  involved  in  trying  to  make  loans  in  de- 
pressed neighborhoods  and  they  may  not  even  have  any  in  their 
community. 

What  a  wonderful  thing  to  get  them  to  meet  CRA  requirements 
and  actually  take  money  from  affluent  communities  and  have  a 
stake  in  investing  it  in  the  less  affluent  communities  that  are  not 
within  their  service  or  market  area.  I  think  that  potential  exists 
but  we  have  to  study  it.  I  do  not  think  it  is  just  a  matter  of  saying 
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that  now  you  can  go  out  and  break  the  law — or  not  meet  basic  re- 
quirements, that  you  can  go  discriminate.  I  just  share  that  with 
you. 

Senator  Sarbanes.  No.  I  was  not  suggesting  that,  obviously.  I 
would  assume  no  one  would  want  to  do  that.  I  am  trying,  though, 
to  get  at  how  these  responsibilities  are  met  and  how  we  address 
the  problems  that  are  in  these  communities,  and  how  we  can  maxi- 
mize the  effort. 

A  lot  of  it  may  depend  on  what  is  the  price  you  pay.  I  mean,  if 
you  are  going  to  let  them  meet  their  commimity  reinvestment  re- 
quirements by  just  sort  of  bujnng  in,  then  it  is  a  big  question  of 
how  much  is  the  buy-in,  if  you  are  going  to  do  it  that  way. 

Now  that  still  leaves  you  with  the  question  of  whether  you  want 
to  completely  give  up  on  the  idea  that  the  normal  institutions 
ought  to  be — that  is  why  I  asked  this  question  about  the  economic 
differentiation,  because  if  they  are  cutting  it  off  at  a  point  where 
the  economics  still  make  sense,  and  my  suspicion  is  that  that  is  the 
case  on  the  basis  of  South  Shore's  experience,  that  is  one  thing. 

If  they  are  cutting  it  off  at  the  point  where  they  say,  look,  our 
bottom  line  is  we  have  to  show  a  profit  and  we  just  cannot  handle 
this  particular  problem  because  we  are  down  to  a  point  where  the 
economics  of  thing  just  will  not  work,  then  that  is  a  different  kind 
of  problem. 

But  the  question  is  whether  the  range  in  which  the  economics 
will  work,  how  you  try  to  address  getting  the  existing  normal  insti- 
tutions to  assume  activity  in  that  range,  as  opposed  to  creating  in- 
stitutions which  in  effect  will  substitute  for  them. 

Mr.  Davis.  Just  two  responses.  I  would  like  to  say,  I  think  I  have 
heard  nothing  here  today,  and  I  certainly  have  not  intended  in  any 
way  to  infer,  Decause  some  questions  were  asked  at  the  break,  nor 
am  I  saying  that  an  investment  in  a  development  bank  lets  the 
banks  off  the  hook. 

Absolutely  not.  I  think  all  that  I  am  saying  is  it  is  another  way 
to  help  them  meet  that  CRA  requirement. 

Second,  Senator,  I  think  if  we  had  only  gone  into  South  Shore 
with  a  bank  making  credit,  I  would  not  be  sitting  here  before  you 
today,  because  we  would  have  lost  everything  we  put  in. 

As  I  said  in  my  testimony,  a  development  bank  is  much  more 
than  a  credit  granting  facility.  I  mean,  unfortunately  in  this  coun- 
try— and  we  all  share  the  blame  that  we  have  allowed  these  areas 
to  deteriorate  to  a  point  where  perhaps  in  another  day  earlier  cred- 
it would  have  turned  them  around.  It  cannot  do  it  by  itself. 

Senator  Sarbanes.  That  is  a  good  point,  I  think. 

Mr.  Davis.  So  therefore  we  have  got  to  have  a  lot  of  other  things 
going  on  to  make  it  work.  My  general  rule  of  thumb  is  that  I  would 
rather  lead  by  example  in  this  area  and  pull  people  along  rather 
than  try  to  legislate  what  they  should  be  doing. 

Because  I  think  if  we  can  begin  to  move  the  banks  along  to  show 
them  that  there  are  profit  opportunities  in  these  communities,  OK, 
and  vvork  with  them,  I  think  that  at  least  the  banks  we  have  had 
experience  with  in  Chicago  have  indicated  an  interest  in  doing  that 
and  have  in  fact  begim  to  participate  with  us,  that  we  will  then  get 
them  to  the  point — which  is  what  I  think  you  are  saying — where 
they  will  not  need  us  or  anybody  else. 
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They  will  view  those  as  good  markets  and  will  go  off  on  their  own 
because  they  have  come  to  feel  that  they  represent  good  investment 
opportunities,  and  that  the  markets  then  begin  to  work  in  those 
places. 

The  Chairman.  If  I  may,  and  I  do  not  want  to  be  arbitrary  in 
terms  of  time,  and  everybody  has  been  very  understanding  given 
the  interruption  for  votes,  but  we  have  another  panel  that  I  want 
to  move  to. 

I  do  want  to  make  one  comment  before  we  leave  this  panel  in 
thanking  all  of  you  for  your  participation.  That  is,  I  do  not  think 
we  have  a  lot  of  time  here  to  work  with.  We  are  seeing  examples 
of  cities  that  catch  fire  and  bum  down,  and  we  can  see  a  lot  more 
of  that  happen.  Lives  and  opportunities  are  being  squandered  and 
I  think  destroyed  in  effect  every  day  that  we  under-respond  and 
under-acknowledge  a  pile-up  of  problems  that  has  been  in  our  soci- 
ety for  a  long  period  of  time.  So  we  have  got  to  have  a  concept  that 
will  work,  but  it  cannot  take  forever  and  it  cannot  string  out  over 
a  long,  long  period  of  time  because  we  are  playing  catch-up  as  it 
is. 

I  want  to  make  sure  that  the  extraordinary  teams  that  have 
come  into  being  that  have  succeeded,  like  the  two  that  we  are  see- 
ing here,  and  the  two  that  aspire  to  do  it  that  we  have  also  heard 
from,  I  am  sure  if  we  could  go  back  and  sort  of  look  at  the  land- 
scape behind  us  we  would  find  other  groups  that  tried  and  did  not 
make  it.  They  are  not  here  today  because  of  how  relentlessly  dif- 
ficult it  is  to  make  this  kind  of  thing  happen.  So  I  think  we  have 
got  to  harness  everybody. 

We  are  having  discrimination  hearings  in  here  within  a  matter 
of  days  because  I  think  I  am  determined,  as  Chairman  of  this  com- 
mittee, that  we  are  not  going  to  tolerate  a  continuation  of  discrimi- 
natory lending  practices  by  federally  chartered  and  insured  institu- 
tions. It  is  not  going  to  happen. 

The  new  Comptroller  of  the  Currency  has  said  to  my  face  that 
he  intends  to  rip  it  out  root  and  branch,  and  I  intend  to  rip  it  out, 
and  I  think  our  new  President  feels  the  same  way,  and  I  think  this 
committee  feels  that  way. 

So  we  are  going  to  unlock  that  part  of  the  strangled  capital  that 
has  not  been  making  its  way  through  simply  because,  as  you  point 
out,  loans  have  not  been  going  even  where  they  are  economically 
justified,  quite  apart  from  the  issue  of  how  you  get  a  community 
up  to  the  point  where  it  is  attractive  to  new  capital  investment. 

We  do  not  have  long  to  do  this  with,  in  my  view.  So  we  have  got 
to  take  and  compress  this  timeframe.  If  it  is  going  to  take  every 
community  development  bank  20  years  to  get  to  where  you  are 
now,  America  is  not  going  to  beat  the  train  to  the  crossroad.  We 
have  got  to  do  this.  We  have  got  to  compress  this  down  into  a  much 
tighter  time  frame  and  thank  God  we  have  some  relevant  experi- 
ence from  which  we  can  draw  if  we  use  our  brains. 

We  need  to  do  the  training  and  make  sure  that  the  credit  is  com- 
ing through,  but  we  are  going  to  need  the  commercial  banking  sys- 
tem to  step  up  to  the  plate  and  not  just  cherry-pick  the  loans  that 
look  attractive,  or  the  easy  ones.  And  the  regulators  are  going  to 
have  to  do  their  job  on  community  investment  criteria. 
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It  does  not  mean  a  thing  to  generate  a  lot  of  paperwork  that  does 
not  convert  itself  to  an  adequate  flow  of  credit  going  into  the  areas 
that  have  been  starved  for  credit.  I  do  not  want  file  drawers  full 
of  papers  so  that  bureaucrats  can,  you  know,  justify  the  fact  that 
they  have  been  monitoring  the  problem,  when  we  have  got  people 
in  communities  dying  on  the  vine  out  there  because  the  credit  is 
not  getting  through.  Maybe  we  have  to  set  criteria. 

I  do  not  want  some  paltry  fraction  of  1  percent  of  the  capital  and 
the  credit  making  its  way  into  the  areas  that  are  d3nng  for  lack  of 
credit,  and  where  there  is  an  economic  justification  for  that  credit 
to  go.  So  we  have  got  to  do  better  in  that  area  in  the  traditional 
system.  We  need  both. 

There  is  no  way  in  the  world  we  are  going  to  get  the  job  done 
in  sufficient  volume  and  in  sufficient  time  unless  we  get  full  mile- 
age out  of  community  development  banks,  which  I  am  for,  and  I 
want  to  grow  as  many  as  we  can  that  meet  the  test  of  being  com- 
petent, capable,  rooted  in  the  communities  and  able  to  succeed,  but 
I  want  the  private  banking  system  and  the  other  financial 
intermediaries  to  step  up  to  the  plate.  I  mean,  we  have  got — they 
have  got  to  respond  to  the  needs  of  the  whole  country,  and  not  just 
a  part  of  it. 

Thank  you,  very  much. 

Let  me  thank  this  panel.  You  have  been  very  helpful  to  us.  I  will 
excuse  this  panel  and  call  our  next  panel. 

[Pause.] 

The  Chairman.  Let  me  welcome  this  panel. 

Again,  you  have  been  here  all  morning,  so  you  know  the  cir- 
cumstances of  our  having  been  interrupted  by  the  votes  on  the 
floor.  I  know  some  of  you  have  planes  to  catch,  and  we  are  under 
very  tight  time  constraints  here,  in  any  case.  So  I  am  going  to 
make  your  full  presentations  a  part  of  the  record  and  ask  you  to 
summarize. 

Ms.  Nunez-Morales,  I  know  you  must  leave  soon  to  catch  a  plane. 

Ms.  Nunez-Morales.  Yes. 

The  Chairman.  I  am  going  to  call  on  you  first 

Ms.  Nunez-Morales.  Thank  you. 

The  Chairman  [continuing].  And  if  you  would  each  give  your 
summary  comments,  we  will  go  in  that  order. 

STATEMENT  OF  PAULINE  NUNEZ-MORALES,  EXECUTIVE  DI- 
RECTOR, NEW  MEXICO  COMMUNITY  DEVELOPMENT  LOAN 
FUND,  ALBUQUERQUE,  NM 

Ms.  Nunez-Morales.  Thank  you,  Mr.  Chairman,  and  members 
of  the  Senate  Banking  Committee.  ]VIy  name  is  Pauline  Nunez-Mo- 
rales and  I  am  the  executive  director  of  the  New  Mexico  Commu- 
nity Development  Loan  Fund,  a  statewide  organization. 

Today  I  am  representing  my  own  organization  and  the  National 
Association  of  Community  Development  Loan  Funds  [NACDLF],  an 
association  representing  41  community  development  loan  funds. 
NACDLF  is  active  in  an  ad  hoc  coalition  of  community  develop- 
ment financial  institutions  which  are  microloan  funds,  community 
development  loan  funds,  community  development  credit  unions, 
and  development  banks.  This  coalition  has  pioneered  the  business 
of  community  development  lending  over  the  past  several  decades. 
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We  have  prepared  a  position  paper  comprising  our  best  thinking 
at  this  time  on  the  issues  involved  in  setting  up  a  federally  sup- 
ported network  of  CDFI's.  A  copy  of  the  paper  is  attached  to  my 
testimony. 

The  Chairman.  We  thank  you  for  that. 

Ms.  Nunez-Morales.  Thanks. 

The  New  Mexico  Community  Development  Loan  Fund  is  a  pri- 
vate, nonprofit  financial  intermediary  created  in  1989  and  dedi- 
cated to  the  economic  and  social  empowerment  of  the  people  of  our 
State.  The  fund  borrows  capital  from  29  socially  responsible  inves- 
tors and  lends  it  in  support  of  affordable  housing,  community  based 
businesses,  basic  human  services,  and  community  development  in 
general. 

NMCDLF  is  the  only  community  development  lending  vehicle  in 
a  State  that  has  one  of  the  highest  percentages  of  people  living 
below  the  poverty  level  in  the  United  States. 

As  a  primarily  rural  State,  New  Mexico  faces  a  unique  set  eco- 
nomic challenges.  For  many  people,  major  markets  are  distant.  The 
limited  job  opportunities,  and  access  to  all  types  of  services,  par- 
ticularly financial  and  public  services  is  inadequate.  Over  a  third 
of  the  State's  population  is  Hispanic.  Native  Americans  comprise 
10  percent  of  the  population.  Both  populations  make  up  the  major- 
ity of  rural  residents.  Within  these  traditional  communities,  lan- 
guage and  racial  barriers  can  contribute  to  their  inability  to  access 
traditional  capital  sources. 

The  NMCDLF  mission  is  to  help  create  long-term  solutions  to 
poverty  by  placing  resources  back  into  communities,  to  create  jobs, 
retain  community  services,  and  improve  housing  opportunities.  To 
this  end,  our  fund  has  helped  to  expand  rural  health  facilities,  sup- 
port organic  agriculture,  reduce  program  costs  for  transitional 
housing  groups,  and  expand  rural  enterprises. 

Let  me  give  you  an  example  of  how  we  work.  One  of  our  loans 
recently  was  made  in  Mora  County,  which  is  one  of  the  poorest 
counties  in  the  State  of  New  Mexico. 

We  just  recently  are  going  to  close  on  a  loan  for  $25,000  to  a 
logger  in  that  county.  It  is  a  small  contractor  that  otherwise  would 
not  have  been  able  to  have  access  to  capital.  We  also  participate 
with  other  institutions  in  making  loans.  Last  week  we  closed  on  an 
$80,000  loan  to  a  shelter,  St.  Elizabeth's  Shelter,  in  Santa  Fe.  That 
was  to  help  them  purchase  a  nine-unit  apartment  building  to  house 
facilities  in  transition  in  Santa  Fe.  A  locally  owned  bank  provided 
a  $170,000  loan  for  permanent  financing,  and  a  local  donor  contrib- 
uted $50,000  for  the  downpayment. 

What  our  loan  helped  do  was  actually  make  the  project  happen. 
So  as  you  can  see,  the  NMCDLF  lends  for  both  housing  and  busi- 
ness projects,  recognizing  that  distressed  communities  need  to  de- 
velop both  aspects  of  their  infrastructures. 

NMCDLF  is  a  relatively  young  and  small  organization  in  the 
loan  fund  industry.  The  41  NMCDLF  member  loan  funds  have 
loaned  more  than  $100  million  which  have  leveraged  $760  million 
in  public  and  private  capital  to  finance  15,000  housing  units,  and 
to  create  3,500  jobs  for  poor  Americans. 

NMCDLF  strongest  member  funds,  such  as  the  Delaware  Valley 
Community  Reinvestment  Fund   [DVCRF],   in   Philadelphia;   the 
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Low-Income  Housing  Fund  in  San  Francisco;  the  Boston  Commu- 
nity Loan  Fund;  and  the  Cascadia  Revolving  Loan  Fund  in  Seattle 
provide  leadership  for  the  NMCDLF  and  other  growing  loan  funds. 
They  are  the  pioneers  in  our  field,  and  their  experiences  and  suc- 
cess are  models  for  growth  in  our  industry. 

They  and  other  loan  funds  have  demonstrated  the  nonprofit, 
nondepository  revolving  loan  funds  can  aggregate  significant 
amounts  of  private  capital  from  individuals  and  institutional  social 
investors,  successfully  fill  gaps  in  credit  markets  in  urban,  rural, 
and  tribal  communities,  work  hand  in  hand  with  conventional  lend- 
ers to  their  mutual  benefit,  and  finance  new  forms  of  ownership 
such  as  mobile  home  park  cooperatives  and  land  trusts. 

These  institutions  are  now  planning  to  significantly  increase  the 
scope  of  their  efforts.  For  example,  DVCRF  is  studying  the  possibil- 
ity of  adding  a  depository  arm.  My  colleague  from  DVCRF,  Jeremy 
Nowack,  is  here  today  and  would  be  glad  to  answer  any  questions 
about  these  plans.  And  I  am  afraid  he  is  going  to  have  to  handle 
the  Q  and  A  today  for  me,  since  I  have  to  leave. 

At  the  other  end  of  this  growth  ladder,  new  development  funds 
such  as  NMCDLF  are  models  for  emerging  loan  funds  and  start- 
up efforts  in  places  like  Maine,  Western  New  York,  Delaware, 
South  Carolina,  and  Chicago. 

NMCDLF  believes  that  a  performance  based  lending  and  grants 
program  should  be  the  model  used  to  create  a  national  network  of 
community  development  financial  institutions.  It  fosters  discipline 
in  business  activities  while  allowing  institutions  the  flexibility  to 
provide  loan  products  and  related  services  that  are  appropriate  to 
the  communities  they  serve. 

Collectively,  the  existing  CDFI  industry  provides  a  baseline 
against  which  the  progress  of  a  Federal  program  could  be  meas- 
ured. Capitalizing  more  than  $700  million,  much  of  which  was 
raised  from  within  communities  or  constituencies  they  serve — de- 
velopment banks,  credit  unions,  and  loan  funds — have  extended 
more  than  $2  billion  in  loans.  Loss  rates  are  comparable  to  those 
of  the  best  conventional  lending  institutions.  We  offer  a  solid  foun- 
dation for  a  bold  community  development  lending  initiative  that 
might  include  new  institutions,  community  organizations,  conven- 
tional lenders,  and  others. 

We  believe  that  Congress  and  the  Clinton  administration  must 
make  a  clear  financial  commitment  to  the  CDFI  system  to  signal 
their  support  for  the  long-term  viability  of  the  industry.  But  this 
should  be  just  one  part  of  the  funding  mechanism.  The  $850  mil- 
lion figure  reportedly  under  consideration  by  the  administration  for 
dispersement  over  5  years  seems  to  be  an  appropriate  scale. 

We  respectfully  suggest  that  this  money  should  be  committed 
primarily  as  equity  support  in  increasing  amounts  over  the  5  years 
in  accordance  with  a  performance-based  lending  investment  pro- 
gram that  provides  support  to  all  rungs  of  the  CDFI  industry 
growth  ladder.  Those  CDFTs  that  perform  up  to  industry  standards 
would  gain  access  to  increasingly  large  amounts  of  the  $850  mil- 
lion. This  ensures  that  the  money  is  not  distributed  without  due  ac- 
countability measures. 
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That  concludes  my  prepared  testimony.  Thank  you  for  this  oppor- 
tunity to  discuss  the  work  of  the  New  Mexico  Community  Develop- 
ment Loan  Fund  and  our  peers  in  NACDLF. 

The  Chairman.  Thank  you,  very  much. 

Ms.  Nunez-Morales.  As  I  said  before,  Jeremy  will  answer  the 
questions. 

The  Chairman.  Let  me  excuse  you.  I  know  you  have  got  a  plane 
to  catch. 

I  want  to  introduce  our  final  three  witnesses,  and  then  I  will  call 
on  them  in  this  order:  Mr.  Ron  Phillips  representing  Coastal  Enter- 
prises here  from  Maine;  Mr.  Robert  Jackson  representing  the 
Quitman  County  Federal  Credit  Union  here  from  Mississippi;  and 
Mr.  Michael  Swack  who  is  here  representing  the  Institute  of  Coop- 
erative Community  Development  from  New  Hampshire. 

Let  me  just  say,  Mr.  Phillips,  that  George  Mitchell,  the  Majority 
Leader,  had  intended  to  be  here  and  we  were  not  able  to  be  able 
to  tell  him  when  this  moment  would  come,  and  so  he  has  been  on 
his  way  at  different  times  and  then  had  to  turn  back  because  we 
were  running  long.  So  in  any  event,  he  wished  to  take  account  of 
your  presence  today  and  to  introduce  you  personally. 

Having  said  that,  let  me  invite  you  now  to  proceed  with  your 
summary,  and  we  will  go  to  the  others.  I  would  like  to  keep  these 
summaries  within  5  minutes  in  each  case,  if  we  can  do  so. 

Thank  you. 

STATEMENT  OF  RON  PHILLIPS,  COASTAL  ENTERPRISES, 

WISCASSET,  ME 

Mr.  Phillips.  Thank  you.  Senator  Riegle. 

I  was  hoping  Senator  Mitchell  would  come,  because  he  does  such 
a  good  job  talking  about  CEI  that  I  could  have  made  my  remarks 
really  brief 

Senator  Riegle  and  members  of  the  Senate  Banking  Committee: 
Thank  you  for  inviting  me  to  testify  on  the  proposed  community  re- 
vitalization  system.  I  am  using  that  term  because  that  is  the  term 
developed  in  a  paper  written  by  your  staff. 

My  name  is  Ron  Phillips  and  I  am  president  and  principal  found- 
er of  Coastal  Enterprises,  a  nonprofit  community  development  cor- 
poration located  in  Wiscasset,  ME. 

The  community  revitalization  system  is  a  strategic  step  to  accel- 
erate job-creating  community  development  initiatives.  It  is  an  in- 
vestment in  America  that  will  grow  businesses,  create  jobs,  build- 
ing housing,  and  generate  assets  for  low-income  and  working  fami- 
lies. The  return  on  taxpayer  investment  will  multiply  and  recycle 
year  in  and  year  out. 

I  encourage  your  support  for  and  crafting  of  legislation  that  is 
both  flexible  and  inclusive,  and  that  will  provide  a  menu  of  oppor- 
tunities for  community  development  banking,  credit  unions,  com- 
munity development  corporations,  micro  and  community  loan 
funds,  and  small-scale  venture  capital  groups,  a  network  which  en- 
thusiastically awaits  a  resurgence  of  Federal  support  for  their  ef- 
forts. 

As  a  practitioner  of  community  development  for  over  15  years, 
and  board  member  of  the  National  Congress  for  Community  Eco- 
nomic Development,  a  325-member  trade  association  for  commu- 
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nity  development  corporations — and  I  have  attached  to  the  written 
testimony  a  list  of  all  the  members  by  State  of  this  association. 

I  want  to  share  briefly  with  you  the  legacy  of  CDC's,  CEI  accom- 
plishments, and  then  conclude  with  some  recommendations. 

What  are  CDC's?  CDC's  originated  in  the  1960's  with  the  title  7 
amendment  to  the  Economic  Opportunity  Act  of  1964  to  develop 
businesses,  housing,  commercial  real  estate,  and  create  opportuni- 
ties for  disenfranchised  residents  of  America's  distressed  urban 
neighborhoods  and  rural  communities.  This  amendment  was  intro- 
duced in  the  U.S.  Senate  by  the  late  Senators  Robert  Kennedy  and 
Jacob  Javits. 

What  we  contemplate  today  for  a  National  Community  Revital- 
ization  System  is  owed  in  great  part  I  believe  to  the  accomplish- 
ments of  CDC's.  CDC's  are  in  virtually  all  States.  Their  activities 
are  diverse. 

They  develop  and  finance  day  care  facilities,  community  health 
centers,  affordable  and  supported  housing,  industrial  and  business 
parks,  small  business  incubators  and  shopping  centers.  They  fi- 
nance franchises  and  joint  ventures,  and  provide  small-,  micro-, 
and  medium-sized  loans  and  venture  capital  to  businesses  that  can- 
not secure  conventional  capital.  They  are  comprehensive  and 
knowledgeable  about  their  communities,  create  new  income  and  as- 
sets for  residents,  are  professionally  managed,  and  leverage  funds 
with  the  economic  mainstream. 

CDC's  are  nontraditional  financial  intermediaries.  They  work  in 
partnership  with  the  public  sector — Federal,  State,  and  local  gov- 
ernment— and  the  private  sector — foundations,  banks,  private  busi- 
ness— to  attract  investment  and  lending  capital  to  low-income  com- 
munities. 

According  to  our  recent  research  studies,  between  1985  and  1990 
alone  over  1,100  CDC's  across  the  United  States  built  or  rehabili- 
tated 320,000  units  of  low-income  housing,  developed  over  17.4  mil- 
lion square  feet  of  commercial  and  industrial  space,  made  over 
3,500  business  loans,  and  created  or  sustained  over  90,000  jobs. 

Now  let  me  briefly  describe  CEI  as  a  model  rural  community  de- 
velopment corporation.  Maine's  is  a  small  business  economy  with 
90  percent  of  the  businesses  employing  fewer  than  20.  Yet,  Maine 
has  traditionally  been  at  the  end  of  the  capital  pipeline,  ranking 
among  the  lowest  nationally  in  bank  deposits  per  capita.  It  is  also 
among  the  highest  in  dependency  on  transfer  payments. 

CEI  was  organized  in  1977  to  address  the  capital  gaps  of  small 
businesses  to  create  income,  employment,  and  ownership  opportu- 
nities for  low-income  people.  CEI  is  privately  and  publicly  funded. 

We  provide  financing  and  technical  assistance  in  development  of 
job-creating  value-added  natural  resource  industries,  start-up  and 
expanding  small  manufacturers,  microenterprises,  women  in  busi- 
ness, family  and  center-based  child  care,  and  affordable  housing. 

We  link  our  investments  to  the  hiring  of  low-income  people  in 
our  enterprises.  We  have  loaned  or  invested  $20  million,  leveraged 
$60  million  in  partnership  with  banks,  and  created  or  sustained 
some  3,500  jobs. 

We  are  an  SBA-504  certified  lender  and  operate  the  SBA's  Micro 
Loan  Demonstration  in  Maine,  and  the  Farmer's  Home 
Intermediary  Lending  Program.  We  participate  in  private  founda- 
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tion  program  related  investments  such  as  with  the  Ford  Founda- 
tion. 

What  are  some  examples  of  CEI  projects?  We  have  a  growing 
portfoho  financed  on  the  continuum  of  capital  need  from  less  than 
$5,000  to  over  $300,000. 

Our  smallest  loan  is  less  than  $700  to  Sweet  Deceptions  in 
Lewiston,  a  self-employed  starting  AFDC  microentrepreneur  pro- 
ducer of  sugar-free  sweets  and  baked  goods  with  only  a  very  small 
amount  of  sales. 

Our  largest  is  over  $400,000  to  DeLorme  Mapping  Co.,  in  Free- 
port,  ME,  the  home  of  L.L.  Bean,  in  a  subordinated  debt  loan  and 
an  equity  investment  to  a  producer  of  advanced  technology  geo- 
graphic and  recreational  maps,  with  over  100  employees. 

The  Chairman.  Let  me  just  stop  you  for  a  minute,  because  we 
are  going  to  run  out  of  time. 

Mr.  Phillips.  Yes. 

The  Chairman.  It  is  very  important  that  we  get  the  rec- 
ommendations, and  I  know  you  are  coming  to  that,  but  if  I  may  I 
am  going  to  ask  you  to  jump  ahead  to  that  and  tell  us  what  you 
think  ought  to  be  done  here  in  light  of  the  earlier  conversation  tnat 
would  foster  and  speed  up  the  kind  of  work  that  you  are  doing. 

Mr.  Phillips.  OK.  Well,  let  me  do  that. 

CEI's  function  is  to  fill  the  credit  gap,  basically.  We  work  closely 
with  banks.  We  work  in  partnership  with  them.  We  have  agree- 
ments with  them  both  for  guarantees,  as  well  as  for  making  subor- 
dinated debt  loans.  Equity  and  subordinated  debt  capital  is  a  key 
feature  of  our  activities. 

We  believe  that  the  concept  of  a  community  development  bank 
based  on  the  discussion  I  have  heard  this  morning  is  very  interest- 
ing, and  is  something  we  are  looking  at  in  Maine. 

I  cannot  go  into  too  many  details  about  it,  but  we  think  in  the 
life  of  our  institution  in  Maine  this  could  be  a  very  interesting  pos- 
sibility, and  it  could  be  perfected  in  a  way  that  continues  our  part- 
nership with  banks,  which  is  the  second  level  of  approach  I  take. 
In  other  words,  if  you  are  going  to  do  a  piece  of  legislation  here  and 
establish  some  funds,  I  would  target  them  in  four  areas. 

I  have  listed  them  in  my  testimony.  One  is  of  course  to  set  up 
at  least  a  pilot  program  for  doing  some  community  development 
banking,  and  to  support  further  development  of  credit  unions,  or  at 
least  something  to  get  that  niche-bank  marketing  effort  going. 

The  second  thing  I  would  do  is  capitalize  existing  efforts  among 
CDC's  like  our  organization  where  we  work  in  partnership  with 
banks.  We  operate  revolving  loan  funds  and  equity  funds,  and  we 
need  that  kind  of  infusion  of  capital  from  the  Federal  Government 
which  we  can  then  leverage  with  the  private  sector  to  continue  to 
do  our  work  with  banks. 

The  third  thing  I  would  do  is  set  up  a  program  to  ensure  we  can 
get  capital  that  can  be  used  for  equity  investments. 

Now  the  SBA  has  been  the  traditional  Federal  agency  in  the 
United  States  that  has  been  working  with  an  equity  type  program. 
It  has  had  some  difficulty  in  the  past. 

There  are  new  initiatives  going  on  there,  and  it  is  something  that 
I  think  we  should  take  a  good  hard  look  at  as  a  source  of  equity 
capital  for  venture  capital  investment. 
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The  next  thing  I  would  do  is  make  sure  that  there  is  adequate 
grant  based  funding  for  microloans  and  community  loan  funds  be- 
cause this  kind  of  capital  is  very  difficult  to  raise  in  the  private  sec- 
tor. Small  lending  is  also  very  labor  intensive.  It  is  costly  and  cap- 
ital needs  to  be  very  flexible. 

Let  me  just  try  to  conclude  with  this:  I  would  also  consider  spe- 
cial assistance  to  nonprofits  to  form  a  community  development 
bank  or  acquire  a  troubled  bank.  There  may  be  some  opportunities 
in  that  area  if  you  can  get  the  FDIC  working  in  tandem  with  the 
effort  you  are  making  in  community  development  banking. 

The  last  thing  I  recommend  is:  It  is  critical  to  provide  technical 
assistance  and  planning  grants  to  enable  community  organizations 
to  analyze  their  market  and  develop  a  business  plan. 

The  Chairman.  Thank  you,  very  much. 

Mr.  Phillips.  Thank  you  very  much,  Mr.  Chairman. 

The  Chairman.  I  apologize  for  the  time  squeeze.  We  are  all  in 
the  same  time  squeeze  together  here. 

Mr.  Jackson,  we  would  like  to  hear  from  you  now,  please. 

STATEMENT  OF  ROBERT  JACKSON,  TREASURER,  QUITMAN 
COUNTY  FEDERAL  CREDIT  UNION,  MARKS,  MS 

Mr.  Jackson.  Thank  you,  Mr.  Chairman. 

I  am  Robert  Jackson,  treasurer  for  the  Quitman  County  Federal 
Credit  Union.  We  are  located  in  Marks,  MS,  a  low-income  rural 
community  in  the  Mississippi  Delta,  about  80  miles  south  of  Mem- 
phis, TN. 

I  also  serve  on  the  board  of  directors  of  the  National  Federation 
for  Community  Development  Credit  Unions,  a  coalition  of  credit 
unions  that  serve  low-  and  moderate-income  communities  through- 
out the  United  States.  The  Federation  is  affiliated  with  the  Credit 
Union  National  Association,  the  national  trade  organization  for 
credit  unions. 

Speaking  for  my  small  credit  union  and  for  the  larger  credit 
union  movement,  I  would  like  to  express  strong  support  for  the 
new  administration's  initiative  for  expanded  community  develop- 
ment of  financial  institution  activity.  The  story  I  have  to  tell  about 
the  situation  in  the  Mississippi  Delta  will  show  very  clearly  just 
how  urgent  our  needs  are. 

Before  talking  about  the  particular  experiences  of  my  credit 
union,  I  would  like  to  say  a  few  words  about  the  national  commu- 
nity development  credit  union  movement.  Of  the  14,000  or  so  credit 
unions  in  the  United  States,  more  than  300  serve  low-income  com- 
munities and  rural  communities,  inner-city  neighborhoods,  and  In- 
dian Reservations. 

The  primary  mission  of  the  institution  is  to  provide  credit  and 
other  financial  services  to  people  who  are  considered  unbankable 
by  mainstream  financial  institutions.  The  need  for  credit  in  these 
areas  is  desperate. 

One  CDCU  in  central  Florida  makes  loans  to  migrant  farm  work- 
ers who  need  second  hand  trucks  in  order  to  commute  to  work  in 
surrounding  counties.  Another  CDCU  in  San  Francisco  has  made 
small  loans  that  allow  newly  arriving  Vietnamese  immigrants  to 
continue  earning  a  living  as  fisherman. 
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The  Harlem  CDCU  once  lent  funds  to  an  entrepreneur  who 
wanted  to  expand  his  auto  repair  business  that  had  been  turned 
down  by  10  different  banks.  In  this  case,  the  borrower  repaid  the 
credit  union  loan  3  years  early. 

In  Central  Appalachia,  a  CDCU  works  with  public  assistance  re- 
cipients who  want  to  start  their  own  businesses  and  get  off  welfare. 
The  gfroups  efforts  were  recently  described  in  a  front  page  Wall 
Street  Journal  article. 

Hispanic  and  Haitian  immigrant  farm  workers,  Vietnamese  im- 
migrants, small  business  owners  in  Harlem,  and  welfare  mothers 
in  Appalachia  are  not  the  kind  of  lucrative  clients  that  other  insti- 
tutions are  looking  to  serve.  Frankly,  in  my  opinion  many  institu- 
tions do  not  even  want  those  folks  coming  in  the  front  door  because 
they  cannot  make  a  profit  serving  that  kind  of  clientele. 

In  Quitman  County,  our  credit  imion  was  formed  11  years  ago 
in  order  to  cope  with  a  lack  of  access  to  credit.  Like  many  other 
places  in  the  Mississippi  Delta,  Quitman  Coimty  is  a  place  where 
African-American  residents  are  mired  in  poverty  and  trying  to  cope 
with  the  legacy  of  centuries  of  economic  and  political  discrimina- 
tion. 

My  town,  Marks,  was  one  of  the  key  cities  of  civil  rights  activity 
that  was  visited  by  Dr.  Martin  Luther  King,  Jr.,  which  was  high- 
lighted in  newspaper  publications  in  the  magazine  section  across 
the  country  on  Sunday,  January  17,  1993.  To  this  day,  however, 
there  is  persistent  rural  poverty.  Unemployment  in  the  area  is  18 
to  20  percent  in  the  African-American  community,  and  9.8  percent 
overall.  The  per  capita  income  in  the  county  is  $6,450  annually. 
The  per-capital  income  for  African -Americans  is  lower,  $4,133. 

Many  African-Americans  are  living  in  substandard  housing  with- 
out running  water.  They  would  like  to  buy  new  homes,  or  repair 
their  old  ones,  and  they  would  like  to  start  a  new  business  or  bor- 
row money  to  send  a  child  to  school. 

Until  1977,  there  was  only  one  bank  in  the  Marks  area,  and  it 
was  owned  by  a  local  family  that  also  controlled  much  of  the  land 
and  political  machinery  in  the  county.  Since  loans  are  routinely  de- 
nied to  many  poor  people,  including  my  parents  who  were  snare- 
croppers,  they  did  not  even  bother  to  go  to  the  local  banks. 

Out  of  pure  desperation,  we  organized  a  grass  roots  movement 
for  equality  that  led  to  the  creation  of  the  Quitman  County  Devel- 
opment Credit  Union,  that  is  also  a  CDC  and  a  member  of  the  Na- 
tional Congress  for  Community  Economic  Development,  and  the 
Quitman  County  Federal  Credit  Union.  The  credit  union  has 
$1,017,000  in  assets  and  serves  850  members  and  growing.  Since 
the  day  we  were  organized,  we  have  lent  more  than  $2,126,000  to 
local  people,  most  of  whom  would  not  have  had  other  access  to 
credit. 

To  tell  you  a  story  about  a  typical  loan  that  we  make  to  a  family 
that  had  stayed  on  the  farm,  or  plantation,  all  their  lives  up  until 
1989,  the  farmer  got  sick  and  could  not  work  on  the  farm  anymore 
and  was  asked  to  move  out  of  the  plantation  owned  house.  The 
family  had  nowhere  to  move,  no  credit  history  to  assume  a  mort- 
gage, and  no  breadwinner  for  the  family.  The  family  approached 
the  credit  union  for  a  housing  loan  to  purchase  a  $10,000  house. 
The  credit  union  made  the  loan  because  we  knew  the  family.  I  am 
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happy  to  say  that  they  have  made  their  monthly  payments  like 
clock  work. 

What  would  have  happened  to  the  family?  I  am  afraid  to  think 
what  may  have  happened  or  transpired  if  the  credit  union  had  not 
been  there.  This  is  not  an  exception;  this  is  the  rule.  Families  are 
being  displaced  from  large  plantations  with  nowhere  to  go,  no 
money  to  move  anywhere  else,  no  sympathy  from  the  landowners, 
no  severance  pay,  nothing. 

I  believe  that  the  CDCLTs  are  financial  institutions  with  a  con- 
science and  we  need  more  of  them.  While  we  have  been  successful 
in  providing  credit  to  people  who  would  otherwise  be  shut  out  of 
the  capital  market,  there  is  a  great  deal  more  that  we  would  like 
to  do.  We  are  particularly  interested  in  duplicating  the  successes 
of  the  Nation's  largest  CDCU,  the  Self-Help  Credit  Union  of  North 
Carolina. 

Self-Help  has  more  than  $40  million  in  assets  and  has  extended 
loans  throughout  the  State  of  North  Carolina.  Their  success  is  due 
in  large  part  to  an  innovative  structure  that  combines  the  credit 
union  and  a  nonprofit  development  organization.  Working  together, 
the  two  institutions  can  provide  a  full  spectrum  of  services  needed 
to  further  economic  development. 

We  have  the  same  structure  in  Quitman  County.  Our  credit 
union  provides  credit  and  savings  services,  while  the  nonprofit 
Quitman  County  Development  Organization  is  able  to  conduct  fund 
raising  and  take  a  larger  part  in  high-risk  development  projects. 
All  this  is  done  in  coordination  with  each  other  and  other  non- 
profits in  the  commimity. 

I  am  confident  that  we  can  grow  to  Self-Help's  size  and  scope  in 
a  safe  and  sound  manner,  but  that  will  require  relief  from  current 
regulations  imposed  on  us  by  our  regulatory  agency,  the  National 
Credit  Union  Administration. 

We  also  need  more  technical  assistance  from  them  and  a  strate- 
gic investment  of  Federal  resources.  In  talking  about  public  invest- 
ments in  CDCU's,  an  important  ratio  to  keep  in  mind  is  10  to  1. 

For  every  dollar  that  a  CDCU  receives  in  reserve  funds,  the  in- 
stitution is  able  to  extend  $10  in  loans  for  home  acquisitions  and 
repairs,  small  business  development,  and  other  purposes. 

If  credit  unions  had  a  $100,000  infusion  of  equity,  I  can  guaran- 
tee you  that  we  would  make  $1  million  worth  of  loans  in  Quitman 
County,  MS,  the  poorest  section  of  the  United  States. 

As  you  go  about  the  process  of  creating  a  community  develop- 
ment banking  program — and  I  am  confident  that  you  will — there 
are  a  few  positive  steps  that  you  can  take  to  help  credit  unions  like 
mine  and  others  throughout  the  United  States. 

I  support  the  recommendations  of  the  National  Federation  of 
Community  Development  Credit  Unions  for  steps  which  Congress 
can  take  to  improve  access  to  credit  for  consumers  and  small  busi- 
nesses which  are  in  my  written  testimony. 

In  closing,  let  me  again  emphasize  the  importance  to  easing  the 
current  regulations  under  which  we  labor.  To  effectivelv  do  our  job, 
we  must  never  be  held  back  by  limits  of  nonmember  aeposits,  and 
we  must  have  traditional  flexibility  in  making  small  business  loans 
to  our  members.  Attached  is  a  CUNA  position  paper  on  these  is- 
sues with  amendments,  which  I  support. 
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This  concludes  my  testimony,  and  I  will  be  glad  to  answer  any 
questions. 

The  Chairman.  Thank  you,  very  much. 

That  is  very  helpful,  and  I  appreciate  getting  that  sort  of  insight 
with  respect  to  how  it  is  being  done  through  the  credit  union  struc- 
ture. 

Mr.  Swack,  you  have  been  ver/  patient  and  I  appreciate  it,  and 
I  am  going  to  ask  you  if  you  would  summarize  as  much  as  you  can. 
We  would  like  to  hear  from  you  now. 

STATEMENT  OF  MICHAEL  SWACK,  CO-DIRECTOR,  INSTITUTE 
FOR  COOPERATIVE  COMMUNITY  DEVELOPMENT,  MAN- 
CHESTER, NH 

Mr.  SwACK.  OK.  Thank  you,  Mr.  Chairman,  and  committee  mem- 
ber. 

My  name  is  Michael  Swack  and  I  am  co-director  of  the  Institute 
for  Cooperative  Community  Development,  which  rims  the  working 
capital  program,  microenterprise  program,  that  has  extended  over 
450  business  loans  in  the  last  couple  of  years. 

But  I  also  come  as  someone  who  has  a  wide  range  of  experiences 
with  community  development  financial  institutions,  having  worked 
in  them  for  14  years,  helped  start  up  two  community  development 
loan  funds,  and  I  am  currently  chairman  of  a  community  develop- 
ment financial  institution  that  is  chartered  by  the  State  of  New 
Hampshire. 

I  am  here  today  to  speak  primarily  about  microenterprise  pro- 
grams. Microenterprise  programs  work  with  entrepreneurial  indi- 
viduals seeking  to  start  or  expand  small  businesses.  Microenter- 
prises  range  from  self-employment  businesses  to  businesses  em- 
ploying five  people,  and  typically  lend  between  $250  and  $10,000 
to  help  a  business  operate  or  expand. 

Microenterprise  programs  represent  a  community  based  economic 
development  strategy  for  business  development  and  job  creation 
among  those  traditionally  left  out  of  the  economic  mainstream. 
They  provide  individuals  with  the  capital  and  skills  they  need  to 
turn  their  businesses  or  business  ideas  into  reality.  The  individuals 
served  by  microenterprise  programs  are  predominantly  women, 
often  people  of  color,  and  almost  all  are  welfare  recipients,  unem- 
ployed, or  working  poor. 

The  creation  of  small  businesses  is  just  one  goal  of  microenter- 

Erise  programs.  They  are  also  designed  to  increase  income,  sta- 
ilize  families,  raise  self-esteem  and  self-confidence,  develop  skills, 
create  role  models  and  spark  a  process  of  community  renewal. 

Over  150  microenterprise  development  programs  are  represented 
nationally  by  the  Association  for  Enterprise  Opportunity  in  Chi- 
cago, which  also  houses  one  of  the  more  successful  microenterprise 
programs,  the  Women's  Self-Employment  Project. 

Senator  Moseley-Braun,  I  was  told  to  make  sure  I  mentioned 
that,  if  you  were  here.  , 

[Laughter,] 

Senator  Moseley-Braun.  Good. 

Mr.  Swack.  Many  microenterprise  programs  include  loan  funds, 
or  offer  financial  services  in  partnerships  with  local  banks  or  credit 
unions,  but  microenterprises  face  many  barriers.  The  loan  sizes  re- 
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quired  by  microenterprises  are  typically  too  small  to  be  considered 
by  traditional  financial  intermediaries.  The  cost  of  transacting  such 
loans  is  improfitable  for  these  intermediaries.  Additionally,  the  bor- 
rowers are  considered  to  be  too  risky.  They  do  not  have  equity  to 
put  into  the  business.  They  have  very  little  collateral,  and  they  do 
not  have  histories  of  running  profitable  businesses. 

Although  these  loans  are  considered  too  risky  by  traditional 
intermediaries,  many  community  based  organizations  have  success- 
fully loaned  to  microenterprises. 

My  own  organization,  the  Institute  for  Cooperative  Community 
Development,  has  run  a  program  called  Working  Capital,  for  the 
past  2  years.  We  have  made  close  to  450  loans  utilizing  a  model 
of  lending  called  peer  lending,  a  model  utilized  extensively  overseas 
in  places  like  Bangladesh  and  throughout  Latin  America.  In  this 
model,  people  join  borrowing  groups.  Members  start  out  by  borrow- 
ing small  amounts  of  money  for  their  businesses,  and  incrementally 
are  able  to  borrow  more. 

We  have  enjoyed  close  to  a  97  percent  repayment  rate  over  the 
life  of  the  program.  In  addition  to  providing  capital,  many  micro- 
enterprise  programs  provide  training,  technical  assistance,  and  in 
some  cases  support  services  such  as  child  care  and  transportation 
to  borrowers. 

The  provision  of  these  nonfee-generating  services  combined  with 
the  small  loan  sizes  means  that  microenterprise  programs  are  typi- 
cally not  able  to  support  themselves  on  fee  and  interest  income 
alone. 

Although  it  is  not  within  the  purview  of  this  committee,  it  is  im- 
portant to  note  that  microenterprise  programs  face  barriers  other 
than  the  barrier  of  access  to  capital. 

For  microenterprise  programs  to  succeed,  the  (government  must 
eliminate  barriers  and  penalties  for  transfer  payments  and  public 
assistance  recipients  who  pursue  self-emplojrment.  They  are  cur- 
rently penalized. 

We  need  to  allow  AFDC  recipients  to  accumulate  business  assets 
and  deduct  business  related  expenses  in  calculating  that  income. 
We  need  to  change  unemployment  insurance  laws  to  exempt  recipi- 
ents from  looking  for  work  while  they  are  starting  a  business,  and 
we  need  to  change  public  housing  rent  provisions  to  minimize  in- 
creases for  residents  generating  wage  or  self-employment  income. 

Any  legislative  initiative  to  create  community  development  finan- 
cial institutions  we  believe  needs  to  explicitly  recognize  and  encour- 
age microenterprise  lending,  whether  through  microenterprise  loan 
funds  or  other  community  based  intermediaries. 

An  investment  of  Federal  funds  into  microenterprise  funds  could 
be  done  in  a  variety  of  ways.  Our  Working  Capital  Program  has 
worked  out  a  unique  arrangement  with  three  different  banks  in 
New  England  whereby  we  have  access  to  bank  lines  of  credit  for 
microenterprise  lending.  In  exchange  for  access  to  this  credit,  we 
establish  small  loan  loss  reserves  at  the  bank.  A  small  investment 
into  loan  loss  reserves  currently  made  by  foundations  has  enabled 
us  to  leverage  substantial  amounts  of  credit  from  banks  for 
microenterprises. 

A  legislative  initiative  that  supports  investment  in  microenter- 
prise funds  in  training  and  technical  assistance  to  borrowers  we  be- 
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lieve  could  greatly  enhance  the  viability  and  success  of  these  pro- 
grams. 

Finally,  as  someone  who  has  been  an  active  participant  in  com- 
munity investment  for  14  years  with  a  variety  of  institutions,  I 
have  four  specific  recommendations  that  do  not  apply  only  to 
microenterprise,  and  many  of  them  were  touched  on  this  morning: 

First,  a  wide  range  of  community  development  financial  institu- 
tions, including  community  development  banks,  credit  unions,  loan 
funds,  and  microenterprise  fiinds  should  be  eligible  to  receive  in- 
vestment from  a  Federal  initiative  for  community  development  fi- 
nancial institutions.  However,  any  institution  receiving  investment 
from  a  Federal  initiative  should  specify  how  they  will  nelp  achieve 
goals  of  community  development  and  investment. 

Community  investment  means  more  than  simply  investing 
money  in  a  particular  geographic  place.  A  successful  program  of 
community  investment  has  succeeded  in  many  places  in  creating 
those  community  organizations  which  then  go  out  and  build  hous- 
ing and  create  jobs. 

We  have  found  with  the  New  Hampshire  Commimity  Loan  Fund, 
of  which  I  am  a  founder,  that  our  simple  existence  has  created 
many  community  organizations  that  never  would  have  existed  be- 
cause they  now  know  they  can  access  credit.  They  have  gone  out 
and  built  housing  and  developed  jobs. 

A  key  in  community  development  finance,  and  you  have  heard 
this  quite  a  bit,  but  this  is  a  slight  variation  on  it,  is  the  need  for 
equity  investment.  A  Federal  initiative  should  provide  equity  or 
permanent  capital  to  community  development  institutions,  but  also 
allow  them  to  invest  equity  in  community  housing  and  economic 
development  ventures. 

Traditional  loan  products  are  simply  not  sufficient  to  meet  com- 
munity capital  needs.  My  experience  as  chairman  of  the  New 
Hampshire  Community  Development  Finance  Authority,  a  quasi- 
public  agency,  has  demonstrated  how  critical  equity  is  to  the  suc- 
cess of  projects. 

Through  equitv  investments — and  we  do  not  actually  own  these 
businesses;  we  do  it  through  preferred  shares,  or  getting  a  share 
of  net  operating  income — we  are  able  to  invest  the  kind  of  money 
that  then  leverages  private  money. 

There  is  not  a  single  deal  that  we  have  been  involved  in — and 
in  the  past  year  we  have  made  about  $3.5  million  worth  of  equity 
investments,  that  would  have  gone  ahead  if  we  were  not  able  to 
put  equity  into  the  project. 

Allowing  community  development  financial  institutions  to  invest 
equity  is  a  way  of  getting  greater  participation  of  private  financial 
institutions.  Equity  investment  improves  the  capital  structure  of 
the  venture.  It  leverages  private  debt.  And  most  importantly,  it  en- 
hances the  probability  of  financial  success  of  the  venture  itself 

The  CDFA  also  encourages — and  in  fact  is  completely  funded 
through  private  investment.  I  think  it  is  something  worth  looking 
into  in  response  to  a  question  Senator  D'Amato  asked. 

The  State  of  New  Hampshire  provides  a  tax  credit  against  a 
business's  business-profit  tax  to  commit  funds  to  this  General  Ven- 
ture Fund.  The  CDFA  then  uses  these  funds  to  make  equity  and 
debt  investments  into  community  based  housing  and  economic  de- 


54 

velopment  projects.  That  is,  the  legislation  specifically  directs  that 
it  must  go  into  community  based  housing  and  economic  develop- 
ment projects. 

Federal  legislation  should  include  mechanisms  that  encourage 
private  sector  investment  into  community  development  financial  in- 
stitutions. Finally,  the  Federal  initiative,  we  believe,  must  promote 
the  development  of  secondary  market  mechanisms  to  support  the 
growth  and  liquidity  of  community  development  financial  institu- 
tions. 

One  of  the  things  that  we  have  really  had  problems  with  is,  we 
have  made  these  loans,  but  since  they  are  non-standard  underwrit- 
ing criteria,  we  are  often  unable  to  place  these  loans.  So  we  have 
demands  on  our  money.  I  know  we  could  make  a  lot  more  loans. 

We  often  come  to  the  table  where  we  sav,  well,  we  are  having 
requests  for  about  $1  million  of  loans.  We  have  only  $200,000  we 
can  make  right  now. 

If  we  are  able  to  package  these  nonstandard  ones  that  we  sea- 
soned, that  we  can  provide  credit  enhancements  for,  to  either  insti- 
tutions like  existing  banks  or  through  Government  Sponsored  Enti- 
ties like  Ginnie  Mae  and  Freddie  Mac,  I  believe  that  would  greatly 
enhance  our  ability  to  increase  the  flow  of  capital  to  these  commu- 
nities. 

Finally,  I  believe  that  we  do  have  the  expertise  here  that  has 
been  mentioned  several  times.  It  is  not  just  the  South  Shore  Bank. 
There  is  a  lot  of  expertise.  There  are  probably  500  institutions  rep- 
resented by  the  various  groups  here  that  are  involved  in  this.  That 
experience  has  been  gained  over  the  15  years. 

We  have  a  track  record  that  we  invite  you  to  look  at  in  terms 
of  loan  losses  and  money  placed  that  we  think  compares  favorably 
to  any  traditional  financial  intermediary.  So  in  the  focus  this  morn- 
ing and  concern  on  South  Shore  Bank,  it  is  important  to  expand 
that  to  say  that,  although  it  is  still  a  fairly  narrow  level  of  exper- 
tise, it  goes  far  beyond  one  institution. 

Thank  you  for  allowing  me  to  speak. 

The  Chairman.  Well,  I  appreciate  that.  I  appreciate  your  point, 
and  that  is  why  we  have  asked  you  to  be  here,  to  both  make  that 
point  and  to  draw  on  that  level  of  knowledge  and  differentiation. 

I  am  going  to  submit  to  you  some  questions  that  I  will  have  on 
behalf  of  the  committee  and  on  behalf  of  other  committee  members 
to  respond  to  for  the  record. 

I  am  going  to  give  the  gavel  here  to  Senator  Moseley-Braun  for 
her  questions,  and  she  will  take  you  on  through  the  remainder  of 
our  hearing  today. 

I  want  to  thank  you  for  your  participation,  and  again  thank  you 
for  your  patience.  It  is  frustrating  for  all  of  us  when  we  set  our 
time  schedule  and  events  over  which  we  have  no  control  intervene, 
but  that  is  the  nature  of  your  life  much  of  the  time,  and  it  is  the 
nature  of  our  life  here  all  the  time.  So,  Senator  Moseley-Braun. 

Senator  Moseley-Braun  [presiding].  Thank  you,  very  much. 

Mr.  Swack,  I  have  a  question  with  regard  specifically  to  the 
microloan  funds  and  the  enterprise  development  that  you  were  tes- 
tifying about.  One  of  the  distinguishing  characteristics  about  the 
South  Shore  experience  was  that  it  integrated  the  banking  and  fi- 
nancial services  with  technical  development  and,  if  you  will,  human 
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resources  development,  and  helped  people  get  around  to  navigate 
other  kinds  of  issues  that  were  not  purely  financial  or  credit  relat- 
ed. 

To  what  extent — ^you  mentioned  in  your  testimony  the  need  for 
welfare  reform,  to  recognize  this  as  an  area,  and  public  housing  au- 
thorities, to  recognize  this — to  what  extent  do  you  provide  technical 
assistance,  human  resource  development  assistance  to  people  as  a 
part  of  the  loan  strategy,  or  the  community  development  strategy? 

Mr.  SwACK.  There  is  a  wide  variation  among  microenterprise 
programs.  In  some  of  the  programs  it  is  very,  very  extensive.  That 
is,  the  human  development  element  is  in  fact  one  of  the  most,  if 
not  the  most  important  element,  and  the  way  success  is  measured 
in  these  programs  often  is  not  simply  has  a  person  gone  on  and  cre- 
ated a  job. 

That  is,  if  you  have  gone  through  a  training  program  in  business 
development,  some  people  may  start  a  business,  but  if  you  go  back 
and  you  say  has  the  program  been  successful  a  couple  of  years 
later,  you  may  say,  well,  what  if  the  person  does  not  have  a  busi- 
ness that  employs  him  full  time?  But  what  if  instead  they  found 
permanent  employment  in  the  work  force?  Is  that  not  also  a  suc- 
cessful outcome?  So  there  are  different  ways  that  microenterprise 
programs  measure  them. 

Certainly  for  many  microenterprise  programs  the  training  com- 
ponent in  business  development,  developing  cash-flow  statements, 
identifying  a  potential  market,  writing  a  business  plan,  getting  ac- 
cess to  capital,  are  key  in  terms  of  the  success  of  the  business  own- 
ers themselves. 

Senator  Moseley-Braun.  Again  I  guess  the  question — and  that 
is  part  of  what  I  wanted  to  hear  you  say  to  me  this  afternoon,  but 
I  guess  the  second  part  of  the  question  is:  To  what  extent  do  you 
help  people  after  the  loans  are  made  to  continue  to  do  what  it  is 
they  have  to  do?  I  mean,  a  lot  of  time  it  is  a  lack  of  accounting  ex- 
perience or  expertise.  A  lot  of  time  people  just  do  not  know  what 
the  rules  are  and  what  the  expectations  are. 

Mr.  SwACK.  Let  me  talk  about  our  Working  Capital  Program  in 
particular. 

Working  Capital  requires  people  to  stay  in  peer  groups  after  they 
get  the  loan.  That  is,  we  do  not  forget  about  them  afterwards.  And 
in  fact,  one  of  the  elements  of  the  model  is  technical  assistance, 
rather  than  being  loaded  all  up  front,  what  we  will  typically  do  is 
go  through  a  very  short  training  period  with  the  borrower,  get 
them  a  small  amount  of  credit — everybody  starts  with  $500  quick- 
ly— and  begin  to  identify  the  different  technical  assistance  needs 
that  can  be  provided  to  those  groups  on  an  ongoing  basis. 

There  is  learning  on  the  job  while  they  are  starting  their  busi- 
nesses. The  peer  groups  are  the  agent  through  which  we  are  able 
to  provide  a  lot  of  technical  assistance,  and  we  work  through  com- 
munity groups,  community  enterprise  agents  throughout  the  re- 
gion. 

That  is,  we  have  a  central  program  that  only  employs  a  couple 
of  people.  Then  we  contract  with  community  groups  to  organize 
these  peer  groups.  The  enterprise  agents  are  also  responsible  for 
coordination  of  technical  assistance  that  we  can  provide. 
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It  is  very  important  that  it  is  on  an  ongoing  basis  both  through 
the  peer  group  assistance  they  give  each  other,  as  well  as  assist- 
ance we  offer  in  how  to  do  marketing,  how  to  set  up  books,  how 
to  get  to  the  next  level.  So  it  is  an  ongoing  process  of  technical  as- 
sistance provision. 

Senator  Moseley-Braun.  Mr.  Phillips. 

Mr.  Phillips.  Yes.  May  I  respond  to  that?  We  help  a  lot  in  that 
area.  About  a  third  of  our  effort  at  Coastal  Enterprises  is  in  tech- 
nical assistance  both  before  a  loan  and  after  a  loan,  and  in  fact, 
also  in  other  than  lending  relationships.  We  operate  a  counseling 
program  and  have  three  full-time  business  counselors  that  have 
counselled  some  4,000  businesses  over  the  past  5  or  6  years. 

So  it  is  a  very,  very  active  program,  and  they  have  also  facili- 
tated those  small  businesses — which  average  about  2.5  people  in 
employment — to  get  bank  loans  not  just  loans  from  our  flexible  re- 
volving loan  fund.  They  have  managed  to  facilitate  some  $10  mil- 
lion of  financing  just  through  the  technical  relationship  of  working 
with  clients  on  all  those  issues  you  are  talking  about,  from  clinics 
and  workshops,  taxes,  accounting,  to  one-on-one  counseling,  mar- 
keting, and  so  forth. 

A  second  area,  which  is  a  very  exciting  area  and  is  what  the 
g^oup  in  Chicago  does,  too — and  I  hope  you  will  visit  them  some- 
time— is  a  very  specialized,  customized  program  to  help  AFDC  re- 
cipients gain  access  to  self-employment. 

They  participate  in  a  much  more  intensive  and  even  peer  support 
type  of  training  program.  We  are  working  with  about  170  in  a  3- 
year  program  in  rural  communities  and  some  small  urban  commu- 
nities in  Maine  to  deal  with  the  opportunities  of  transitioning 
AFDC  recipients  from  welfare  to  work  through  the  self-employment 
process. 

Participants  go  through  a  very  rigid  business  planning  type  of 
development,  understanding  how  to  put  a  plan  together,  very  small 
step  loans,  and  working  alongside  our  loan  staff  as  well  as  coun- 
selors to  then  break  into  a  more  independent  business  of  activity. 

So  it  is  a  very,  very  busy  area  for  us,  and  for  a  lot  of  our  peers 
throughout  the  country. 

Senator  Moseley-Braun,  What  has  been  your  experience  with 
that  effort?  Do  you  receive  State  and  local  support  for  that? 

Mr.  Phillips.  We  have  a  special  Federal  grant.  It  is  money  given 
to  us  to  create  a  pool  of  capital  to  support  both  the  technical  assist- 
ance side,  as  well  as  the  softer  loan  side  of  the  equation. 

Senator  Moseley-Braun.  A  Federal  grant  from  where? 

Mr.  Phillips.  From  the  Department  of  Health  and  Human  Serv- 
ices, Office  of  Community  Services. 

Senator  Moseley-Braun.  And  State  and  local? 

Mr.  Phillips.  The  State  Department  of  Human  Services — we 
have  a  $1  billion  budget  deficit,  by  the  way,  in  Maine. 

Senator  Moseley-Braun.  One  billion  dollars? 

Mr.  Phillips.  A  $1  billion.  It  is  a  very  difficult  time  there.  So 
they  are  struggling,  but  they  are  putting  some  money  into  the  pro- 
gram. They  also  complement  the  program  with  various  supports  to 
the  participants  in  child  care,  transportation,  and  that  sort  of 
thing. 
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We  have  a  nonfinancial  agreement  with  them,  basically.  We  have 
to  have  an  agreement  with  them  to  work  in  tandem  with  this  pro- 
gram. It  is  a  very  interesting  relationship  and  it  is  one  that  we 
need  to  keep  encouraging  both  at  the  Federal  level,  which  actually 
requires  it,  but  as  well  at  the  local  level. 

Yes? 

Senator  Moseley-Braun.  I  am  sorry,  Mr.  Phillips?  Your  State 
has  a  $1  billion  deficit,  not  Coastal  Enterprises? 

[Laughter.] 

Mr.  Phillips.  We  are  actually  quite  solvent. 

Senator  Moseley-Braun.  OK.  I  was  just  trying  to  help  out  there. 

Mr.  Phillips.  No,  we  have  a  healthy  fund  balance. 

Senator  Moseley-Braun.  So  the  State  Department  of 

Mr.  Phillips.  Human  Services. 

Senator  Moseley-Braun  [continuing].  Human  Services  is  also 
involved 

Mr.  Phillips.  Yes,  as  a  partner. 

Senator  Moseley-Braun.  Is  there  other  local  participation? 

Mr.  Phillips.  There  is  an  employment  training  program  in  the 
area  that  handles  the  Department  of  Labor  funds. 

Senator  Moseley-Braun.  I  hope  I  am  not  asking  redundant 
questions  now.  I  think  everybody  knows  I  had  to  go— — 

Mr.  Phillips.  I  mean,  all  these  programs  work  in  coalitions  and 
partnerships.  The  name  of  the  game  is  partnership.  Everybody 
does  a  piece,  and  maybe  we  will  get  something  done. 

Senator  Moseley-Braun.  Now  what  is  your  public-private  fund- 
ing mix? 

Mr.  Phillips.  We  have  about  a  third  of  our  funds  from  private 
foundations.  Largely  the  balance,  maybe  shy  of  10  percent,  from 
the  Federal  Government.  The  State  government  has  put  some 
money  in. 

Senator  Moseley-Braun.  OK,  so  the  bulk  is  Federal,  some  State, 
a  tenth  of  the  Federal — of  the  two-thirds  public  money  and  a  third 
private. 

Mr.  Phillips.  Basically,  yes. 

Senator  Moseley-Braun.  And  in  terms  of  your  loan  experience, 
what  has  been  your  experience? 

Mr.  Phillips.  That  is  the  anchor  of  our  program.  We  do  financ- 
ing, technical  assistance,  and  development  work.  We  have  done  300 
business  projects  over  the  past  8  or  so  years.  We  have  put  out  $20 
million  of  our  money. 

The  key  thing  here  is  we  have  leveraged  another  $60  million  of 
primarily  bank  financing.  That  is  our  partnership  with  the  banks. 

So  in  effect  we  are  bringing  them  into  the  kinds  of  projects  and 
sectors  that  are  vital  to  Mame  economic  development,  fi*om  the 
very  small  microenterprises,  to  some  very  important  other  sectors. 

We  have  done  a  lot  of  child  care  development  in  Maine,  both 
small  family  day  care  loans  as  well  as  larger  facilities,  such  as 
Head  Start/Child  Care  wrap-around  facilities.  We  just  participated 
in  a  Head  Start  Project  in  Rockland,  ME  which  was  about 
$380,000.  We  also  had  the  bank  as  part  of  that,  and  the  Farmer's 
Home.  We  also  raised  private  money  locally.  So  it  is  a  real  party. 

Senator  Moseley-Braun.  To  what  extent — and  this  will  be  my 
last  question — ^to  what  extent  have  you  been  able  to  establish  con- 
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tinuing  relationships  or  communication  with  the  major,  large  finan- 
cial institutions  in  the  community?  And  if  you  have  established 
that,  in  what  form  does  it  take?  Do  you  have  regular  meetings  with 
them?  How  did  you  get  their  attention? 

Mr.  Phillips.  I  am  glad  you  asked  that,  because  I  think  that  is 
vital  to  our  work.  We  cannot  work  without  the  banks.  No.  1,  we 
are  co-lenders.  We  work  in  a  subordinated  debt  relationship.  No.  2, 
we  have  three  bankers  on  our  board.  Fleet  Bank,  Key  Bank,  and 
Casco  Bank,  which  is  owned  by  the  Bank  of  Boston. 

We  have  a  network  with  banks,  and  have  deposits  with  banks, 
and  link  our  projects  and  relationships  with  them.  We  also  get 
money  from  them.  They  donate  money  to  us  particularly  for  our 
technical  assistance  programs  because  we  are  basically  helping  to 
make  projects  bankable,  and  there  are  new  prospects,  new  borrow- 
ers for  them.  Also  some  of  the  banks  have  been  working  on  very 
direct  TA  programs  and  mentoring  type  programs,  and  we  have 
given  them  some  advice  on  how  to  internally  develop  better  ways 
to  interact  with  their  markets.  So  they  are  a  vital  part  of  our  oper- 
ation. Does  that  answer  your  question? 

Senator  Moseley-Braun.  But  how  do  you  interface  with  them? 

Mr.  Phillips.  Well,  I  had  an  example  of  a  company  we  financed 
in  Westbrook,  ME,  which  is  Moulded  Fibre.  It  takes  recycled  paper 
and  processes  it  into  a  fiber  product  that  can  be  molded  to  any  par- 
ticular shape.  It  replaces  styrofoam  as  a  packaging  material. 

Senator  Gore  visited  that  company  before  the  election,  and  he 
was  using  that  as  an  example  of  a  job  creating  environmental  com- 
pany. 

That  was  a  $1  million  start-up  project.  They  hired  AFDC  people, 
and  people  with  disabilities.  They  employ  about  44  now.  We  got  the 
bank  involved — it  happened  to  be  Fleet  Bank,  with  a  percentage  of 
the  financing. 

We  had  to  provide  the  equity  and  subordinated  debt  financing  to 
make  that  happen.  So  in  financing  a  project,  we  bring  the  bank  in 
and  we  provide  the  more  flexible  subordinated  capital.  Am  I  an- 
swering your  question? 

Senator  Moseley-Braun.  Maybe  I  am  not  asking  the  question 
right.  Your  relationships  with  the  majority  banks,  is  it  just  a  mat- 
ter of  informal  relationships?  Or  is  there  something  more  struc- 
tured, something  more  formal,  something  that  is  institutionalized 
that  allows  you  to  have  regular  interactions  with  the  majority 
banks? 

Mr.  Phillips.  Well,  a  lot  of  things  happen  in  rural  communities 
more  informally  than  formally  as  a  network,  and  one  way  of  ex- 
pressing oneself  institutionally  is  the  informal  network. 

We  do  have  standing  agreements,  written,  signed  agreements, 
however,  with  seven  banks  that  reflect  the  fact  that  we  are  going 
to  deposit  money  in  the  bank,  say  up  to  $100,000,  and  in  turn  the 
bank  will  both  interact  with  us  by  way  of  referring  projects,  or 
work  with  us  on  financing  a  project  that  it  may  not  be  able  to  do 
on  its  own. 

We  still  have  to  review  the  business,  but  the  relationship  triggers 
that  process.  Those  funds  can  also  serve  to  guarantee  a  portion  of 
the  bank  loan.  So  that  is  a  more  formal  part  of  that. 

Senator  Moseley-Braun.  Thank  you. 
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Mr.  Nowack. 

STATEMENT  OF  JEREMY  NOWACK 

Mr.  Nowack.  Just  to  build  on  that,  many  of  our  relationships 
with  banks,  or  relationships  where  the  banks  invest  in  us  directly, 
but  in  the  last  few  years  we  have  structured  a  formal  participation 
pool  with  banks  where  banks  buy  into  participation  pools  in  areas 
that  we  manage  where  they  commit  a  certain  amount  of  money 
based  on  some  agreed  upon  underwriting  criteria  that  we  work  out 
together. 

We  process  the  loans  and  put  the  loans  on,  and  then  we  monitor 
and  service  the  loans.  So  we  become  a  wholesaler  for  those  banks. 
That  has  happened  particularly — and  it  has  happened  with  the 
largest  banks  in  the  Philadelphia  region.  It  has  happened  particu- 
larly in  parts  of  north  Philadelphia  and  Camden  where  they  have 
been  most  resistant  to  credit  provision. 

So  banks  have  seen  us  as  kind  of  a  wholesaling  arm  for  them, 
and  we  have  seen  in  the  banks  a  form  of  credit,  obviously.  But  we 
have  bought  also  with  our  own  loan  fund,  our  own  $10  million  loan 
fund,  we  have  bought  10  percent  of  each  one  of  those  credits  for 
the  banks. 

Senator  Moseley-Braun.  Would  you  send  to  us  something  in 
writing  on  that  situation? 

Mr.  Nowack.  Absolutely.  And  if  I  could  just  say  one  very  brief 
word,  so  much  of  the  conversation  earlier  today  was  around  this  al- 
most either/or  issue  of  CRA  and  banks.  I  think  that  most  of  our  ex- 
perience is  that  you  cannot  look  at  it  as  an  either/or  question. 

The  way  that  you  build  community  development  financial  insti- 
tutions in  part  is  by  getting  banks  to  meet  CRA  regulatory  require- 
ments. And  a  significant  way  to  meet  CRA  regulatory  require- 
ments, but  not  the  only  way  to  meet  CRA  regulatory  requirements, 
is  to  work  with  institutions  like  ours,  and  I  think  that  is  an  impor- 
tant point. 

Senator  Moseley-Braun.  I  think  one  of  the  things  we  are  look- 
ing at  is  to  the  extent  that  we  can  make  CRA  more  of  a  carrot  and 
stick  than  it  is  currently. 

Mr.  Nowack.  Right. 

Senator  Moseley-Braun.  And  so  everybody  is  really  groping  for 
directions  and  answers  in  that  regard,  and  I  think  it  will  be  on  a 
bipartisan  basis.  So  we  really  appreciate  your  contribution  to  help- 
ing us  find  some  answers  in  that  area. 

I  want  to  thank  all  of  you:  Mr,  Jackson,  Mr.  Phillips,  Mr.  Swack, 
and  Mr.  Nowack,  for  your  testimony. 

The  vote  bell  has  already  rung,  so  the  members  have  to  go  off 
and  vote.  As  you  know,  I  am  now  standing  in  for  Mr.  Riegle,  but 
I  want  to  thank  you  for  your  contributions  to  this  hearing  to  this 
important  area. 

I  am  confident  that  the  chairman  will  follow  up  and  will  continue 
in  this  area,  and  we  are  certainly  open  to  any  further  submissions 
that  you  might  have,  or  information,  or  assistance  that  you  can 
give  the  committee. 

So,  ladies  and  gentlemen,  thank  you  very  much.  This  meeting  is 
recessed  to  the  Call  of  the  Chair. 
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[Whereupon,  at  2:05  p.m.,  the  committee  was  recessed,  subject  to 
the  Call  of  the  Chair.] 

[Prepared  statements  and  additional  material  supplied  for  the 
record  follow:] 
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PREPARED  STATEMENT  OF  SENATOR  RICHARD  H.  BRYAN 

Mr.  Chairman,  I  commend  you  for  holding  this  hearing  today  to  provide  an  over- 
view of  community  development  banks  and  to  familiarize  the  Committee  with  the 
operations  of  the  four  existing  community  development  banks.  As  we  know,  Presi- 
dent Clinton  has  proposed  a  network  of  community  development  banks  as  part  of 
his  urban  policy,  this  hearing  will  give  us  all  an  opportunity  to  become  acquainted 
with  this  private  sector  initiative. 

Many  of  our  urban  and  rural  areas  are  severely  distressed  with  a  multitude  of 
problems:  homelessness,  crime,  unemployment,  and  hopelessness.  These  are  the 
many  faces  of  decline.  We  must  not  allow  our  cities  and  towns  to  languish,  we  must 
address  these  needs  and  find  ways  to  revitalize  our  communities.  However,  we  are 
hampered  in  our  efforts  by  our  growing  deficit  and  the  decreased  ability  of  the  Fed- 
eral Government  to  finance  new  programs. 

The  success  of  these  community  development  banks  shows  that  solutions  do  exist 
using  private  sector  capital  with  some  incentives  from  the  Federal  Government.  The 
availability  of  capital  in  these  communities  means  the  residents  wUl  have  the  possi- 
bility of  establishing  new  businesses,  building  affordable  housing,  and  putting  re- 
sources back  in  the  neighborhoods — in  other  words  creating  jobs. 

I  am  anxious  to  hear  from  our  witnesses  today  about  how  they  have  achieved 
their  great  success  and  their  suggestions  about  how  the  Federal  Government  can 
help  make  this  network  of  community  development  banks  a  reality. 

PREPARED  STATEMENT  OF  SENATOR  CAROL  MOSELEY-BRAUN 

Mr.  Chairman,  the  subject  before  us  this  morning  is  extremely  important  to  low- 
and  moderate-income  communities  around  my  State  and  across  the  Nation.  Commu- 
nity development  banking  must  be  a  real  priority  for  this  committee.  I  therefore 
want  to  congratulate  you,  Mr.  Chairman,  for  calling  this  hearing  so  promptly. 

At  the  outset,  I  want  to  take  special  note  of  one  of  our  witnesses.  Milton  Davis 
of  the  South  Shore  Bank  is  a  constituent  of  mine.  He  is  a  banker  who  has  really 
made  a  difference  to  his  community.  You  don't  have  to  do  anything  more  than  walk 
up  and  down  the  streets  in  the  neighborhoods  where  South  Shore  lends  to  see  the 
dramatic  difference  he  and  his  institution  have  made. 

We  in  Illinois  are  very  proud  of  South  Shore  Bank.  It  is  a  bank  with  a  national 
reputation,  and  it  is  a  reputation  that  is  fully  deserved. 

There  are  a  lot  of  questions  regarding  community  development  banking  that  must 
be  addressed.  Today^s  witnesses,  however,  by  their  very  presence,  point  out  an  im- 
portant policy  objective  for  any  community  development  banking  proposal  this  com- 
mittee considers.  That  is,  it  must  be  flexible;  it  must  permit  multiple  approaches 
to  community  development  that  takes  local  community  needs  carefully  into  account. 

We  need  institutions  that  can  make  loans,  use  loans  to  leverage  additional  financ- 
ing from  more  traditional  financial  institutions,  make  equity  investments  when  that 
is  called  for,  make  micro-loans  that  can  make  such  a  difference  to  individuals  and 
their  neighborhoods,  and  undertake  the  full  range  of  community  development  finan- 
cial needs.  Not  every  institution  can  or  should  necessarily  do  all  of  these  things,  but 
any  Federal  approach  must  allow  the  kind  of  institutional  flexibility  that  permits 
communities  to  move  forward  with  approaches  that  meet  their  own  special  needs. 

I  look  forward  to  hearing  from  all  of  the  witnesses  here  today.  They  bring  a  vari- 
ety of  experiences  to  bear  on  community  development  issues.  They  can  tell  us  about 
a  variety  of  approaches  that  have  worked  in  communities  across  this  Nation.  I  know 
their  testimony  will  be  of  great  help  to  us  as  we  work  with  the  administration  to 
meet  community  development  needs. 

PREPARED  STATEMENT  OF  SENATOR  GEORGE  J.  MITCHELL 

Mr.  Chairman,  Fm  pleased  to  be  here  today  to  introduce  Ron  Phillips,  the  founder 
and  President  of  Coastal  Enterprises  Inc.  (CEI),  a  non-profit  community  develop- 
ment corporation  based  in  Wiscasset,  Maine. 

Coastal  Enterprises  has  been  a  leader  in  small  business  lending  in  my  State  and 
has  mobilized  over  $60  million  to  support  a  variety  of  manufacturing,  child  care, 
natural  resource,  and  microenterprise  development  projects  in  Maine.  CEI  specifi- 
cally targets  assistance  to  low-income  people,  women,  and  people  with  disabilities. 

As  an  original  cosponsor  of  the  Micro  Lending  Demonstration  Act,  I  have  worked 
closely  with  CEI  on  issues  related  to  small  business  credit.  I  can  aflirm  that  under 
Ron's  leadership,  CEI  has  established  a  strong  record  of  achievement  in  bringing  fi- 
nancial and  technical  resources  to  Maine  businesses  through  partnerships  with 
banks,  public  and  private  agencies  and  community  organizations. 
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I  commend  Ron  for  his  dedication  to  this  program,  and  I  applaud  him  for  all  he 
has  accomplished  for  the  people  of  my  State.  He  is  a  recognized  leader  in  the  field 
of  community  development  corporation  lending,  and  I'm  sure  that  based  on  his  ex- 
tensive experience  he  will  bring  valuable  insights  to  the  hearing  you  are  holding 
today. 

I  congratulate  you,  Mr.  Chairman,  for  holding  this  hearing.  So  many  conmiunities, 
both  uroan  and  rural,  are  desperately  in  need  of  credit  and  investment  policies  that 
will  stimulate  growth  and  create  new  jobs. 

President  Chnton  drew  attention  to  the  need  to  create  a  network  of  community 
development  banks  to  encourage  investment  and  opportunity  in  distressed  areas.  I 
hope  the  hearing  you  are  holding  today  on  development  initiatives  will  focus  atten- 
tion on  the  diverse  network  of  community-based  lenders  that  already  exist. 

Development  banks  have  made  a  tremendous  contribution  to  their  communities, 
but  I  am  sure  they  would  be  the  first  to  admit  that  they  are  not  alone  in  their  mis- 
sion. Many  other  community-based  organizations,  like  CDC's,  perform  the  same 
functions  and  pursue  the  same  goals  as  development  banks.  They  may  work  coop- 
eratively with  development  banks,  as  well  as  conventional  banks,  to  achieve  their 
purpose:  To  provide  financing  that  is  vital  to  stimulating  economic  growth  in 
disinvested  conununities. 

I  believe  a  wide  array  of  conununity  based  lenders,  and  CDC's  in  particular, 
should  be  integral  part  of  any  strategies  or  programs  implemented  to  rebuild  our 
troubled  communities.  As  you  examine  the  issues  related  to  invigorating  community 
development  lending  in  our  country,  please  look  at  and  learn  from  what  already  suc- 
cessfully exists,  as  well  as  what  we  can  build  for  the  future. 

Thank  you  for  the  opportunity  to  introduce  Ron  Phillips,  and  I  assure  you  I  look 
forward  to  working  with  you,  Mr.  Chairman,  and  the  rest  of  the  committee  on  devel- 
oping these  initiatives. 

TESTIMO^fY  OF  MILTON  O.  DAVIS,  CHAIRMAN, 
SOUTH  SHORE  BANK  OF  CHICAGO 

February  3,  1993 

Honorable  Chairman  and  Members  of  the  Committee:  Thank  you  for  inviting  me 
to  make  recommendations  about  the  creation  of  community  development  banking  in- 
stitutions. I  assume  that  it  symbolizes  a  marked  national  increase  in  interest  in  in- 
stitutions that  can  react  effectively  to  investment  opportunities  in  the  Nation's  trou- 
bled urban  neighborhoods  and  small  towns. 

The  invitation  requested  information  about  the  history,  structure,  experience,  im- 
pact and  lessons  of  the  bank  holding  company  that  my  colleagues  and  I  founded  on 
the  south  side  of  Chicago  in  1973.  Ihave  been  asked  oy  a  sister  institution.  South- 
ern Development  Bancorporation  in  Arkansas,  to  convey  its  experience  as  a  develop- 
ment bank  holding  company  which  serves  small  towns  in  rural  southern  Arkansas. 
Finally,  Shorebank  ana  Southern  would  like  to  offer  some  principles  that  could 
guide  Federal  assistance  to  the  creation  of  such  institutions  in  other  places. 

Shorebank  is  a  comprehensive  community  development  institution:  the  "need"  it 
aspires  to  address  is  development  of  disinvested  communities,  but  not  exclusively 
credit  needs.  Indeed,  a  salient  lesson  of  our  exf>erience  is  that  community  develop- 
ment requires  more  than  credit,  and  delivering  credit  successfully  requires  more 
than  a  bank. 

For  this  reason,  it  may  be  most  helpful  to  understand  Shorebank  by  focusing  first 
on  the  concept  of  community  development  banking  and  the  resulting  institutional 
prerequisites.  Within  this  context,  I  will  describe  the  experience  and  lessons  of 
Shorebank  and  Southern  to  date. 

I.  Renewing  Community  Economies:  The  Concept  of  Development  Banking 

The  failure  of  the  local  economy — particularly  of  its  markets  and  market  driven 
investments — ranks  high  among  the  many  causes  of  decline  in  urban  communities. 
In  deteriorating  communities,  capital  flows  out  of  the  area;  people  cease  upgrading 
their  homes  and  landlords  fail  to  maintain  their  buildings;  property  values  fair, 
store  owners  quit  investing  in  their  businesses  and  close  or  move;  community  resi- 
dents lose  hope,  stop  investing  efibrt  in  education  and  work  skills,  and  fall  into  un- 
employment. In  declining  small  towns,  patterns  are  similar  and,  in  addition,  resi- 
dents rely  more  on  absentee-owned  large  corporations  than  locally  owned  small 
firms  for  employment  and  entrepreneurial  opportunities  due  to  weaker  links  be- 
tween residents  and  business  markets  and  financing.  Revitalizing  such  communities 
requires  recognition  that  disinvestment  is  itself  a  market  phenomenon  and,  con- 
sequently, will  only  be  reversed  by  fundamentally  rein vigo rating  local  markets.  Per- 
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manent,  self-sustaining  community  renewal  results  from  creating  an  environment 
where  private  investors  inside  and  outside  the  community  are  confident  their  invest- 
ments will  be  rewarded  as  healthy  community  dynamics  are  restored. 

A  few  key  observations  concerning  this  process  of  community  renewal  and  invest- 
ment underlie  the  concept  of  development  banking: 

•  Many  persons  in  economically  distressed  communities  desire  to  improve  their  own 
life  conditions  and,  although  they  may  lack  conventional  credit  histories,  many 
ordinary  residents  are  fundamentally  credit-worthy.  Local  residents  will  in- 
vest time  and  money  to  improve  their  community  when  they  are  confident  about 
its  future. 

•  Local  development  capacity,  be  it  in  the  form  of  "ma-pa"  entrepreneurial 
rehabbers,  fledgling  business  entrepreneurs,  or  community  development  corpora- 
tions, needs  to  be  supported  in  a  disciplined,  business-like  fashion.  Positive  com- 
munity development  is  a  long  term  partnership  between  residents  who 
care  about  their  conununities  and  financial  institutions  with  similar  mo- 
tivations. 

•  Market  forces  can  be  restored  in  under-invested  communities  if  the  level 
of  institutional  capability  is  sufficient  for  the  task  at  hand,  and  if  redevel- 
opment is  targeted  to  clearly  identified  geographical  areas  with  the  potential  for 
renewal. 

•  Targeting  allows  an  institution  to  develop  the  necessary  specialized  mar- 
ket expertise,  and  assures  that  investment  will  be  concentrated  in  order  to  cre- 
ate the  critical  mass  of  activity  which  shifts  resident  and  investor  perceptions  and 
reestablishes  healthy  functioning  markets. 

•  By  using  an  array  of  banking,  real  estate,  venture  capital,  technical  as- 
sistance, human  resource  and  other  tools  tailored  to  particular  commu- 
nity needs,  a  community  development  banking  institution  enhances  its 
market  knowledge  and  impact,  controls  risk,  and  undertakes  complemen- 
tary activities  which  create  a  positive,  safer  environment  for  private  in- 
vestment. 

Sustained  economic  development  occurs  when  local  residents  invest  their  savings 
and  talent.  The  clearest  indicator  of  a  permanent  community  renewal  process  is  ac- 
tive investment  by  private  and  institutional  investors  who  believe  that  an  identity 
exists  between  their  self-interest  and  that  of  the  current  residents.  Deliberately  ac- 
celerating local  economic  activity  requires  releasing  this  local  energy  by  providing 
access  to  capital,  credit,  technical  assistance  and  market  information;  and  by  sup- 
porting an  entrepreneurial  culture  that  values  risk-taking,  business  discipline  and 
self-reliance.  In  particularly  distressed,  disinvested  communities,  external  resources 
must  be  attracted  to  leverage  the  limited  local  capacity  and  allow  provision  of  the 
necessary  credit  and  capital.  Ultimately,  development  banking  seeks  to  restore 
healthy  market  forces  by  attracting  and  combining  the  resources  necessary  to  build- 
ing a  critical  mass  of  permanent  development  activities  sufficient  to  restore  investor 
confidence  in  the  community. 

Institutional  Implications:  Characteristics  of  a  Community  Development  Bank.  The 
term  "community  development  banking^  means  different  things  to  different  people 
in  the  community  development  finance  field.  My  colleagues  ana  I  believe  that  a  com- 
munity development  bank  is  a  bank  holding  company  with  a  specialized  structure 
which  is  organized  to  transform  the  market  dynamics  of  a  geographical  target  area. 
This  structure,  including  a  bank  and  community  development  subsidiaries,  has  a 
number  of  attributes  which  make  it  particularly  well  suited  to  promote  the  revital- 
ization  of  distressed  communities. 

•  As  a  fully  regulated,  large  scale  institution,  a  bank  is  known,  trusted,  le- 
gitimate, well-capitalized  and  self-sustaining. 

•  A  bank  possesses  unusual  capacity  to  be  continuously  knowledgeable 
about  the  neighborhood  economy. 

•  A  bank  can  convert  ordinary  bank  deposits  into  development  loans.  This 
availability  of  credit  committed  to  the  community  can  precipitate  the  re- 
lease of  local  energies,  inducing  residents  to  risk  their  own  savings  and 
become  personal  stakeholders  in  the  future  of  their  community. 

A  bank  alone,  however,  cannot  accomplish  these  objectives  in  the  context  of  dis- 
tressed communities  with  dysfunctional  markets.  A  community  development  bank  is 
designed  to  be  a  comprehensive  community  development  institution  which,  in  addi- 
tion to  a  bank,  includes  other  development  subsidiaries  and  affiliates  that  com- 
plement the  investment  activities  of  the  bank.  These  subsidiaries  and  affiliates  en- 
able a  development  bank  to  successfully  manage  what  would  otherwise  be  higher 
risk  investments;  to  more  aggressively  identify  and  better  evaluate  opportumties 
and  initiate  development  activities;  and  to  adcu-ess  multiple  dimensions  of  commu- 
nity renewal,  ranging  from  developing  retail  shopping  centers  to  upgrading  labor 
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force  skills.  Through  its  non-bank  development  afliliates,  the  institution  can  invest 
equity  capital  in  businesses  owned  by  others,  rehabilitate  and  construct  residential 
and  commercial  real  estate,  operate  social  development  and  business  technical  as- 
sistance programs,  attract  other  private  and  public  investors,  and  generally  link 
residents,  financial  resources  and  government  programs  into  a  coherent  renewal  ef- 
fort. 

A  community  development  bank  is  further  distinguished  from  conventional  banks 
by  its  specialized  conunitment  to  the  revitalization  of  a  targeted  area  for  the  benefit 
of  current  residents.  Through  its  leadership,  ownership  and  governance  structure, 
the  development  bank  makes  its  mission  the  long-term  development  of  a  commu- 
nity. It  measures  its  success  in  tenns  of  the  development  impacts  it  has  on  that 
community.  It  becomes  a  permanent  institution  whose  success  is  joined  with  the  im- 
provement of  the  community.  In  order  to  accomplish  its  mission,  the  development 
bank's  leadership  and  staff  must  bring  together  highly  localized  knowledge  of  the 
community,  technical  banking  skills,  and  a  broad  understanding  of  the  strategies 
and  process  of  economic  development. 

Thus,  a  development  bank  combines  the  structure  and  expertise  of  a  for-profit  fi- 
nancial institution  with  the  commitment  to  place  one  normally  sees  in  community- 
based  non-profit  organizations.  By  developing  specialized  expertise  in  carefully  tar- 
geted areas,  and  achieving  synergies  through  comprehensive  coordinated  interven- 
tions, a  development  bank  is  able  to  manage  the  tensions  between  the  goals  of  prof- 
itability and  community  development  impact,  making  development  profitable.  Profit- 
ability is  an  essential  feature  of  a  development  bank.  Profits  enable  the  bank  to  be 
self-sustaining  and  to  grow  and  assure  that  continuing  business  discipline  will  be 
brought  to  the  task.  However,  while  profitability  is  essential,  the  purpose  of  a  devel- 
opment bank  is  not  to  maximize  profits,  but  to  help  effect  lasting  community  re- 
newal. 

A  development  bank  also  combines  the  qualities  of  a  community  based,  market 
driven,  private  institution  with  unusual  scale,  expertise  and  ability  to  leverage  re- 
sources. A  development  bank  is  a  uniquely  capable  delivery  agent  for  external  public 
and  private  resources.  Many  private  and  government  programs  are  not  fully  avail- 
able in  the  communities  for  which  they  are  intended  because  of  the  lack  of  sophisti- 
cated, market  based  delivery  systems.  A  development  bank  uses  foundation  invest- 
ments and  grants,  Federal  loan  guarantees,  secondary  markets,  low-income  housing 
tax  credits,  JTPA  and  numerous  other  programs  to  accomplish  common  objectives. 
A  development  bank  can  be  considered  a  'Tiandyman"  of  sorts,  intimately  familiar 
with  particular  local  problems,  equipped  with  a  "toolbox"  of  varied  government  and 
private  "tools"  to  address  them,  and  possessing  the  expertise  to  select  and  produc- 
tively use  the  appropriate  tool. 

Finally,  a  development  bank  can  be  flexible  and  innovative.  Location  dictates 
strategy  and  design:  the  organizational  structure  and  the  strategies  or  tools  it  em- 
ploys can  be  adapted  to  a  wide  range  of  circumstances.  Thus,  whether  a  bank  or 
other  kind  of  large  scale,  regulated  depository  institution  is  most  appropriate,  and 
what  affiliated  activities  are  needed,  will  vary  from  community  to  community.  For 
example,  Southern  Development  Bancorporation  uses  a  different  array  of  affiliates 
than  Shorebank  as  it  has  been  designed  to  specialize  in  business  and  rural  develop- 
ment rather  than  urban  community  reinvestment.  (See  organizational  chart.) 

II.  Shorebank  Corporation:  History,  Structure,  and  Impact 

The  South  Shore  community  where  I  reside  was  100  percent  white  in  1960  and 
70  percent  black  in  1970.  By  1972,  little  credit  was  being  extended  in  the  commu- 
nity despite  excellent  housing  and  amenities;  the  neighborhood  is  on  Lake  Michigan 
and  a  15  minute  drive  from  downtown.  South  Shore  Bank,  its  largest  bank,  as- 
sumed that  the  inevitable  economic  decline  that  accompanies  racial  change  would 
occur  in  its  market  and  sought  regulatory  permission  to  move  downtown. 

During  the  late  1960's,  an  interracial  group  of  bankers — Jim  Retcher,  Ron 
Grzywinski,  Mary  Houghton,  and  myself — had  begun  a  successful  minority  small 
business  loan  program  at  the  nearby  Hyde  Park  Bank  and  Trust  Company  in  the 
University  of  Chicago  neighborhood.  The  program  out-performed  similar  large  bank 
programs,  according  to  a  Yale  Law  Review  article  at  the  time.  We  began  exploring 
the  potential  of  additional  private  sector  approaches  to  urban  problems,  including 
a  carefully  structured  bank  holding  company  as  a  vehicle  for  reversing  the  down- 
ward spiral  of  deterioration  that  accompanied  racial  change.  In  1972,  The  Federal 
Reserve  Board  stated  that  bank  holding  companies:  "possess  a  unique  combination 
of  financial  and  managerial  resources  making  them  particularly  suited  for  a  mean- 
ingful and  substantial  role  in  remedying  our  social  ills." 
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Fed  regulations  under  the  Baak  Holding  Company  Act  explicitly  permit  bank 
holding  companies  to  make  equity  and  debt  investments  in  corporations  or  projects 
designed  primarily  to  promote  conmiunity  welfare. 

Backed  by  patient,  primarily  institutional,  investors  who  shared  our  community 
development  goals,  we  formed  the  Dlinois  Neighborhood  Development  Corporation 
(now  called  Snorebank  Corporation)  to  be  a  one-bank  holding  company  and  in  1973 
purchased  the  South  Shore  Bank.  In  1978,  we  raised  additional  capital  to  create  two 
additional  for-profit  subsidiaries  and  one  nonprofit  affiliate.  This  was  the  first  at- 
tempt to  use  a  banking  enterprise  as  the  core  of  a  comprehensive  development  insti- 
tution for  revitalizing  an  economically  distressed,  inner-city  neighborhood.  The  Cor- 
poration's principal  subsidiary,  The  South  Shore  Bank  of  Chicago,  is  a  commercial 
oank  chartered  by  the  State  of  Illinois  and  regulated  by  the  Federal  Deposit  Insur- 
ance Corporation.  The  other  subsidiaries  and  affiliate  active  in  its  targeted  commu- 
nities in  Chicago  include: 

•  City  Lands  Corporation  (CLC):  a  for-profit  real  estate  development  company  en- 

faged  in  multi-family  housingand  commercial  real  estate  development, 
he  Neighborfiood  Fund  (TNF):  a  for-profit  venture  capital  company  licensed  by 
the  U.S.  Small  Business  Administration  as  a  MESBIC. 

•  The  Neighborhood  Institute  (TNI):  a  501(cX3)  non-profit  conmiunity  development 
corporation  engaged  in  labor  force  development  (job  training,  job  placement,  edu- 
cational remediation,  self-employment  support),  cooperative,  rental  and  ownership 
low-income  housing  development,  cultural  and  civic  activities. 

The  Bank  and  these  three  affiliates  operate  in  concert  in  targeted  communities 
in  (Chicago.  (In  1986,  Shorebank  targeted  a  second  community — Austin,  on  the  west 
side  of  (Jnicago — opening  a  branch  of  the  bank  and  focusing  CLC,  TNI  and  TNF  ac- 
tivities there.  Austin  also  has  good  housing  stock  and  locational  advantages,  but  has 
suffered  from  20  years  of  disinvestment.) 

The  non-bank  affiliates  can  takegreater  initiatives  than  the  bank.  They  take  the 
first  steps  to  change  the  market.  Thus,  for  example,  the  real  estate  subsidiary  wiU 
initiate  large  scale,  visible  and  attractive  housing-rehabilitation  projects  requiring 
more  compfex  development  and  financing,  generally  including  several  layers  of  pub- 
lic subsidy.  The  dozens  of  local,  entrepreneurial  real  estate  borrowers  which  the 
bank  has  cultivated  can  then  follow  wide  multiple  smaller  scale  private 
rehabilitations  in  the  same  area,  knowing  that  these  investments  reinforce  each  oth- 
er's viability.  Similarly,  Shorebank's  real  estate  subsidiary  developed  a  major  shop- 
ping center,  attracted  a  major  grocery  anchor  tenant  and  leases  space  to  minority 
owned  businesses  supported  by  the  venture  iund  and/or  bank;  our  non-profit  affili- 
ate placed  several  hundred  residents  in  jobs  created  by  the  anchor  tenant. 

After  twenty  years,  including  a  difficult  start-up  period  and  the  challenging  learn- 
ing curve  of  a  new  type  of  institution,  Shorebank  has  achieved  considerable  success. 
Through  December  31,  1992,^  Shorebank  has  made  development  investments  total- 
ing $351  million  in  its  targeted  Chicago  neighborhoods.  In  1992  alone,  over  $41  mil- 
lion was  invested  in  Chicago  development  loans  and  other  projects.  As  a  result  of 
its  efforts,  through  the  ena  of  1991,  Shorebank  had  financed  or  leveraged  the  ren- 
ovation of  some  7,716  residential  rental  units  in  South  Shore  alone,  almost  30  per- 
cent of  all  such  units  in  the  community.  In  both  South  Shore  and  Austin,  local  black 
rehabbers  are  transforming  the  neighborhood,  building  by  building.  About  100  rent- 
al buildings,  with  6—36  units,  are  improved  each  year.  Charts  reflecting  annual  and 
cumulative  development  achievement  are  attached.  Not  shown  in  the  attachments 
are  the  non-financial  community  development  achievements:  for  example,  TNI  man- 
ages three  small  business  incubators;  and,  in  1991,  TNI  placed  380  residents  in  pri- 
vate sector  jobs. 

Equally  important,  Shorebank  has  been  financially  successful.  The  bank  performs 
at  levels  comparable  to  its  peer  group  banks,  and  the  holding  company  has  been 
profitable  in  every  year  since  1983.  As  of  December  31,  1992,  Shorebank  assets  had 
reached  $244  million  and  stockholders*  equity  stood  at  $17  million;  South  Shore 
Bank  assets  were  $229.1  million,  with  equity  of  $14.2  million.  1992  bank  net  income 
was  $2.2  million,  constituting  a  15.3  percent  return  on  equity  and  a  1  percent  re- 
turn on  assets.  For  the  last  ten  years,  the  compounded  annual  growth  rate  in  the 
book  value  of  common  shares  of  the  holding  company  has  been  16.6  percent.  Sub- 
stantial additional  detail  is  provided  in  the  attached  charts. 

In  the  last  five  years,  Shorebank  added  three  additional  subsidiaries  and  affiliates 
to  manage  expansion  activities.  They  are  Shorebank  Advisory  Services,  a  for-profit 
consulting  firm  providing  comprehensive  advisory  services  on  community  economic 
development;  North  Coast  BIDCO,  a  for-profit  small  business  investment  company 
regulated  by  the  State  of  Michigan;  and  NEICorp.,  a  501(cX3)  non-profit  organiza- 


^  1992  numbers  are  estimated;  final  numbers  are  not  yet  available. 
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tion  which  supports  small  business  development  in  the  Upper  Peninsula  of  Michi- 
gan. A  current  organizational  chart  for  Shorebank  is  attached. 

Southern  Development  Bancorporation  in  Arkansas  was  formed  with  Shorebank 
assistance  in  1988.  It  tareets  small  towns  in  southern  Ariiansas  from  ofiices  in 
Arkadelphia  and  Pine  Bluff.  Its  mission  is  to  channel  appropriate  financial  and  in- 
formation services  to  local  entrepreneurs  so  that  small  town  residents  can  build 
thriving,  diversified  economies  and  be  independent  of  the  decision-making  processes 
of  large,  distant  corporate  headquarters  (who  previously  moved  low  value-added 
branch  plants  in  and  out  of  their  towns).  In  1992,  Southern  invested  $9  million, 
bringing  cumulative  investment  to  $19  million  (for  74  firms,  27  farms,  79  self-em- 
ployed residents,  and  seven  real  estate  projects). 

In  addition,  Shorebank  assisted  in  structuring  the  recapitalization  of  the  Douglass 
Bank,  a  minority-owned  bank  in  Kansas  City,  Kansas,  and  continues  to  assist  it 
through  a  five  year  advisory  contract.  Finally,  through  the  Polish  American  Enter- 

f>rise  Fund,  Shorebank  helped  create  and  run  a  small  business  loan  program  in  Po- 
and. 

Shorebank  Advisory  Services  is  currently  working  with  about  a  dozen  credible  or- 
ganizations from  throughout  the  countiy  which  are  in  varying  stages  of  seriously 
exploring  establishment  of  development  banks,  and  presumably  there  are  many  oth- 
ers. In  every  instance,  particular  local  needs  and  capacities  dictate  an  adaptation 
of  the  institutional  design.  The  general  principles — that  a  flexible,  private,  market- 
driven  bank  holding  company  committed  to  conununity  development  as  a  business, 
intimately  familiar  with  targeted  local  markets  and  achieving  synergies  through  re- 
inforcing affiliated  non-bank  activities,  can  contribute  to  restoring  community  econo- 
mies— appear  to  be  applicable  elsewhere.  Shorebank's  own  experience  in  Arkansas 
and  Micnigan  supports  this. 

Nevertheless,  development  banks  are  only  one  model,  are  neither  necessary  nor 
appropriate  in  many  communities,  and  are  far  from  a  panacea.  Other  existing  mod- 
els and  programs,  often  complementary  or  addressing  other  equally  important  mar- 
kets and  needs,  similarly  deserve  support.  Such  programs  include  community  devel- 
opment loan  funds,  community  credit  unions,  micro-lending  programs,  and  commu- 
nity development  corporations. 

Policy  and  Legislative  Implications 

The  expanding — and  welcome — discussions  concerning  conmiunity  development 
banking  involve  institutions  engaged  in  a  wide  range  of  activities,  from  conventional 
banks  to  community  development  corporations.  As  these  discussions  turn  to  legisla- 
tive activity,  it  will  be  crucial  to  be  clear  about  the  distinct  goals  and  markets  ad- 
dressed and  the  most  appropriate  mechanisms  for  addressing  them.  The  goals  of 
community  development  and  of  expanding  access  to  credit  are  complementary  but 
distinct.  In  the  particular  maiket  niche  of  disinvested,  local  communities,  a  develop- 
ment bank  appears  to  be  a  successful  model  for  promoting  community  development 
because  of  its  ability  to  both  successfully  provide  credit  and  proactively  engage  in 
the  additional  initiatives  that  are  required  in  order  to  succeed. 

I  urge  you  to  devise  ways  to  support  the  capital  needs  of  various  institutional 
structures  with  distinctly  different  programs.  This  will  avoid  the  risk  of  a  broad, 
shallow  program  which  wiU  accomplish  little.  Supporting  an  array  of  different  types 
of  institutions  under  one  umbrella  will  result  in  programs  that  do  not  work  weU  for 
any  because  the  legislative  support  is  not  sufficiently  tailored  to  their  particular 
strengths  and  weaknesses.  If  one  carefully  analyzes  the  differences  between  the 
types  of  institutions,  the  credit  products  they  offer  and  the  markets  they  serve,  it 
becomes  clear  that  reducing  these  issues  to  a  least  common  denominator  of  "commu- 
nity lending"  is  counter-productive.  "Community  lending"  encompasses  a  lot  of  dif- 
ferent activities  and  institutions,  all  of  which  are  important  and  should  be  sup- 
ported, but  which  need  to  be  supported  in  different  ways. 

The  distinct  categories  where  government  opportunities  are  presented  are: 

1.  Legislative  and  regulatory  incentives  directed  at  existing  commercial  banks  to 
achieve  an  increase  in  community  lending  and  community  development. 

2.  A  program  to  facilitate  start-up  and  expansion  of  community  development 
banks. 

3.  Strengthening  the  array  of  programmatic  support  available  to  any  entities  en- 
gaged in  community  development. 

Existing  Commercial  Banks.  There  are  11,000  commercial  banks  in  the  country, 
government  regulated  and  funded  in  part  by  government  insured  deposits.  The  re- 
sponse to  inner-city  deterioration  and  rural  stagnation  could  be  led  by  the  existing 
commercial  banking  system.  The  key  Federal  policy  action  is  to  use  the  regulatory 

{)rocess  to  offer  major  financial  incentives  in  exchange  for  quantified  and  significant 
evels  of  investment  in  low-  and  moderate-income  communities.  Banks  do  not  invest 
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much  in  these  communities  today.  Distressed  economies  need  smaller  loans,  a  local 
presence,  more  sophisticated  lenders,  and  partnerships  with  comprehensive  redevel- 
opment efforts.  These  realities  reduce  profits;  this  is  a  legitimate  disincentive  for 
privately  capitalized  banks.  Yet  the  country's  11,000  banks  employ  seasoned  loan 
underwriting  talent,  have  proven  credit  mechanisms  and  controls,  and  know  how  to 
operate  within  a  prudent  and  regulated  context.  They  have  not  yet  been  sufficiently 
motivated  to  apply  this  talent  to  the  specials  business  of  economic  development 
banking. 

Legislative  action  defines  the  permissible  activities  of  these  regulated  deposi- 
tories. Permitted  activities  could  be  orchestrated  to  better  serve  public  purposes  by 
allowing  those  depositones  which  are  most  responsive  to  public  needs  to  also  engage 
in  profit  making  activities  that  are  now  prohibited  or  curtailed.  Interstate  banking 
privileges,  authorization  to  sell  insurance,  permission  to  underwrite  securities,  high- 
er levels  of  deposit  insurance,  or  other  incentives  could  be  provided  to  banks  en- 
gaged in  public  purpose  lending.  Such  privileges,  however,  should  only  be  granted 
to  banks  that  meet  a  high  hurdle  of  investment  in  low-  and  moderate-income  com- 
munities. Clarification  of  the  Community  Reinvestment  Act,  particularly  its  enforce- 
ment system,  such  that  it  rewarded  proportionately  higher  investment  levels  in  low- 
and  moderate-income  communities,  rather  than  tolerating  resources  spent  in  docu- 
mentation and  process,  could  also  further  these  goals. 

In  the  highly  regulated  banking  industry,  the  tightening  of  regulations  and  regu- 
latory enforcement  can  have  a  significant  effect  on  the  availability  of  credit.  The 
tension  between  maintaining  the  regulatory  oversight  necessary  to  ensure  the  safety 
and  soundness  of  each  institution  and  the  industry  as  a  whole  and  ensuring  banks 
the  latitude  to  exercise  the  independent  judgment  necessary  to  meet  credit  needs 
is  a  delicate  balance.  Small  business  lending,  in  particular,  has  recently  been  nega- 
tively effected  by  a  change  in  this  balance.  New  mechanisms  must  be  found  to  en- 
courage lenders  to  prudently  but  aggressively  make  more  loans  to  small  businesses. 
Credit  enhancements,  such  as  mechanisms  to  securitize  small  business  loans,  need 
to  be  developed. 

Finally,  some  large  banks  might  most  productively  invest  in  low-  and  moderate- 
income  communities  indirectly  through  a  business  partnership  with  a  community 
development  financial  institution.  Such  partnerships  might  include  investments  in 
community  development  organizations  that  include  community  development  banks, 
community  loan  funds,  community  development  credit  unions  and  micro-credit  pro- 
grams. These  types  of  partnerships  should  be  taken  into  consideration  in  the  incen- 
tive structure. 

Community  Development  Banks.  Conventional  banks  and  community  development 
banks  do  not  compete;  they  are  natural  partners.  Community  development  oanks 
operate  in  a  market  niche  which  is  generally  not  "bankable"  except  by  such  special- 
ized, comprehensive  institutions.  In  effect,  they  "grow"  the  market  for  conventional 
banking  much  more  than  they  take  a  "slice"  of  the  existing  "pie."  The  need  for  a 
network  of  development  banks  would  not  be  supplanted  by  expanded  community 
lending  by  conventional  banks,  but  rather  development  banks  would  reduce  risk  for 
conventional  banks.  A  few  preliminary  thoughts  on  the  proposal  for  Federal  support 
for  expanding  the  number  of  community  development  banks  follow. 

Creation  of  a  network  of  100  community  development  banks  over  the  next  four 
years  can  have  a  dramatic  impact  on  the  quality  of  life  in  disadvantaged  commu- 
nities across  the  country.  In  scope,  this  plan  is  very  ambitious  for  the  allotted  time. 
However,  the  creation  of  a  large  network  of  development  banks  can  be  achieved  if 
legislation  is  enacted  during  1993  that  provides  Federal  funding  for  equity  invest- 
ments in  development  banks.  Community  development  banks  need  to  continue  as 
privately-owned,  regulated,  financial  institutions  subject  to  the  discipline  of  the 
marketplace  and  the  oversight  of  economically  self-interested  investors.  Equity  in- 
vestments by  the  Federal  Government  should,  therefore,  be  matched  by  equity  in- 
vestments from  the  private  sector  on  at  least  a  1  to  1  basis. 

Investments  by  Federal  Government  should  be  made  and  overseen  by  an  inde- 
pendent agency  ("Entity")  that  will  carefully  select  and  nurture  these  nascent  orga- 
nizations. The  ultimate  success  of  this  program  will,  however,  depend  upon  the  ex- 
tent to  which  local  market  forces  rather  than  regulation  set  the  direction  of  develop- 
ment banks.  Development  banks  wiU  fulfill  their  mission  by  responding  to  the  mar- 
ketplace, not  a  command  and  control  bureaucracy. 

Development  banks  need  capital.  They  must  also  generate  profits  to  support  fu- 
ture growth  and  generate  financial  returns  for  their  shareholders — including  the 
Federal  Government.  If  the  Federal  (government  is  serious  about  creating  a  national 
network  of  development  banks,  it  must  invest  equity  capital  in  these  banks  and  ex- 
pect a  long  term  financial  return  on  its  investment.  The  Entity  that  manages  this 
investment  activity  should  be  independent  of  existing  regulatory  authorities  and 
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apolitical.  The  mission,  structure  and  management  capacities  of  each  development 
bank  will  vary  with  the  need  of  the  distinct  geographic  area  it  serves.  Thus,  a  care- 
ful, competitive,  selection  process  must  be  implemented  which  selects  institutions 
with  comprehensive  business  plans,  well-qualified  professional  management,  an  ex- 
perienced board  or  directors,  appropriate  structures  tailored  to  the  needs  of  local 
communities,  and  demonstrated  capacity  for  comprehensive  community  development 
An  array  of  institutional  structures  will  be  appropriate  to  particular  circumstances, 
including  partnerships  with  existing  community  development  corporations  and  fi- 
nancial institutions.  Accordingly,  the  Entity  must  be  afforded  great  discretion  in  its 
investment  decisions. 

Grants,  forgivable  loans,  and  other  creative  financing  should  be  made  available 
to  support  start-up,  and  to  support  the  work  of  the  non-bank,  non-profit  affiliates 
of  development  banks  on  the  cutting  edge  of  development  finance.  The  non-bank  af- 
filiates of  existing  development  banks  focus  on  human  development  issues  and  on 
making  "non-banicable"  deals  work.  The  non-bank  affiliates  will  be  the  arena  in 
which  community  development  banks  interface  most  with  traditional  financial  insti- 
tutions in  areas  such  as  low  income  housing  development,  equity  financing  for  small 
business,  workforce  development,  and  technical  assistance  for  entrepreneurs.  Viable 
affiliate  organizations  working  in  partnership  with  the  financial  subsidiary,  deliver- 
ing non-bank  development  resources,  are  essential  to  the  success  of  the  development 
bank. 

As  a  federally  insured  depository  institution,  a  development  bank  will  be  highly 
restricted  by  existing  regulatory  authorities.  As  noted  above,  this  regulation  pro- 
vides a  level  of  discipline  and  credibility  which  is  crucial  to  success.  Development 
banks  emphatically  should  not  be  established  under  a  wholly  new,  special  charter 
which  exempts  them  from  the  existing  regulatory  system.  At  the  same  time,  addi- 
tional Federal  regulation,  specific  to  these  institutions,  would  unnecessarily  stifle 
them. 

The  Entity  should  exercise  guidance  particular  to  development  banks  through  the 
avenues  available  to  it  as  a  principal  shareholder.  First,  the  selection  process  must 
be  rigorous.  Cnly  organizations  that  card  leverage  Federal  investments  with  private 
capital  and  demonstrate  capacity  to  manage  a  regulated  depository  as  part  of  imple- 
menting a  carefully  designed,  comprehensive  community  development  program 
should  DC  considered  for  investment.  Secondly,  the  Entity  can  guide  the  course  of 
development  banks  by  being  an  active  shareholder,  voicing  its  concerns  and  voting 
its  shares.  Finally,  the  Entity  can  exercise  control  through  investment  agreements 
that  identify  specific  goals  for  each  development  bank.  Investment  agreements 
would  allow  the  Entity  to  replace  management  or  to  withdraw  from  a  development 
bank  in  the  event  that  the  bank  does  not  make  sufficient  progress  in  fulfilling  its 
development  (as  opposed  to  financial)  goals.  On  a  regular  basis,  the  Entity  itself 
should  be  required  to  report  to  Congress  on  the  development  impact  and  the  finan- 
cial return  on  its  investments  in  community  development  banks. 

In  under-invested  communities,  development  banks  are  net  importers  of  the  cap- 
ital needed  to  stimulate  local  markets.  This  happens  in  two  ways:  through  equity 
investments  by  private  owners  and  through  deposits  generated  outside  the  commu- 
nity. Development  banks  must  attract  these  funds  in  the  same  manner  and  at  es- 
sentially the  same  investment  terms  as  conventional  banks.  However,  development 
banks  are  at  a  competitive  disadvantage  in  competing  in  the  national  marketplace 
because  they  are  smaller  and  have  higher  costs  associated  with  their  support  for  de- 
velopment activities. 

Equity  investment  in  development  banks  must  be  made  with  the  expectation  of 
the  ability  to  recoup  one's  investment  with  a  modest  return.  If  investors  do  not  have 
this  expectation,  the  discipline  and  oversight  critical  to  success  is  lessened.  On  the 
other  hand,  achieving  community  development  goals  is  a  long  term  undertaking 
that  requires  patient  investors  that  do  not  seek  to  maximize  profits.  Innovative 
mechanisms  to  enhance  the  long  term  financial  viability  of  equity  investments  in 
development  banks  and  to  increase  the  liquidity  of  such  investments  would  increase 
the  availability  of  private  capital  and  lessen  the  need  for  Federal  equity  investment. 

Similarly,  conventional  banks,  particularly  those  that  do  not  have  retail  lending 
operations,  could  be  significant  partners  with  development  banks.  These  institutions 
do  not  have  readily  available,  effective  delivery  mechanisms  for  meeting  local  credit 
needs  in  under-invested  communities.  Equity  investments  in  community  develop- 
ment banks  could  expand  their  ability  to  meet  their  responsibilities  under  the  Com- 
munity Reinvestment  Act  without  the  retjuirement  that  they  change  the  nature  of 
their  business.  Sanctioning  and  encouraging  these  types  of  investments  could  pro- 
vide a  new  source  of  capital  for  development  banks.  Recognition  of  the  public  pur- 
pose served  by  banks  making  equity  investments  in  development  banks  should  not 
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replace  continued  emphasis  on  CRA  enforcement  and  serious  attention  to  the  need 
to  remedy  racial  disparities  in  lending  markets. 

The  majority  of  depositors  in  development  banks  seek  market  rate,  FDIC-insured 
bank  deposit  products.  Because  development  banks  draw  from  a  national  market 
place,  non-interest  bearing  checking  accounts  are  not  an  attractive  product  because 
of  the  slowness  of  making  deposits  by  mail.  Allowing  ATM  deposits  across  state 
lines  in  development  banks  would  make  regular  checking  accounts  more  attractive 
to  a  national  customer  base. 

Many  potential  social  investors,  like  pension  fund,  nonprofit  institutions,  and  reli- 
gious endowments,  would  deposit  in  development  banks  if  deposit  products  could  be 
developed  that  meet  their  needs  as  fiduciaries  to  secure  the  highest  return  with  the 
lowest  level  of  risk.  An  increase  in  the  amount  of  FDIC  insurance  available  to  devel- 
opment bank  depositors  would  leverage  more  deposits  without  additional  cost  to  the 
Federal  Government. 

The  deposit  base  of  a  development  bank,  like  that  of  a  conventional  bank,  needs 
to  be  diverse  to  guard  against  sudden  outflows  from  a  small  number  of  depositors. 
Individuals  interested  in  a  social  return  on  their  banking  might  be  more  able  to  de- 
posit in  development  banks  if  the  deposit  products  were  fully  competitive  with  those 
of  large  conventional  banks.  However,  development  banks  are  not  large  enough  to 
have  the  economies  of  scale  needed  to  offer  tnese  products  at  competitive  rates  to 
large  numbers  of  individuals.  Creation  of  innovative  tax  deductions  or  credits  for 
foregone  interest  on  below  market  rate  deposits  would  open  access  to  deposits  from 
individuals  and  corporations  without  jeopardizing  the  income  stream  of  the  develop- 
ment bank. 

Numerous  other  issues  need  to  be  considered  for  legislation  to  foster  large  scale 
replication  of  development  banks.  Appropriate  training  and  capacity  building  pro- 
grams will  be  needed,  particularly  to  build  from  the  strong  existing  base  of  commu- 
nity financial  institutions. 

Development  banks  can  achieve  public  purposes  on  a  profitable  basis,  through  un- 
usual institutional  design  and  partnerships.  The  challenges  of  inventing  an  appro- 
priate Federal  role  and  of  assuring  careful  implementation  are  considerable  but,  I 
believe,  well  worth  the  effort. 

Programmatic  Support  for  Community  Development.  This  third  category  of  poten- 
tial government  activity  encompasses  a  universe  of  existing  and  new  programs.  Par- 
ticular, distinct  programs  could  be  broadly  examined,  enhanced,  coordinated  and 
made  available  as  appropriate  to  all  institutions — from  conventional  banks  to  micro- 
loans  funds — which  engage  in  community  lending.  Guarantee  mechanisms  (such  as 
those  of  SBA  and  FHA),  secondary  market  mechanisms  (such  as  FNMA  and  FHLB), 
housing  tax  credits,  JTPA  funds,  loans  to  revolving  loan  funds  from  the  Department 
of  Agriculture,  capital  grants  from  HHS,  and  other  programs  are  all  essential  "tools" 
of  conumunity  development.  Performance  based  programming  tailored  to  the  distinct 
types  of  institutions,  products  and  markets  should  be  expanded. 

A  great  deal  of  additional  attention  might  be  productively  devoted  to  this  cat- 
egory. Others  much  more  qualified  that  I,  including  many  who  are  attending  this 
hearing,  might  be  asked  for  suggestions. 

Thame  you. 
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STATEMENT  OF  LYNDON  COMSTOCK 
CHAIRMAN,  COMMUNITY  CAPITAL  BANK 

February  3,  1993 

1.  Personal  Statement 

Thank  you  for  inviting  me  to  address  the  Committee  on  the  topic  of  community 
development  banking. 

My  name  is  Lyndon  Comstock.  I  am  the  Chairman  and  Founder  of  Community 
Capital  Bank  of  New  York  City.  Community  Capital  Bank  is,  as  far  as  I  know,  the 
only  independent  commercial  bank  ever  organized  in  the  U.S.  specifically  as  a  com- 
munity development  bank.  Our  bank  is  now  2  years  old  and  has  $20  million  in  as- 
sets. 

I  am  also  the  Chairman  of  LEAP,  Inc.  LEAP  is  a  nonprofit  venture  development 
organization  with  its  office  at  Community  Capital  Bank.  LEAP  provides  intensive 
management  assistance,  including  help  in  sourcing  risk  capital,  to  small  businesses 
in  low  income  areas. 

2.  Community  Development  Financial  Institutions 

At  the  outset,  I'd  like  to  note  that  community  development  banks  are  only  one 
of  the  categories  of  community  development  financial  institutions,  or  CDFI's.  I  in- 
clude as  CDFI's,  along  with  community  development  banks,  community  develop- 
ment credit  unions,  community  development  loan  funds,  microenterprise  funds,  and 
venture  development  organizations.  While  there  are  only  three  independent  com- 
mercial banks  that  explicitly  specialize  in  community  development  lending,  there 
are  a  total  of  more  than  300  CDFI's  at  present.  I  recommend  that  any  Federal  sup- 
port encompass  all  of  the  various  categories  of  CDFI's,  inclusive  of  the  rural  and 
reservation-based  CDFI's,  as  well  as  the  urban.  Assisting  in  the  expansion  of  exist- 
ing institutions,  and  not  just  the  creation  of  new  CDFI's,  is  particularly  important. 

Our  bank  is  a  member  of  a  recently  formed  ad  hoc  coalition  of  community  aevelop- 
ment  financial  institutions,  which  advocates  Federal  support  for  building  the  capac- 
ity of  the  CDFI  industry.  I  understand  that  you  have  been  provided  with  a  copy  of 
the  coalition's  position  paper,  "Principles  of  Community  Development  Lending  and 
Proposals  for  Key  Federal  Support." 

Each  type  of  CDFI  has  done  a  highly  effective  job  of  supporting  community  devel- 
opment, especially  so  considering  our  limited  resources.  We  are  professionally  man- 
aged, private  sector  organizations  that  have  been  created  and  operate  with  little  or 
no  Government  assistance.  The  capacity  of  each  type  of  CDFI  could  be  significantly 
increased,  however,  with  appropriate  Federal  support. 

3.  Need  for  Community  Development  Lending 

The  largest  pool  of  investment  capital  in  the  U.S.,  and  the  most  important  to  the 
financing  of  businesses,  housing,  and  consumer  credit,  is  the  several  trillion  dollars 
within  the  banking  system.  What  proportion  of  total  bank  lending  goes  to  low-  and 
moderate-income  individuals,  their  housing,  or  the  businesses  in  their  communities? 
I  estimate  no  more  than  1  percent.  Yet  more  than  half  of  the  people  of  our  country 
have  low-  or  moderate-income. 

Half  of  the  population,  yet  perhaps  as  little  as  1  percent  of  the  bank  loans.  This 
situation  could  be  fairly  called  "capital  starvation"  for  the  low-  and  moderate-income 
communities  which  suner  from  it. 

CDFI's  represent  a  useful  starting  point  for  increasing  our  Nation's  investment 
in  the  development  of  low-  and  moderate-income  communities.  CDFI's  make  vir- 
tually all  of  their  loans  in  low-  and  moderate-areas,  yet,  as  an  industry,  have  had 
little  problem  with  loan  losses  to  date.  CDFI's  have  proven  their  ability  to  provide 
the  critical  first  wave  of  investment  and  project  development  in  economically  dev- 
astated neighborhoods,  and  to  do  so  for  the  benefit  of  the  existing  residents,  not 
their  displacement.  And  CDFI's  do  this  work  at  their  own  choosing,  without  regu- 
latory pressure  and  elaborate  negotiations. 

4.  Expanding  the  Capacity  of  CDFI's 

As  part  of  an  overall  national  strategy  of  dramatically  increasing  investment  in 
low-  and  moderate-income  communities,  I  urge  the  Federal  Government  to  help  pro- 
mote a  major  expansion  in  the  capacity  of  the  CDFI  industry  by  the  end  of  the  cen- 
tury. 

There  are  three  principal  factors  needed  to  make  a  major  expansion  of  the  CDFI 
industry  possible.  First  is  equity  capital.  Hundreds  of  millions  of  dollars  in  equity 
capital  will  be  needed  by  the  CDFI  industry  over  the  coming  years  to  make  possible 
the  degree  of  expansion  of  CDFI's  which  the  Clinton  administration  has  called  for. 
Because  the  capital  markets  for  social  investment  capital  are  only  beginning  to  take 
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shape,  a  high  level  of  Government  participation  will  be  needed  to  help  induce  ade- 
quate private  sector  investment. 

Second,  a  large  amount  of  technical  assistance  is  needed  in  order  to  help  create 
the  needed  flow  of  new  community  development  projects.  High  quality  technical  as- 
sistance is  critical  to  the  success  of  new  community  development  projects,  yet  it  is 
inherently  unlikely  to  be  self-funding.  Additionally,  technical  assistance  is  needed 
for  new  or  emerging  CDFI's. 

Third,  professional  training  programs  will  need  to  be  created  to  help  provide  the 
staffing  for  a  major  expansion  of  the  CDFI  industry.  Conventional  financial  experi- 
ence is  an  excellent  starting  point,  but  I  believe  CDFI  loan  officers  and  technical 
assistance  providers  need  a  specific  background  in  community  development-related 
projects. 

Since  "community  development  financial  institution"  isn't  a  term  defined  by  stat- 
ute or  regulation,  minimum  eligibility  requirements  need  to  be  established  for  any 
Federal  CDFI  support  program.  I  suggest  two  key  criteria.  The  applicant  institution 
should  have  an  explicit,  formally  adopted,  primary  mission  of  supporting  community 
economic  development,  which  ought  to  be  appropriately  evidenced. 

Further,  the  CDFI's  loans  or  investments  must  be  principally  directed  to  the  sup- 
port of  community  development  once  the  Federal  support  has  been  utilized.  I  sug- 
gest that  be  defined  as:  at  least  two-thirds  of  the  loans  or  investments  of  the  CDFI 
must  support  affordable  housing,  small  businesses,  or  social  services  in  low-  or  mod- 
erate-income areas,  or  provide  credit  to  individuals  of  low-  or  moderate-income.  It 
should  be  the  CDFI's  responsibility  to  make  an  affirmative  showing  that  its  lending 
or  investment  practices  meet  this  definition  if  it  wishes  to  receive  Federal  support. 
New  CDFI's,  whether  startups  or  conversions  of  existing  institutions  to  CDFI  sta- 
tus, will  not  have  had  the  opportunity  to  prove  their  community  development  ori- 
entation, Those  new  CDFI's  should  therefore  be  required  to  submit  a  detailed  busi- 
ness plan  which  supports  this  intended  lending  or  investment  posture. 

5.  Community  Reinvestment  Act 

Within  the  context  of  this  discussion  ol  CDFI's,  I  have  two  comments  I'd  like  to 
make  about  the  Community  Reinvestment  Act.  First,  I  believe  that  all  of  my  col- 
leagues in  the  CDFI  industry  agree  that  any  Federal  support  for  CDFI's  should  not 
cause  any  weakening  of  the  CRA.  We  support  full  CRA  enforcement. 

Also,  it's  entirely  unrealistic,  in  my  opinion,  to  think  that  the  CRA  will  cause 
widespread  bank  support  for  CDFI's,  which  could  therefore  substitute  for  Federal 
support.  Banks  already  generally  receive  CRA  credit  for  investing  in  CDFI's,  but 
have  only  chosen  to  do  so  in  relatively  small  amounts.  Most  of  that  investment  has 
been  deposits  or  their  equivalent,  rather  than  the  equity  investment  and  technical 
assistance  grants  which  are  needed  for  the  expansion  of  the  CDFI  industry.  I  hope 
there  will  be  more  investment  in  CDFI's  by  banks,  but  Federal  support  is  needed 
if  there  is  to  be  any  significant  step-up  in  the  rate  of  CDFI  formation  and  expansion. 

6.  Community  Capital  Bank 

Turning  to  the  CDFI's  that  I've  founded,  Community  Capital  Bank  is  a  New  York 
State  chartered,  FDIC  insured  commercial  bank.  Our  Bank  has  made  or  committed 
more  than  $7  million  in  loans  and  letters  of  credit  so  far,  all  of  which  are  commu- 
nity development  related.  Approximately  $3  million  of  this  total  is  directed  to  multi- 
unit  affordable  housing,  while  the  other  $4  million  supports  small  businesses  and 
nonprofits  in  low-  and  moderate-income  areas  of  New  York  City.  Examples  of  these 
small  business  loans  include  minority  contractors,  nursing  homes  for  AIDS  victims, 
and  a  Ben  and  Jerry's  franchise  in  Harlem  employing  homeless  men. 

I'm  happy  to  tell  you  that  Community  Capital  Bank  does  not  have  a  single 
nonperforming  or  delinquent  loan  so  far. 

Community  Capital  Bank  was  initially  capitalized  at  $6  million,  which  we  raised 
from  socially  concerned  institutional  and  inaividual  investors  in  a  limited  public  of- 
fering. Approximately  one-third  of  our  capital  is  from  a  wide  variety  of  religious  or- 
ganizations, one-third  is  from  other  institutions  including  banks,  corporations,  foun- 
dations and  labor  unions,  and  one-third  is  from  190  individuals. 

I  know  from  personal  experience  that  raising  this  amount  and  type  of  capital  for 
a  new  organization  is  extremely  difficult.  In  our  case,  it  took  about  one  person-year 
of  professional  staff  time  per  million  dollars  raised,  not  to  mention  the  help  of  nu- 
merous unpaid  supporters.  The  problem  of  raising  equity  capital  is  the  single  most 
important  reason  that  there  are  so  few  community  development  banks  today. 

Community  Capital  Bank  has  received  no  Government  subsidies  of  any  type  to 
date.  We've  received  a  $100,000  CD  at  a  market  rate  from  the  New  York  City  Comp- 
troller's office,  but  the  rest  of  our  $15  million  in  deposits  comes  from  some  800  pri- 
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vate  institutions  and  individuals.  We  do  make  active  use  of  Government  credit  en- 
hancement programs,  especially  the  SBA  loan  guarantee  program. 

Because  our  bank  is  unsubsidized  and  needs  to  support  itself  financially,  we  must 
operate  efficiently.  We  are  running  an  entire  $20  million  bank  Mrith  eight  people, 
about  to  increase  to  ten.  Our  people  are  talented  professionals,  and  all  except  our 
secretary  have  previous  banking  experience.  Our  President  and  CEO,  Stephen 
Laine,  has  almost  30  years  in  bajoking.  Our  VP.  Real  Estate,  Gina  Bolden,  has  an 
extensive  background  in  affordable  housing  lending. 

Since  our  loans  are  entirely  commercial  loans  requiring  individual  crafting,  they 
are  quite  labor  intensive.  We  have  been  able  to  compensate  for  this  by  being  ex- 
tremely efficient  on  the  operations  and  deposit  gathering  sides  of  the  bank.  Much 
of  our  deposit  support  comes  from  socially  concerned  investors,  which  has  allowed 
us  to  construct  a  stable  deposit  portfolio  emdently  and  at  reasonable  cost. 

7.  Competition 

Our  bank  makes  small  commercial  loans — from  $25,000  up  to  $450,000,  or  to 
$750,000  with  an  SBA  guarantee.  Let  me  sum  up  for  you  the  competition  in  that 
market  in  lower  income  areas  of  New  York  City.  We  have  had  only  two  deals  where 
we  were  truly  in  competition  with  another  bank.  We  haven't  lost  any  of  our  existing 
loans  to  another  bank.  And  we  havent  taken  a  loan  from  another  bank  that  was 
anxious  to  keep  that  loan. 

8.  LEAP,  Inc. 

I  would  also  like  to  briefly  describe  LEAP,  Inc.  to  you.  LEAP  started  out  of  a  rec- 
ognition that  a  commercial  bank  can't  provide  risk  capital,  meaning  equity  or  seed 
capital.  A  bank  also  has  significant  problems  providing  intensive  technical  assist- 
ance, partly  for  legal  reasons.  LEAP  is  a  nonprofit  which  fulfills  these  needs  for 
small  businesses  that  have  a  high  community  development  potential,  especially  as 
to  job  creation.  I  refer  to  LEAP  and  similar  organizations  as  venture  development 
organizations. 

LEAP  does  not  have  its  own  pool  of  capital.  Instead,  we  use  our  knowledge  of 
foundations  and  other  socially  concerned  investors  to  help  access  capital  for  uiese 
small  businesses. 

LEAP  focuses  on  two  particular  industries  at  present — food  processing  and  pri- 
mary health  care.  Our  current  clients  include  an  effort  by  a  group  of  laid-off  bakery 
worlcers  to  start  their  own  employee-owned  commercial  bakery.  Another  client  is  a 
group  of  Caribbean-American  doctors  who  hope  to  start  a  Medicaid  managed  care 
program  in  central  Brooklyn. 

Because  we  receive  so  many  requests  for  information  about  community  develop- 
ment banking,  LEAP  has  also  become  involved  in  providing  tedmical  support  to 
some  other  community  development  banking  efforts. 

9.  Federal  Government  Support 

I  hoj)e  that  your  investigation  of  community  development  financial  institutions 
will  lead  you  to  the  same  conclusion  I  reached  some  years  ago:  CDFI's  are  a  highly 
effective,  private  sector  means  for  channeling  capital  into  community  development. 

Federal  Government  support  could  greatly  boost  the  capacity  of  the  existing  CDFI 
infrastructure.  This  support  should  target  both  existing  CDFI's,  to  enable  mem  to 
increase  their  scope  of  activity,  and  the  creation  of  new  CDFFs.  A  relatively  small 
amount  of  Government  support  for  the  expansion  of  this  industry  could  ultimately 
have  a  dramatic  effect  on  community  development,  especially  because  of  the  inher- 
ent leverage  of  equity  capital  by  CDFrs. 

To  give  you  a  feel  for  the  dollars  needec^  a  new  community  development  bank 
shoula  aim  for  $5  million  to  $8  million  in  initial  equity  capital.  This  will  enable  the 
bank  to  reach  approximately  $40  million  to  $60  million  in  total  assets  within  a  few 
years.  If  Federal  equity  investment  were  provided  on  a  1:2  match,  the  Federal  in- 
vestment would  therefore  be  $2  million  to  $3  million  per  bank.  For  other  types  of 
CDFI's,  the  initial  investment  per  institution  will  usually  be  significantly  less. 

The  creation  of  fifteen  or  twenty  de  novo  (startup)  community  development  banks 
over  the  next  few  years  would  be  a  major  accomplishment,  and  could  be  achieved 
with  appropriate  Federal  support. 

In  this  context,  Fd  like  to  note  that  seed  capital  is  very  difficult  to  obtain  for  start- 
up CDFI's.  The  cost  of  organizing  a  new  bank  can  be  estimated  as  up  to  15  percent 
of  the  initial  capitalization.  For  a  $6  million  capital  bank,  this  leads  to  an  estimate 
of  as  much  as  $900,000  in  organizing  costs.  Federal  grants  for  half  this  amount 
could  greatly  accelerate  the  formation  of  new  community  development  banks  and 
other  CDFI's. 

The  incentive  of  Federal  equity  capital  could  help  lead  some  existing  banks  to  be- 
come community  development  banks,  which  would  also  expand  the  network  of 
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CDFFs.  And  the  existing  network  of  CDFI's  could  significantly  expand  its  asset  base 
with  the  benefit  fix)m  Federal  equity  investment  of  some  tens  of  millions  of  dollars, 
again  utilizing  a  1:2  match. 

Any  Federal  equity  investments  must  be  nonvoting.  In  the  case  of  community  de- 
velopment banks,  I  recommend  twenty-five  year  preferred  stock  investments  with 
a  noncumulative  dividend  in  the  2  percent-3  percent  range.  In  that  case,  it  will  be 
important  that  Congress  provide  a  directive  to  banking  regulators  that  these  invest- 
ments be  counted  as  the  equivalent  of  perpetual  preferred  stock  (Tier  1)  core  capital 
until  the  final  five  years  of  their  term.  For  the  remaining  term,  I  suggest  the  invest- 
ments should  be  considered  the  equivalent  of  intermediate-term  preferred  stock 
(Tier  2)  supplementary  capital. 

All  community  development  financial  institutions,  new  or  previously  existing, 
which  receive  Federal  equity  investment  should  be  required  to  provide  annual  com- 
pliance information  as  to  their  support  for  community  development  untU  that  in- 
vestment has  been  retired.  Immemate  repayment  of  the  equity  investment  should 
be  required  for  noncompliance. 

10.  Technical  Assistance  to  New  CDFI's 

Specialized  technical  assistance  for  new  and  emei^ng  CDFFs  is  needed.  For  ex- 
ample, for  each  new  community  development  bank  to  attempt  to  duplicate  the  learn- 
ing process  needed  for  a  successful  equity  underwriting  effort,  including  knowledge 
of  the  national  network  of  social  investors,  is  impossibly  laborious.  Yet  there  are  no 
investment  banking  firms  at  present  which  assist  in  this  type  of  socially  directed 
underwriting  for  CDFFs. 

The  organizing  process  for  a  CDFI,  especially  a  community  development  bank  is 
complex,  difiicult,  and  not  widely  understood.  I  refer  now  not  just  to  the  regulatory 
approvals  needed,  although  that  is  certainly  a  significant  part  of  the  bank  organiz- 
ing process,  but  to  the  actual  creation  of  a  substantially  sized  and,  in  some  CDFI 
categories,  highly  regulated  business.  Appropriate  business  planning,  board  member 
recruitment,  and  management  recruitment  are  the  most  critical  issues,  along  with 
regulatory  approval  ana  capital  raising. 

A  highly  particular  type  of  technical  assistance,  rooted  in  both  the  finance  and 
the  community  development  issues  of  a  CDFI,  is  needed  to  help  launch  new  CDFI's. 
Federal  support  to  assist  with  the  organizing  process  for  new  CDFI's  could  best  be 
provided  by  grants  or  contracts  to  help  pay  for  the  cost  of  appropriate  technical  as- 
sistance from  specialized  providers. 

The  availability  of  the  qualified  management  needed  for  an  expanding  number  of 
CDFFs  is  likely  to  be  problematic  for  the  foreseeable  future.  For  example,  with  com- 
munity development  banks,  it  will  be  a  prerequisite  to  recruit  experienced  bank  offi- 
cers for  the  more  senior  positions,  presumably  from  community  sized  banks  where 
they  will  have  had  exposure  to  the  types  of  issues  and  breadth  of  responsibilities 
faced  by  management  of  a  small  bank.  In  my  opinion,  the  pool  of  senior  officers  of 
small  banks  who  will  have  both  the  capacity  to  succeed  in  managing  a  bank  focused 
on  low-income  communities,  and  the  desire  to  take  such  a  job,  will  be  rather  limited. 

The  only  obvious  answer  to  this  problem  is  to  train  more  bank  officers  who  com- 
bine the  experience  and  qualifications  to  manage  a  bank  with  the  skills  and  interest 
to  manage  a  bank  that  is  specifically  focused  on  community  development.  That, 
however,  could  become  a  very  long-term  project  if  the  process  isn't  actively  assisted. 

11.  Legislation 

Finally,  it's  important  that  any  legislation  supporting  CDFI's  be  flexibly  struc- 
tured. This  is  a  young  and  growing  industry,  whose  needs  are  evolving.  A  responsive 
administrator  of  Federal  support  is  equally  important,  so  that  the  process  doesn't 
become  so  time-consuming  as  to  be  effectively  useless,  especially  for  newly  forming 
CDFFs.  I  urge  that  strong  input  from  CDFI  practitioners  be  incorporated  into  the 
administration  of  any  Federal  support  to  CDFI's.  The  best  vehicle  for  accomplishing 
these  administrative  purposes  may  well  be  a  quasi-independent  corporation. 

I  appreciate  the  opportunity  you've  given  me  to  express  my  views  on  community 
development  banking.  I  will  provide  you  with  one  page  summary  descriptions  of 
Community  Capital  Bank  and  LEAP,  Inc.  are  attached  for  your  review. 

Thank  you. 

Community  Capital  Bank— Summary  Description 
Status 

•  New  York  State  chartered,  FDIC  insured  commercial  bank. 

•  Two  years  old. 

•  Third  commercial  bank  in  the  U.S.  with  an  explicit  community  development  focus. 
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•  First  de  novo  community  development  commercial  bank. 

•  All  loans  to  date  support  multi-unit  aflbrdable  housing,  small  businesses,  or  non- 
profits in  low-  and  moderate-income  nei^boiiioods  of  New  York  City. 

•  Full  assortment  of  deposit  products  at  maiket  rates,  plus  CIRRLfS  ATM  cards, 
FEDWIRE,  and  ACH. 

Financials 

•  $20  million  in  assets  at  12/31/92. 

•  $7  million  in  loans  and  letters  of  credit  committed,  all  community  development- 
related,  to  30  borrowers. 

•  No  delinquent  or  nonperforming  loans  so  far. 

•  $15  million  in  deposits  from  800  depositors  in  25  states. 

•  60  percent  of  deposits  from  institutions,  40  percent  from  individuals. 

•  $2  million  assets/employee  exceeds  industry  average  for  operating  efficiency. 

Capitalization 

•  $6  million  initial  equity  capital  from  250  shareholders. 

•  One-third  of  capital  from  30  religious  organizations. 

•  One-third  of  capital  from  30  corporations,  banks,  foundations,  and  labor  unions 

•  One-third  of  capital  from  190  individuals. 

Loans 

•  All  commercial  loans  to  date. 

•  Loans  for  working  capital,  construction,  permanent  mortgage,  and  equipment, 
plus  standby  letters  of  credit. 

•  Examples  of  borrowers  including  nursing  homes  for  AIDS  patients,  housing  rehab 
in  Brooklyn,  minority  contractors,  minority  owned  Ben  &  Jerry's  franchise,  knit- 
wear manufacturer,  small  apartment  buildings,  and  hardware  stores. 

•  Government  credit  enhancement  programs  are  used,  especially  SBA  loan  guaran- 
tees. 

Staff 

•  Eight  employees,  increasing  to  ten  in  early  1993. 

•  Allemployees  but  one  have  previous  banlung  experience. 

•  President  and  CEO  Stephen  Laine  has  almost  30  years  of  experience  in  small 
banks. 

•  Chairman  Lyndon  Comstock  (part-time)  has  both  community  development  and 
banking  background.  He  is  also  Chairman  of  LEIAP,  Inc.,  a  nonprofit  venture  de- 
velopment organization  with  its  office  at  Community  Capital  Bank. 

Mission 

The  purpose  of  LEAP,  Inc.  is  to  help  businesses  that  benefit  low-  and  moderate- 
income  communities  in  New  York  City.  LEAP  is  particularly  interested  in  assisting 
businesses  that  provide  decent  jobs  for  residents  of  these  communities.  LEAP  is 
known  as  a  community  development  venture  sponsorship  organization. 

Services 

To  support  the  creation  or  expansion  of  for-profit  or  nonprofit  ventures,  LEAP  pro- 
vides a  range  of  services  chat  combine  elements  of  investment  banking,  venture  cap- 
ital raising,  and  management  consulting.  LEAP  assists  management  in: 

•  Raising  capital — e.g.  grants,  equity,  senior  and  subordinated  debt — for  a  variety 
of  purposes — including  seed  capital,  working  capital,  and  funding  of  fixed  assets. 

•  Key  development  tasks — e.g.  management  recruitment,  business  planning,  test 
marketing,  site  selection,  and  access  to  professional  services. 

•  Strengthening  finance,  marketing,  and  public  relations,  including  use  of  special- 
ized consultants  or  peer  contacts. 

Clients 

LEAPs  current  clients  are  food  production  and  primary  health  care  companies  as 
well  as  microenterprise  funds.  LEAP  works  intensively  with  a  small  group  of  cUents 
over  an  extended  time  frame.  Client  selection  is  not  based  on  ability  to  pay. 

Staff 

Lyndon  Comstock,  Chairman.  Jonathan  Glazer,  Project  Director.  Vivian  Hunt, 
Project  Director.  Earl  DePass,  Project  Associate.  Brenda  Lauchart,  Secretary. 

Board  of  Directors 

Lyndon  Comstock,  Chairman,  Community  Capital  Bank/LEAP  Inc.  Beverly 
Brown,  Program  staffs  Joyce  Mertz-Gilmore  Founaation.  Carl  Ferenbach,  General 
Partner,  Berkshire  Partners.  John  GufTey,  Chairman,  Calvert  Social  Investment 
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Foundation.  Oliver  Wesson,  President,  Morgan  Community  Development  Corpora- 
tion. 

LEAPs  office  is  located  within  the  office  of  Community  Capital  Bank  in  downtown 
Brooklyn.  LEAP  is  a  tax-exempt  nonprofit  corporation  under  IRS  section  501(cK3). 

STEVE  W.  LOPEZ,  PRESIDENT/CEO,  THE  FUND  TO  ORGANIZE 
THE  SOUTHSIDE  BANK 

Why  the  Need  Exists  in  Distressed  Neighborhoods  to  Improve 

Access  to  Credit 

Although  African  Americans,  Hispanics,  etc.  comprise  a  substantial  segment  of 
inner-city  residents  in  the  United  States,  they  continue  to  live  outside  the  beltway 
of  the  capitalistic  system:  To  participate  fully  in  the  capitalistic  system,  one  must 
have  access  to  capital,  for  without  capital  one  cannot  participate  in  the  capital  struc- 
ture or  eauity  base  of  the  United  States.  According  to  Jack  Kemp  in  a  recent  testi- 
mony to  tne  Senate  Finance  Conrunittee  on  Enterprise  Zones,  he  stated  that  African 
Americans  owned  less  than  IV2  percent  of  the  equity  of  the  United  States,  even 
though  we  are  13  percent  of  its  population. 

At  a  time,  when  the  U.S.  needs  to  grow  its  economic  base,  it  cannot  afford  to  con- 
tinue to  ignore  a  major  segment  of  its  market.  The  African  American  community 
(32  million  strong)  that  earned  $300  billion  in  1991.  The  African  American  commu- 
nity that  accounted  for  10  percent  of  domestic  automobiles  purchased  in  the  U.S. 
(Chryslers  share  of  the  U.S.  Market  is  10  percent).  If  African  Americans  were  to 
be  spun-ofT  as  a  Nation  based  on  income  earned,  it'd  be  the  9th  richest  country  in 
the  world.  The  $300  billion  figure  compares  to  the  amount  ($300  billion),  as  per 
Ross  Perot,  the  U.S.  spent  for  tne  same  period  defending  NATO.  The  African  Amer- 
ican market  is  substantive,  and  should  not  be  ignored  by  American  Corporations, 
when  they  are  seeking  an  increase  in  market  snares.  Ii  the  U.S.  can  use  its  re- 
sources to  teach  the  Russians  and  Eastern  Europe  how  to  be  capitalists,  it  should 
also  teach  African  American  citizens  how  to  be  capitalists.  It  is  in  the  national  inter- 
est of  the  U.S.  to  do  so. 

Today,  U.S.  corporations  go  abroad  to  find  cheap  labor  to  increase  their  market 
shares  at  the  expense  of  urban  and  rural  America.  There  appears  to  be  this  sense 
in  the  Nation,  that  urban  areas  or  powerless  segments  of  tne  country  can  be  ig- 
nored. It  is  not  being  realized,  that  as  the  urban  centers  deteriorate,  so  will  the  sub- 
urbs. It  is  only  a  matter  of  time,  when  there  will  not  be  a  hiding  place  for  anyone. 
Presently  cities,  counties,  townships,  etc.  are  pitying  their  citizens  vs.  one  another 
because  of  a  shrinking  tax  base,  reduced  revenue  sharing  from  the  Federal  Govern- 
ment, and  due  to  an  idle  workforce,  that  looks  to  the  state  for  some  type  of  "non 
productive  entitlement."  What  happens  then  (as  is  now)  when  states  and  cities  have 
no  one  else  to  tax?  What  happens  when  the  tax  base  cannot  support  the  debt  capac- 
ity of  tide  local  or  state  Government?  How  can  one  help  to  stem  the  tide? 

Ethnic  balkanization  becomes  more  prevalent,  local  schools  and  law  enforcement 
agencies  become  overloaded  and  we  then  start  tx)  invest  our  local  resources  in  non- 
productive prisons.  One  way  of  growing  the  economy  to  help  expand  the  tax  base 
IS  by  doing  the  following: 

A-  Making  it  possible  for  "qualified  entrepreneurial  borrowers"  in  the  inner 
cities  to  have  access  to  "sufficient  credit"  to  make  a  "feasible  prefect"  operate  so 
it  can  in  turn  create  iobs  and  hire  neighborhood  residents.  Too  often  "inadequate 
loans"  are  made  to  selected  "incompetent  minorities,"  so  the  system  can  have  Pyg- 
malion statistics  in  the  negative  to  justify  benign  neglect. 

B.  Duplication  of  Southshore  type  banks  in  the  inner  cities  and  rural  areas  to 
provide  'viable  Ventures"  in  distressed  area's  access  to  capital,  so  they  can  remain 
as  going  concerns.  Too  often,  commercial  banks,  savings  and  thrifts  will  accept 
cheap  deposits  from  inner-city  residents,  but  will  invariably  refuse  to  loan  it  to 
them  due  to  perceived  "higher  risk  problems."  For  example,  in  Grand  Rapids, 
where  Southside  Bank  is  in  formation,  the  inner-city  is  populated  by  85,000  citi- 
zens, 35,000  of  which  are  African  Americans;  in  1989  the  commercial  banks'  sav- 
ings and  thrifts  garnered  $508  million  in  deposits,  but  made  only  1  percent  of  the 
amount  in  loans  to  the  area: 

(1)  Experienced  business  persons  even  with  signed  City  or  State  contracts 
could  not  get  loans. 

(2)  Skilled  persons  purchased  businesses  commensurate  with  their  expertise 
and  cannot  obtain  working  capital  loans. 

(3)  Professionals  such  as  dentists,  doctors,  lawyers,  teachers,  etc.  have  a  dif- 
ficult time  getting  a  loan  approved  and  gave  up. 
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(4)  African  Americans  and  Hispanics  depositors  have  a  diflicult  time  getting 
a  loan  approved  even  when  their  savings  exceeds  the  amount  requested  to  be 
borrowea. 

(5)  Residents  have  a  tough  time  getting  a  conventional  mortgage  or  a  home 
improvement  loan. 

(6)  African  American  and  Hispanic  contractors  and  developers  cannot  obtain 
financing  for  their  projects. 

On  the  basis  of  the  above,  African  American  business  persons  have  a  difficult  time 
becoming  job  creators,  or  employers  and  be  in  a  position  to  hire  other  minorities. 
Complicating  the  situation  further,  are  the  following  circumstances: 

The  tendency  of  African  Americans  to  boycott  themselves — not  doin^  business 
with  one  another — for  example;  in  1989,  African  Americans  in  Grand  Rapids  earned 
$208  million  but  spent  most  of  it  outside  the  conununity — contributing  further  to 
non-job  creation — confirming  the  notion,  that  African  Americans  have  always  been 
on  the  consumer  side  of  the  eouation  as  opposed  to  the  supply  side.  Mark  Green, 
Commissioner  of  Consumer  Affairs  for  New  York  commissioned  a  study  on  the 
spending  habits  of  African  Americans  and  Hispanics  in  New  York  compared  to  the 
Asian  community.  The  results  were  interesting: 

1.  For  each  $  the  Asian  person  brought  to  his  community,  it  turned  over  16  times 
before  it  left.  Why?  The  Asians  own  their  own  banks,  factories,  real  estate,  stores, 
restaurants,  etc.  They  provide  jobs  for  one  another. 

2.  In  the  "African  American  community"  and  the  "Hispanic  community,"  it  had  the 
"rubber  efrect."  As  soon  as  the  $  came  in,  it  bounced  back  out — African  Americans 
own  very  little  land  and  tools  of  production.  Going  back  to  the  Middle  Ages,  the 
power  brokers  and  decision  makers  were  the  landowners,  the  churches,  and  the 
class  that  produced  goods  and  services. 

3.  Us  African  Americans  still  do  not  understand  the  meaning  of  the  word  "Free- 
dom." Our  concept  of  Freedom  is  still  confined  to  Civil  Rights.  We  still  don't  get  it — 
that  the  color  of  freedom  is  "green  money" — not  which  end  of  the  Bus  we  ride  on — 
not  what  names  people  call  us — but  what  we  own,  what  we  manufacture — if  we  own 
the  Bus,  it  does  not  matter  which  end  we  ride  on — if  we  own  the  "Hotel"  and  the 
clerks  call  us  names  we  can  reprimand  or  fire  them. 

4.  The  Corporate  Network  views  the  African-Hispanic  American  people  strictly  as 
consumers — a  place  where  they  send  delivery  trucks  to  sell  their  products.  There  is 
no  reciprocity — for  example,  investing  in  the  people  or  businesses  that  are  in  the 
area.  Unfortunately,  the  African  American  is  not  as  sophisticated  as  the  Jewish 
American  to  retaliate  by  doing  "selective  buying."  In  the  Jewish  Community  anyone 
that  is  inimical  to  the  Jewish  people  or  the  State  of  Israel  is  boycotted. 

5.  The  African  American  community  does  not  benefit  from  the  community  rein- 
vestment act  for  the  following  reasons: 

A.  Weak  reviews  or  audits  by  pertinent  Government  regulators  of  Banks  and 
their  compliance  with  C.R.A. 

B.  The  corporate  citizens  are  provided  with  safety  valves  through  community 
organizations  such  as  local  NAACP,  Urban  League,  some  churches,  etc.  to  under- 
write annual  dinners,  little  league  teams,  etc.  Investment  into  meaningful  or  sub- 
stantive projects  that  would  provide  meaningful  jobs,  so  a  person  can  support  a 
family  are  not  undertaken.  The  corporate  citizen  fills  his  C.R.A.  Portfolio  with 
these  meaningless  public  relations  activities,  in  addition  to  writing  it  off  as  a  tax 
deduction.  The  persons  in  whose  name  this  was  done  are  no  better  off  for  it. 

C.  Most  African  American  community  members  do  not  understand  the  C.R.A. — 
much  less  monitor  it.  The  banking  community  has  found  ways  of  circumventing 
the  C.R.A.  through  mere  public  relations. 

D.  The  African  Americans  have  abdicated  themselves  to  "helplessness"  and  "con- 
fusion." We  are  going  to  need  competitive  assistance  to  start  turning  things 
around. 

Barriers  Encountered  in  the  Formation  of  Community  Banks 

A.  Established  law  firms  and  consulting  firms  cannot  be  obtained  for  Chartering 
and  writing  of  the  Offering  Circular  due  to  prohibitive  fees.  Established  law  firms 
have  expertise  and  networks  that  the  "Entity  in  Formation"  cannot  benefit  from,  un- 
less it  has  a  Godfather  to  pay  for  it. 

B.  The  utilization  of  aftordable  lawyers  delays  the  process  for  the  following  rea- 
sons: 

(1)  Lack  of  expertise  in  the  Chartering  of  new  or  De  Novo  Banks. 

(2)  Lack  of  sufficient  business  and  banking  experience  on  the  prospective  banks 
Board  (Southside  Bank  was  initiated  by  community  activists). 
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(3)  Understanding  of  the  distinction  between  a  social  agency  and  a  "for  profit" 
venture. 

C.  Typically  the  offering  is  small  and  not  attractive  to  Brokerage  houses  for  mar- 
keting. The  stock  has  to  be  marketed  by  the  Executive  and  Board  members  who  are 
hampered  hy  the  following: 

(1)  Limited  advertising  resources. 

(2)  Educating  members  of  the  community  who  would  be  the  beneficiaries  of  the 
banking  services. 

(3)  Board  members  invariably  have  full-time  jobs  and  do  not  have  much  time 
to  devote  to  stock  sale.  Consequently,  stock  sale  falls  squarely  on  the  shoulder  of 
the  Executive. 

D.  The  time  period  of  one  year  for  capitalization  is  too  short — in  minority  commu- 
nities, it  should  be  for  2-3  years.  I  would  strongly  recommend  that  the  Banking 
laws  be  amended. 

E.  Lack  of  cooperation  and  concern  on  the  part  of  some  of  the  following: 

(1)  Most  members  of  the  local  financial  community  who  typically  benefits  from 
tax  abatements,  etc. 

(2)  Most  members  of  the  religious  community. 

(3)  Middle  class  minorities  (African  and  Hispanics). 

(4)  Municipalities  and  agencies. 

F.  Lack  of  sufficient  financial  resources  (such  as  a  credit  line)  to  weather  the 
swings  in  stock  sale.  Only  the  fees  from  stock  sale  can  be  used  for  administrative 
purposes. 

G.  Bankers  manage  "risk"  to  make  a  maximum  return.  Unfortunately,  the  "per- 
ception" is  that,  that  "risk"  cannot  be  in  an  African-Hispanic  atmosphere. 

TESTIMONY  OF  EDWARD  H.  McNAMARA,  WAYNE  COUNTY  EXECUTIVE 

February  1,  1993 

Honorable  Chairman  and  Members  of  the  Committee:  I  would  like  to  explain  why 
Wayne  County  has  chosen  to  establish  a  community  development  bank  as  part  of 
its  revitalization  strategy.  In  addition,  I  will  discuss  the  challenge  faced  in  Wayne 
County's  older  communities  and  suggest  ways  in  which  the  Federal  Government  can 
support  emerging  development  banks  such  as  the  one  we  hope  to  establish. 

In  other  testimony  given  today  and  at  previous  hearings,  you  have  heard  rep- 
resentatives of  Shoreoank  Corporation  discuss  their  work  with  organizations 
throughout  the  country  who  are  exploring  the  establishment  of  development  banks. 
The  Wayne  County  Department  of  Jobs  and  Economic  Development  is  one  of  those 
organizations.  We  have  been  working  with  Shorebank  Advisory  Services  for  nearly 
two  years  to  develop  a  business  plan  for  a  development  Dank  based  on  the 
Shorebank  model.  I  hope  to  convey  to  you  today  Wayne  County's  vital  interest  in 
forming  a  development  bank. 

I.  Why  Wayne  County  Has  Chosen  A  Development  Bank 

As  part  of  its  economic  development  strategy  for  the  older  neighborhoods  within 
and  surrounding  the  city  of  Detroit,  Wayne  County  has  chosen  to  pursue  a  develop- 
ment bank  holding  company.  The  important  characteristics  of  a  community  develop- 
ment bank  include: 

•  Combining  a  bank  with  entrepreneurial,  non-bank  affiliates  and  provides  coordi- 
nated, comprehensive  interventions  for  community  development,  not  just  the  pro- 
vision of  credit. 

•  Leveraging  private  sector  resources  and  capital  by  accepting  deposits  and  turning 
them  into  development  credit. 

•  Targeting  credit,  capital,  and  market  information  into  a  geographically  defined 
area  to  shift  perceptions  of  both  residents  and  outside  capital. 

•  Delivering  a  wide  array  of  private  and  public  sector  resources  into  disinvested 
communities  by  blending  foundation  capital,  credit  enhancements,  tax  credits,  and 
other  existing  programs  in  innovative  ways; 

•  Conveying  a  symbolic  legitimacy  and  authority,  which  can  convince  residents  of 
its  commitment  and  confidence  in  the  community  and  encouraging  them  to  invest 
their  savings,  time,  and  effort  in  their  neighborhood. 

With  its  detailed  knowledge  of  the  community  and  the  ability  to  tap  multiple  tools 
and  resources,  a  development  bank  is  an  entrepreneurial  and  capable  partner  to 
Government's  standard  array  of  incentives  and  resources. 

The  challenges  facing  the  older  communities  of  Wayne  County  are  similar  to  those 
facing  disinvested  communities  in  other  American  cities.  In  response  to  the  glaring 
need  in  our  own  communities,  Detroit's  major  banking  institutions  have  committed 
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more  than  $1.6  billion  dollars  for  investment  in  Wayne  County's  older  communities. 
Our  markets  have  nearly  ceased  to  function,  however,  and  very  little  of  these  com- 
mitted iunds  have  been  disbursed.  The  gap  between  bankable  transactions  and  the 
re^ity  of  these  real  estate  markets  has  grown  too  wide. 

Three  Major  Problems 

We  have  three  major  problems:  non-functioning  real  estate  markets;  minimal  job 
creation  through  business  development;  and  deteriorated  social  fabric.  Each  of  these 
is  addressed  by  one  or  more  of  the  operating  units  of  our  proposed  development 
bank:  a  for-profit  real  estate  developer;  a  full-service  commercial  bank;  and  a  non- 
profit affiliate  engaged  in  housing  assistance,  small  business  support  services,  and 
non-bank  business  credit. 

First,  real  estate  markets  have  essentially  ceased  to  function  in  these  commu- 
nities due  to  the  sustained  lack  of  activiW.  In  1989,  only  one  mortgage  loan  was 
made  per  446  housing  units  in  Highland  Park,  compared  to  5  or  6  mortgages  made 
per  100  units  in  hemthy  markets.  Only  300  mortgages  were  made  in  1989  in  an 
area  of  140,000  persons.  The  perceptions  of  crime,  violence,  and  the  poor  future  of 
these  communities  hais  inhibited  new  investment  in  homes  and  businesses  by  those 
inside  and  outside  the  neighborhoods.  While  the  areas  of  Highland  Park,  Ham- 
tramck,  and  the  outer  edges  of  the  East  Side  of  Detroit  are  characterized  by  low 
levels  of  lending  and  investment,  the  housing  stock  in  these  areas  is  very  affordable 
and  is  a  strong  oase  on  which  to  build. 

To  create  visible  change  on  a  scale  that  shifts  the  perceptions  of  residents  from 
decay  to  opportunity,  the  real  estate  developer  wUl  need  to  change  the  microclimate 
within  individual  neighborhoods.  This  can  change  occurs  by  undertaking  large  scale, 
top-down  rehabilitation  and  new  construction  projects  that  have  a  visible  and  dra- 
matic impact  on  the  neighborhood.  Like  any  other  for-profit  development  company, 
the  developer  will  combine  an  array  of  Federal,  state,  and  private  resources,  includ- 
ing collaboration  with  the  Michigan  Housing  Development  Authority  and  use  of  the 
Low  Income  Housing  Tax  Credit.  By  carefully  choosing  the  locations  of  such 
projects,  the  developer  can  achieve  a  critical  mass  of  renovation  and  visible  change. 

iShorebank's  experience  in  Chicago  has  been  that  when  a  critical  mass  of  develop- 
ment activity  is  achieved,  a  group  of  housing  entrepreneurs  emerged  and  began  act- 
ing in  their  own  self-interest  to  approach  the  bank  for  the  financing  to  purchase  and 
rehab  nearby,  smaller  scale  properties. 

Although  the  markets  in  Wayne  County  are  different  from  those  in  Chicago,  the 
following  fundamental  principle  still  applies:  the  creation  of  attractive  housing  can 
change  the  expectations  of  local  residents  and  encourage  them  to  invest  their  sav- 
ings, time,  and  energy  in  the  community  and  in  home  ownership. 

Second,  job  creation  throudi  the  growth  of  small,  entrepreneurial  firms  has  been 
minimal  compared  to  the  volume  of  jobs  lost  in  manufacturing  and  industry.  The 
population  of^  these  communities  has  declined  by  half  since  the  1950's,  with  much 
of  that  loss  occurring  in  the  last  decade.  This  dramatic  population  drop  has  limited 
the  number  of  service  and  franchise  firms  in  these  areas,  two  sectors  which  have 
been  a  source  of  job  growth  in  other  markets.  The  availability  of  (1)  commercial 
loans  through  the  ba^,  along  with  aggressive  use  of  SBA-guarantees  and  other 
credit  enhancements,  and  (2)  Dusiness  support  services  and  non-bank  risk  capital 
through  the  non-profit  affiliate  will  provide  a  continuum  of  support  for  expanding 
small  businesses.  These  business  support  services  will  focus  on  marketing,  new 
product  development,  and  financial  management,  complementing  the  more  general 
technical  assistance  resources  already  in  place  in  the  Detroit  area. 

Third,  the  social  fabric  in  these  communities  has  been  deteriorating  over  time  and 
must  be  restrengthened.  The  non-profit's  housing  assistance  activities  will  include 
block  clubs,  community  safety,  and  events  to  sponsor  neighboriiood  pride.  These 
neighborhood-based  activities  help  restore  the  bonds  among  neighbors,  reestablish 
communication  networks,  and  help  the  restoration  of  social  fabric. 

Selection  of  Target  Areas  is  Key 

A  development  bank  serving  these  communities  will  not  have  an  easy  task. 
Changing  both  reality  and  perceptions  (such  as  deep-seated  pessimism  about  the  fu- 
ture of  these  communities)  will  take  time  and  persistent  effort.  To  be  profitable  and 
self-sustaining,  a  development  bank  will  have  to  select  its  niche  markets  very  care- 
fully and  husband  its  capital  prudently  by  concentrating  its  activities  in  small 
neighborhoods  until  they  are  stabilized  and  from  there,  branch  outward.  Encourag- 
ing investment  rather  than  disinvestment  is  critical  to  achieving  change,  but  very 
difncult  to  accomplish. 

Selecting  a  target  area  is  the  hardest  step  in  designing  a  development  finance  in- 
stitution. The  location  of  a  development  bank  dictates  its  design,  the  organizational 
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structure,  the  strategies,  and  the  tools  it  employs.  Although  the  principles  of  devel- 
opment banking  are  transferable,  a  development  institution  must  reflect  and  build 
upon  its  local  context.  For  example,  our  targeted  communities  in  Wayne  County 
have  an  abundance  of  low-cost  real  estate  that  makes  home  ownership  possible  for 
households  earning  less  than  $20,000  per  year.  Focus  groups  indicated  that  some 
demand  exists  for  nousing  within  certain  sub  areas  within  the  target  communities. 
The  housing  stock  is  attractive,  the  cost  of  land  and  buildings  is  low,  and  rehab  ex- 
penses are  minimal. 

In  Wayne  County,  the  primary  strategy  will  be  to  target  specific  opportunities  in 
housing  development  within  the  proposed  target  communities  of  Hamtramck,  High- 
land Park,  and  portions  of  the  East  Side  of  Detroit.  In  choosing  the  target  areas, 
management  must  balance  the  need  for  the  bank  to  maintain  its  profitability  with 
the  opportunity  to  undertake  large  scale,  non-bank  development  projects  in  areas 
of  need.  Certain  parts  of  these  communities  have  experienced  sucn  prolonged  and 
severe  disinvestment  that  they  cannot  support  a  self-sustaining  development  bank. 

II.  Why  a  Development  Bank  Complements  Conventional  Lending 

A  comparison  with  the  purposes  of  conventional  banks  may  help  clarify  the 
unique  properties  of  a  development  bank  for  community  investment.  As  discussed 
above,  aevelopment  banks  bring  much  more  than  credit  to  the  task  of  community 
revitalization.  There  are  several  reasons  why  conventional  banks  should  not  be  ex- 
pected to  do  the  same. 

1.  Community  development  lending  is  not  their  primary  mission.  Development 
banks  have  a  specialized  mission,  structure,  management  team,  and  operating  plan 
that  all  focus  on  restoring  healthy  market  forces  that  transform  underinvested  com- 
munities. These  institutions  evaluate  their  performance  on  both  financial  return 
and  development  outputs.  If  only  one  of  the  two  goals  is  met,  management  has 
failed  to  walk  the  tightrope.  In  contrast,  conventional  lenders  have  a  clear  primary 
obligation  to  generate  a  financial  return  to  their  shareholders.  Community  develop- 
ment lending  is  a  sideline  that  is  not  part  of  their  core  business. 

2.  Conventional  banks  do  not  engage  in  demand-generating,  non-bank  activities 
that  compliment  the  provision  of  credit.  Through  its  non-bank  activities,  a  develop- 
ment bank  provides  support  to  individuals  to  narrow  the  gap  between  the  bank 
product  and  what  the  market  needs.  If  the  market  needs  educating  about  how  to 
use  the  product,  or  how  to  prepare  for  eligibility,  the  non-profit  can  answer  their 
questions.  If  the  market  needs  assurance  that  the  community  is  improving  and  an 
investment  in  a  home  makes  sense,  the  actions  of  the  real  estate  developer  can  send 
them  a  signal. 

3.  There  are  legitimate  disincentives  for  conventional  lenders.  Distressed  economies 
need  smaller  loans,  a  detailed  knowledge  of  local  market  conditions,  and  sophisti- 
cated lenders  who  can  judge  the  intent  and  ability  of  a  borrower  to  repay.  All  of 
these  increase  the  costs  of  making  these  loans.  They  reduce  profits  and  are  therefore 
less  attractive  to  bank  management  than  lending  in  more  familiar  and  more  profit- 
able markets. 

4.  Consolidation  and  heightened  competition  among  banks  have  desensitized  them 
to  the  credit  needs  of  local  communities.  As  industry  consolidation  has  created  re- 
gional institutions  and  bank  mergers,  credit  policy  decisions  are  now  made  in  a 
downtown  office  and  applied  in  a  uniform  way  to  all  branches  regardless  of  their 
local  market.  The  pressure  to  achieve  economies  of  scale  and  reduce  costs  focuses 
management  decisions  on  uniformity,  high  volume,  and  efiiciency  of  loan  approvals 
and  administration.  Although  Detroit  has  some  of  the  best-capitalized  banking  insti- 
tutions in  the  country,  recent  mergers  and  consolidations  have  greatly  reduced  the 
number  of  small  banks  serving  the  city  and  its  adjacent  communities. 

5.  The  shift  to  uniformity  has  constrained  character  lending  within  larger  institu- 
tions, as  credit  decisions  are  made  on  the  basis  of  financial  ratios  and  collateral  val- 
ues. This  trend  is  exacerbated  by  the  regulators  who  are  scrutinizing  portfolios  for 
signs  of  "poor"  credit  decisions.  Banks  tend  to  be  product-driven,  but  when  they 
ofTer  a  new  first-time  homebuyer  product  and  there  is  minimal  demand,  their  mar- 
ket expectation  is  confirmed. 

The  economic  challenges  facing  the  older  Wayne  County  communities  will  require 
some  "heavy-lifting."  A  development  bank  will  need  to  work  together  with  conven- 
tional banks  and  private  sector  leadership.  The  activities  of  development  banks  and 
conventional  lenders  are  complementary.  Development  banks  nurture  and  cultivate 
demand  for  credit  where  none  existed  previously.  As  the  volume  of  transactions  in- 
creases and  conventional  lenders  become  more  familiar  with  a  new  market,  they  can 
begin  to  compete  with  the  development  lender.  From  this  vantage  point,  it  appears 
as  if  Shorebank  has  kept  shifting  its  niche  in  response  to  the  changing  conaitions. 
The  bankers  with  whom  we  have  met  to  discuss  the  development  bank  for  Wayne 
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County  concur  that  development  banking  is  a  niche  business.  Since  we  began  dis- 
cussing the  business  plan  with  individuals  from  the  private  sector,  we  have  received 
several  telephone  calls  from  individual  bankers  expressing  their  support  for  the  cre- 
ation of  a  new  type  of  financial  intermediary. 

ni.  The  Role  of  Government 

As  Government,  we  at  Wayne  County  have  had  to  recognize  our  limits  in  the  cre- 
ation and  operation  of  a  development  bank.  Wayne  County  considers  itself  to  be  the 
convener,  bringing  the  Shorebank  model  to  Wayne  County  and  convincing  private 
sector  actors  of  its  merit  as  an  additional  tool  in  the  economic  development  arsenal. 
Our  lessons  from  the  experience  of  Shorebank  include: 

•  The  most  effective  economic  development  institutions  are  market-driven  and  ac- 
countable to  the  customers  and  markets  they  serve. 

•  There  must  be  a  professional  management  team  with  a  single  focus  on  renewing 
the  underinvested  communities  in  which  it  works. 

•  An  apolitical  institution  maintains  continuity  despite  changing  administrations 
and  keeps  its  credit  judgment  separate  from  any  political  influence. 

•  A  development  bank  is  unique  in  its  ability  to  combine  and  deliver  a  wide  range 
of  public  and  private  sector  resources  to  disinvested  communities. 

This  last  point  merits  some  discussion.  Too  much  effort  in  turning  around  urban 
America  has  focused  on  the  demands  of  the  political  cycle  and  on  programs  designed 
to  meet  isolated  needs  rather  than  to  coordinate  a  response  to  interrelated  prob- 
lems. Economic  development  programs  tend  to  be  fragmented,  run  by  separate  Gov- 
ernment agencies,  and  often  with  incentives  for  shallow,  short-term  investments 
that  fail  to  cumulate  into  lasting  change.  With  rare  exceptions,  there  are  few  insti- 
tutions in  place  to  drive  a  long-term  development  agenda  for  neighborhoods.  These 
communities  have  fallen  into  this  disinvested  condition  over  three  decades;  it  will 
take  a  sustained,  long-term  investment  to  reverse  it. 

Specific  Recommendations 

It  appears  that  Shorebank  has  achieved  a  great  deal  with  few  special  privileges 
and  with  long-term,  patient  capital.  If  experience  is  any  guide,  perhaps  the  Commit- 
tee should  keep  in  mind  4  or  5  guiding  principles  as  it  drafts  this  legislation: 

•  First,  do  no  harm.  The  fundamental  premise  of  a  development  bank  as  an  entre- 
preneurial, adaptive,  oi^anization  able  to  tap  multiple  resources  and  deliver  them 
to  disinvested  communities  must  be  preserved.  Government  assistance  should 
take  care  not  to  blunt  the  maiket-driven  approach,  its  entrepreneurial  use  of  re- 
sources, or  its  ability  to  deflne  niche  markets  that  evolve  over  time. 

•  A  separate  regulatory  structure  for  development  banks  sounds  suspiciously  like 
the  spread  of  unnecessary  bureaucracy.  The  standards  for  operation  should  re- 
main as  high  as  those  for  other  banks. 

•  Matching  Government  funds  for  private  capital  commitments  will  allow  these  in- 
stitutions to  build  a  sound  capital  base,  a  constraint  that  has  limited  the  creation 
of  new  development  banks.  Such  matching  commitments  should  be  no  more  than 
1:1  and  public  funds  should  not  exceed  more  than  49  percent  of  total  bank  capital. 
Subsequent  requests  for  additional  capital  should  be  based  on  performance  of  the 
recipient. 

•  Grant  funds  to  the  non-profit  affiliate  could  also  match  private  sector  commit- 
ments. 

•  The  organizational  and  legal  costs  for  a  development  bank  are  significant,  as  are 
the  costs  of  preparing  management  and  preparing  fund  raising  materials.  Grant 
funds  to  finance  these  startup  costs  for  individual  development  banks  might  be 
committed  up  front,  yet  disbursed  in  increments  based  on  achievement  of  "mile- 
stones." 

•  There  should  be  some  funding  for  the  development  of  a  support  system  for  emerg- 
ing development  banks,  such  as  partial  funding  for  a  training  institute  or  intern- 
ships for  management  existing  development  banks,  or  other  forms  of  management 
and  staff  development. 

In  conclusion,  this  country  has  established  public  purpose,  permanently  capital- 
ized, professionally  managed  institutions  to  carry  out  activities  important  to  society. 
Museums,  hospitals,  and  universities  are  all  examples.  Perhaps  it  is  time  to  create 
similar  institutions  for  urban  neighboriioods. 
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TESTIMONY  OF  PAULINE  NUNEZ-MORALES,  EXECUTIVE  DIRECTOR, 
THE  NEW  MEXICO  COMMUNITY  DEVELOPMENT  LOAN  FUND 

February  3,  1993 

Thank  you,  Mr.  Chairman,  and  members  of  the  Senate  Banking  Conunittee.  My 
name  is  Pauline  Nunez-Morales  and  I  am  the  Executive  Director  of  the  New  Mexico 
Community  Development  Loan  Fund,  a  statewide  organization.  Today  I  am  rep- 
resenting my  own  oraanization  and  the  National  Association  of  Community  Develop- 
ment Loan  Funds  (NACDLF),  an  association  representing  41  conununity  develop- 
ment loan  funds. 

NACDLF  is  active  in  an  ad  hoc  coalition  of  community  development  financial  in- 
stitutions (CDFFs)  that  also  includes  the  Association  for  Enterprise  Opportunity  in 
Chicago,  IL,  the  Center  for  Conununity  Self  Help  in  Durham,  NC,  Community  Cap- 
ital Bank  in  Brooklyn,  NY,  First  Nations  Development  Institute  in  Falmouth,  VA, 
the  National  Federation  of  Community  Development  Credit  Unions  in  New  York, 
NY,  and  Woodstock  Institute  in  Chicago.  This  coalition  comprises  representatives  of 
all  segments  of  the  CDFI  industry  that  has  pioneered  the  business  of  community 
development  lending  over  the  past  several  decades.  We  have  prepared  a  position 
paper  comprising  our  best  thinking  at  this  time  on  the  issues  involved  in  setting 
up  a  Federally  supported  network  of  CDFI's.  A  copy  of  the  paper  is  attached  to  my 
testimony. 

The  Work  of  the  New  Mexico  Community  Development  Loan  Fund 

The  New  Mexico  Community  Development  Loan  Fund  (NMCDLF)  is  a  private, 
non-profit  financial  intermediary  created  in  1989  and  dedicated  to  the  economic  and 
socim  empowerment  of  the  people  of  our  state.  The  fund  borrows  capital  from  29 
socially  responsible  investors  and  lends  it  in  support  of  affordable  housing,  commu- 
nity-based business,  basic  human  services,  and  community  development  in  general. 

NMCDLF  is  the  only  community  development  lending  vehicle  in  a  state  that  has 
one  of  the  highest  percentages  of  people  living  below  the  poverty  level  in  the  United 
States.  As  a  pilmarily  rural  state,  New  Mexico  faces  a  uniqpie  set  of  economic  chal- 
lenges— for  many  people,  major  markets  are  distant,  there  are  limited  job  opportuni- 
ties, and  access  to  all  types  of  services  (particularly,  financial  and  public  services) 
is  inadequate. 

Over  a  third  of  the  state's  population  is  Hispanic.  Native  Americans  comprise  10 
percent  of  the  population.  Both  populations  make  up  the  majority  of  rural  residents. 
Within  these  traditional  communities,  language  and  racial  barriers  can  contribute 
to  their  inability  to  access  traditional  capital  sources. 

The  NMCDLF's  mission  is  to  help  create  long-term  solutions  to  poverty  by  placing 
resources  back  into  communities  to  create  jobs,  retain  community  services,  and  im- 
prove housing  opportunities.  To  this  end,  the  fund  has  helped  to  expand  rural 
health  facilities,  support  oi^anic  agriculture,  reduce  program  costs  for  transitional 
housing  groups,  and  expand  rural  enterprises. 

NMCDLF  currently  has  $820,000  in  capital  under  management.  Our  capital  has 
come  from  Catholic  women  religious  groups,  Protestant  religious  groups,  Jewish 
synagogues,  foundation  program-related  investments,  corporations,  and  Federal  eco- 
nomic development  programs,  as  well  as  individuals. 

We  have  eleven  loans  outstanding  totaling  $209,694.  Cumulatively,  we  have  made 
17  loans  totaling  $284,571.  All  loans  are  current,  and  the  fund  has  experienced  no 
losses  to  date. 

Like  other  NACDLF  member  funds,  our  role  is: 

(1)  to  provide  credit  to  economically  disenfranchised  and  disinvested  communities 
and  individuals 

(2)  to  provide  technical  assistance  to  help  borrowers  plan  and  implement  success- 
ful development  projects 

(3)  to  leverage  financing  from  public  agencies  and  conventional  lenders 

(4)  to  give  people  and  organizations  the  skills,  credit  histories,  and  development 
track  records  necessary  to  enter  and  succeed  in  the  mainstream  financial  markets. 

I  would  like  to  give  you  a  few  examples  of  how  the  NMCDLF  works. 
•  Homemakers  Association  of  Amalia  and  Costilla  (HAAC)  supports  the  devel- 
opment and  training  of  local  women.  A  $5,400  NMCDLF  loan  enabled  HAAC  to 
purchase  industrial  sewing  machines  to  expfmd  a  cottage  industry  creating  South- 
western fashions.  The  new  machines  helped  the  organization  diversify  tne  kind 
of  contracts  it  could  work  on,  hire  an  additional  person,  and  support  a  unique 
business  venture  in  an  isolated  rural  Hispanic  village  in  northern  New  Mexico. 
The  business  has  diversified  its  product  line  and  has  hired  two  additional  women. 
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•  We  have  also  participated  with  other  institutions  in  making  loans.  Recently,  we 
participated  in  a  loan  to  a  non-proflt  housing  oi^anization,  St.  Elizabeth's  Shel- 
ter, that  purchased  a  nine-unit  apartment  building  to  house  families  in  transition 
in  Santa  Fe.  A  locally  owned  bank  provided  a  $170,000  loan  for  permanent  financ- 
ing, and  a  local  donor  contributed  $50,000  for  the  down  payment.  NMCDLF  pro- 
vided a  short-term  $80,000  loan  that  helped  to  make  the  project  happen. 

•  Concilio  Campesino  del  Sudoeste,  Inc.,  provides  a  variety  of  health  and 
human  serves  to  more  than  300  people  per  dav,  most  of  who  are  farm  woricers 
or  elderly  residents  of  Doiia  Ana  County  in  soutnem  New  Mexico.  With  a  $25,000 
loan  from  the  NMCDLF,  the  Concilio  has  been  able  to  correct  health  safety  code 
problems  and  add  1,500  square  feet  to  its  8,000  square  foot  facility.  The  three- 
year,  9  percent  loan  will  be  repaid  by  rent  revenue  paid  by  La  Clinica  de  Familia, 
Inc.,  tfie  rural,  migrant  health  care  provider  that  will  occupy  most  of  the  new 
space,  and  by  other  tenants. 

Tile  Concilio  is  the  lone  health,  social  services,  and  community  center.  Without 
it,  area  residents — many  of  whom  do  not  have  cars — would  have  to  travel  to  the 
town  of  Las  Cruces,  18  miles  away. 

As  you  can  see,  the  NMCDLF  lends  for  both  housing  and  business  projects,  rec- 
ognizing that  distressed  communities  need  to  develop  both  aspects  of  their  infra- 
structures. We  provide  as  much  technical  assistance  as  is  required  to  ensure  that 
our  loans  and  the  projects  they  fund  are  properly  planned  and  managed.  This  assist- 
ance often  precedes  underwriting  and  continues  through  the  life  of  the  loan. 

Our  underwriting  criteria  are  rigorous  but  they  are  not  standardized  in  the  way 
that  underwriting  is  for  conventional  lending.  They  are  individualized  to  reflect  the 
unique  characteristics  of  differing  communities  and  borrowers.  Our  experience  high- 
lights the  fact  that  conventional  approaches  to  risk  assessment  and  security  must 
be  re-examined  when  serving  borrowers  with  little  or  no  credit  history,  business  or 
development  experience,  or  collateral. 

Our  model  is  self-sufficiency.  We  recognize  that  traditional  Federal  assistance  pro- 
grams meet  the  needs  of  some  individuals,  but  we  focus  our  work  on  projects  that 
will  enable  individuals,  institutions,  and  communities  to  achieve  economic  and  social 
independence.  Our  borrowers  gain  not  only  a  home  or  a  business  or  a  decent  income 
but  also  the  skills  they  need  to  participate  fully  in  the  mainstream  economy. 

This  approach  is  different  from  traditional  human  service  analysis  which  tends 
to  look  at  what  is  wrong  with  a  community  to  identify  its  needs.  As  a  community 
development  organization,  we  go  beyond  that  and  question  what  is  right  with  a  com- 
munity— what  are  its  strengths — and  use  our  dollars  to  enhance  what  is  there. 

The  Loan  Fund  Industry 

NMCDLF  is  a  relatively  young  and  small  organization  in  the  loan  fund  industry. 
The  41  NACDLF  member  loan  funds  have  loaned  more  than  $100  million,  which 
has  leveraged  $760  million  in  public  and  private  capital  to  finance  15,000  housing 
units  and  to  create  3,500  jobs  for  poor  Americans.  NACDLF  members'  loss  rate  on 
loans  is  less  than  1  percent.  Within  our  chip  there  is  a  growth  ladder  on  which 
small  funds  seek  to  grow  into  large  funds,  and  some  of  our  larger  funds  are  explor- 
ing the  possibility  of  adding  depository  arms  and  other  financial  and  technical  serv- 
ices. NACDLF  members  serve  large  metropolitan  areas  like  New  York,  NY,  and  Los 
Angeles,  CA,  while  others  work  statewide  (e.g..  New  Hampshire,  Vermont),  or  on 
a  multi-state  basis  (e.g.,  upper  midwest,  mid-Appalachia). 

NACDLF's  strongest  member  funds  such  as  the  Delaware  Valley  Community  Re- 
investment Fund  (DVCRF)  in  Philadelphia,  PA,  the  Low  Income  Housing  Fund 
(LIHF)  in  San  Francisco,  CA,  the  Boston  Community  Loan  Fund  (BCLF),  and  the 
Cascadia  Revolving  Loan  Fund  in  Seattle,  WA,  provide  leadership  for  the  NMCDLF 
and  other  growing  loan  funds.  They  are  the  pioneers  in  our  field,  and  their  experi- 
ences and  success  are  models  for  growth  in  our  industry.  They  and  other  loan  funds 
have  demonstrated  that  non-profit,  non-depository  revolving  loan  funds  can: 

•  Aggregate  significant  amounts  of  private  capital  from  individual  and  institutional 
social  investors. 

•  Successfully  fill  gaps  in  credit  markets  in  urban,  rural,  and  Tribal  conununities. 

•  Work  hand-in-hand  with  conventional  lenders  to  their  mutual  benefit. 

•  Finance  new  forms  of  ownership  such  as  mobile  home  park  cooperatives  and  land 
trusts. 

These  institutions  are  now  planning  to  significantly  increase  the  scope  of  their  ef- 
forts. For  example,  DVCRF  is  studying  the  possibility  of  adding  a  depository  arm. 
My  colleague  from  DVCRF,  Jeremy  Nowak,  is  here  today  and  would  be  glad  to  an- 
swer your  questions  about  these  plans.  Other  NACDLF  members  considering  simi- 
lar plans  include  the  Boston  Community  Loan  Fund  in  Massachusetts,  the  Federa- 
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tion  of  Appalachian  Housing  Enterprises  in  Berea,  KY,  the  Cascadia  Revolving  Loan 
Fund  in  Seattle,  WA,  and  the  Vermont  Community  Loan  Fund  in  Montpelier,  VT. 

NACDLF's  largest  member,  the  Low  Income  Housing  Fund,  currently  manages 
$20  million  of  private  capital  from  social  investors,  including  the  Ford  Foundation, 
Metropolitan  Life  Insurance  Company,  and  the  Prudential  Insurance  Company. 
LEHF  Delieves  that  adding  a  depository  arm  is  not  the  only  way  for  it  to  meet  its 
goals.  Instead,  LIHF  has  concentrated  on  building  bridges  between  conventional 
lenders  and  distressed  communities.  Toward  that  end,  the XIHF  has  created  several 
bank  pools  in  northern  California,  Los  Angeles,  and  New  York  City  totaling  some 
$21  million.  These  pools  reduce  the  risk  and  costs  of  low-income  lending  for  conven- 
tional financial  institutions  while  significantly  expanding  the  credit  available  in 
some  of  the  poorest  communities. 

At  the  other  end  of  this  growth  ladder,  new  and  developing  funds  such  as  the 
NMCDLF  are  models  for  emerging  loan  funds  and  start-up  eflbrts  in  places  like 
Maine,  western  New  York,  Delaware,  South  Carolina,  and  Chicago.  We  share  our 
experiences  through  an  Annual  Training  Conference  and  mentoring  programs  spon- 
sored by  NACDiZ 

Seven  years  ago,  the  18  loan  funds  then  in  existence  realized  that  they  needed 
a  national  association  to  set  performance  standards  for  the  industry,  offer  financial 
and  technical  support,  and  provide  training  necessary  for  the  growth  of  the  industry 
and  the  creation  of  new  loan  funds  in  under-served  communities.  Loan  funds  are 
uninsured  non-profit  intermediaries  whose  growth  is  contingent  on  continued  strong 
performance. 

Today,  the  National  Association  of  Community  Development  Loan  Funds  has  in 
place  rigorous  performance  criteria  based  on  the  'Tiest  practices"  of  the  industry  over 
the  past  ten  years.  NACDLF  enforces  these  performance  standards  through: 

•  Member  fund  evaluations  to  assess  organizational  capacity,  management  systems, 
financial  strength,  and  lending  performance. 

•  Performance-based  loans  and  grants  through  which  NACDLF  advances  loan  cap- 
ital and  makes  grants  to  member  funds  to  build  institutional  capacity  and  finan- 
cial strength. 

•  Technical  assistance  and  training  through  an  Annual  Training  Conference,  re- 
gional workshops,  technical  assistance  publications,  and  work  with  individual 
member  funds. 

NACDLF  believes  that  a  performance-based  lending  and  grants  program 
should  be  the  model  used  to  create  a  national  network  of  community  devel- 
opment Hnancial  institutions.  It  fosters  discipline  in  business  activities 
while  allowing  institutions  the  flexibility  to  provide  loan  products  and  re- 
lated services  that  are  appropriate  to  the  communities  they  serve. 

Let  me  explain  how  our  performance-based  lending  and  grants  program  works. 
NACDLF  makes  unsecured  term  loans  from  its  Central  Fund  to  help  members  fi- 
nance development  projects  at  the  local  level.  These  loan  moneys  from  national  in- 
vestors such  as  the  Episcopal  Church  and  the  John  D.  and  Catherine  T.  MacArthur 
Foundation  can  only  be  accessed  once  a  member  fund  has  achieved  certain  perform- 
ance objectives. 

In  addition,  NACDLF  recently  received  a  $1  million  start-up  grant  from  Citibank, 
N.A.,  to  launch  an  Equity  Grants  Program  to  build  the  net  worth  of  member  funds. 
This  program  Is  particularly  important  to  new  organizations  such  as  the  NMCDLF, 
which  does  not  yet  have  the  financial  strength  to  qualify  for  a  loan  from  NACDLF's 
Central  Fund.  These  moneys  are  disbursed  to  the  loan  funds  as  loans,  contingent 
on  the  fund  meeting  certain  performance  obiectives.  At  that  time,  the  loan  converts 
to  an  equity  grant  which  ennances  the  ability  of  member  funds  to  attract  private 
capital. 

NACDLF  plans  to  increase  the  Equity  Grants  Program  to  $25  million.  It  is  cur- 
rently negotiating  with  other  potential  corporate  and  foundation  donors.  For  loan 
funds,  as  for  all  CDFI's,  equity  is  critical  to  continued  growth  and  to  the  establish- 
ment of  new  institutions.  Equity  allows  us  to  take  the  risks  inherent  in  serving 
first-time  borrowers  and  provides  the  earnings  to  pay  for  the  technical  assistance 
so  critical  to  first-time  borrower  success. 

Lack  of  equity  capital  is  the  single  greatest  barrier  to  the  growth  and  develop- 
ment of  CDFI's  at  all  levels.  NMCDLF  has  only  $130,000  in  equity  capital  at 
present.  NACDLF  requires  member  funds  to  have  at  least  a  20  percent  capital  to 
asset  ratio.  Increasingly,  NACDLF  and  its  member  funds  are  realizing  that  a  30 
percent  to  50  percent  capital  to  asset  ratio  may  be  necessary  to  serve  all  borrowers 
and  for  CDLFs  to  raise  large  amounts  of  private  capital.  I  know  for  NMCDLF  to 
serve  the  start-up,  small  businesses  critical  to  the  revitalization  of  New  Mexico's 
rural  economy,  achieving  a  capital  to  asset  ratio  of  50  percent  is  imperative.  Public 
entities  are  the  only  reasonable  source  for  these  dollars.  Unless  CDFI  legislation 
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deals  with  this  issue,  NMCDLF,  DVCRF,  LIHF,  and  others  will  not  become  the 
large-scale  development  finance  organizations  needed  to  transform  America's  poor- 
est urban  centers  and  rural  communities. 

Strategic  Federal  Support 

On  behalf  of  my  colleagues  within  NACDLF,  I  want  to  offer  some  comments  on 
the  creation  of  a  national  conmiunity  development  lending  initiative. 

Collectively,  the  existing  CDFI  industry  provides  a  baseline  against  which  the 
progress  of  a  Federal  program  could  be  measured.  Capitalized  with  more  than  $700 
million — much  of  which  is  raised  from  within  the  communities  or  constituencies 
they  server-development  banks,  credit  unions,  and  loan  fiinds  have  extended  more 
than  $2  billion  in  loans.  Loss  rates  are  comparable  to  those  of  the  best  conventional 
lending  institutions.  We  offer  a  solid  foundation  for  a  bold  community  development 
lending  initiative  that  might  include  new  institutions,  community  organizations, 
conventional  lenders  and  others. 

Our  mission  before  you  today  is  to  help  build  support  for  a  CDFI  industry  that 
is:  (1)  sustainable  ana  growth-oriented,  (2)  committed  to  lending  in  rural,  urban, 
and  Tribal  communities  that  have  been  under-served  in  the  past,  (3)  complementary 
to  lending  by  conventional  lenders,  (4)  operated  under  a  demanding  system  of  per- 
formance-oased  investment. 

The  Ad  Hoc  Coalition  of  CDFFs  has  set  forth  six  key  principles  in  meeting  credit 
needs  in  lower-income  communities,  and  NACDLF  endorses  these  principles: 

1.  Community  development  "banks"  should  be  defined  to  include  the  spectrum  of 
CDFI's  comprising  community  development  loan  funds,  community  development 
credit  unions,  micro-loan  funds,  and  community  development  banks. 

2.  Expand  the  scope  of  community  development  lending  beyond  small  business 
credit  to  also  include  housing  credit  and  consumer  financial  services. 

3.  Consult  experienced  CDFI's  in  crafling  legislation,  as  the  Committee  is  doing 
today  and  has  done  over  the  past  several  months,  and  in  setting  up  and  evaluating 
the  CDFI  network. 

4.  Emphasize  expansion  of  existing  CDFFs  rather  than  simply  undertake  whole- 
sale efforts  to  create  new  development  banks. 

5.  Recognize  that  successful  development  lending  institutions  are  built  over  time 
and  with  incremental  performance-based  financial  support. 

6.  Clarify  the  different  interests  and  responsibilities  of  conventional  lenders,  pub- 
lic agencies,  and  CDFI's.  NACDLF  and  the  ad  hoc  coalition  strongly  believe  that  the 
Community  Reinvestment  Act  should  be  strengthened  and  expanded.  The  demand 
for  credit  in  under-served  communities  is  beyond  the  scope  of  any  community  devel- 
opment lending  program  and  will  remain  so  for  the  foreseeable  future.  Conventional 
lenders  should  be  required  to  meet  quantifiable  lending  goals. 

Investment  in  this  network  of  community  development  financial  institutions 
should  not  exempt  banks  from  fulfilling  their  full  obligations  as  lenders  under  the 
Community  Reinvestment  Act.  Last  year,  the  Federal  Financial  Institutions  Exam- 
ination Council  ejcplicitly  stated  that  banks  could  qualify  for  CRA  credit  by  support- 
ing and  entering  into  partnerships  with  loan  funds  and  other  CDFFs,  as  a  growing 
number  of  banks  are  aoing.  This  is  not  and  should  not  be  an  either-or  proposition, 
however.  Banks  that  are  involved  with  CDFI's  must  also  continue  lending  directly 
into  the  communities  they  serve.  In  addition,  the  Federal  Government  could  support 
comnaunity  development  in  general  by  extending  the  reach  of  the  CRA  to  other  fi- 
nancial institutions  such  as  finance  companies,  money  market  funds,  insurance  com- 
panies, and  mortgage  banks  that  are  not  covered  by  CRA. 

We  also  believe  that  creation  of  a  Federal  network  of  CDFI's  must  be  linked  to 
future  financial  support  for  and  regulation  of  the  conventional  financial  industry. 
The  substantial  restructuring  of  the  conventional  industry  over  the  past  two  decades 
has  been  made  possible  through  myriad  Government  subsidies  (e.g.,  Federal  deposit 
insurance,  state  insurance  guarantee  funds.  Federal  Reserve  Discount  Window  bor- 
rowings, etc.).  Government  subsidies  and  new  powers  should  be  granted  to  the  con- 
ventional financial  industry  only  if  it  meets  quantifiable  community  lending  objec- 
tives and  provides  ongoing  financial  support  to  the  developing  national  network  of 
CDFFs. 

Funding 

We  believe  that  Congress  and  the  Clinton  Administration  must  make  a  clear  fi- 
nancial commitment  to  the  CDFI  system  to  signal  their  support  for  the  long-term 
viability  of  the  industry,  but  this  should  be  just  one  part  of  the  funding  mechanism. 
The  $850  million  figure  reportedly  under  consideration  by  the  Administration  for 
disbursement  over  five  years  seems  to  be  at  an  appropriate  scale.  We  respectfully 
suggest  that  this  money  should  be  committed  primarily  as  equity  support  in  increas- 
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ing  amounts  over  the  five  years  in  accordance  with  a  performance-based  lending  in- 
vestment program  that  provides  support  to  all  rungs  of  the  CDFI  industry  growth 
ladder.  Those  CDFFs  that  perform  up  to  industry  standards  would  gain  access  to 
increasingly  large  amounts  of  the  $850  million.  This  ensures  that  the  money  is  not 
distributed  without  due  accountability  measures. 

Federal  support  is  just  one  part  of  the  funding  that  is  necessary  for  this  effort, 
however.  No  less  important  are  below-market  and  long-term  deposits  and  loans  that 
afford  CDFI's  the  ability  to  properly  underwrite  their  loans,  creation  of  a  human 
capital  development  training  program  to  prepare  a  new  and  expanded  generation 
of  CDFI  professionals,  and  support  for  technical  assistance  and  new  loan  products 
customized  to  individual  conununities. 

We  see  this  funding  coming,  as  I  stated,  not  only  from  the  Federal  Government. 
CDFI  funding  should  also  draw  on  the  public  responsibilities  of  federally  insured 
and  subsidized  conventional  financial  markets.  Those  institutions  that  benefit  from 
public  subsidy  should  be  expected  to  contribute  in  various  ways  to  meeting  credit 
needs  they  are  not  addressing  directly. 

The  ad  hoc  coalition  of  CDFI's  has  identified  several  possible  financing  mecha- 
nisms that  merit  consideration: 

•  Commercial  bank  commitments  of  equity  capital  and  other  support  as  an  outcome 
of  CRA  negotiations  or  mergers  that  create  mega-banks. 

•  A  share  of  the  profits  from  appreciation  of  federally  sold  assets  (e.g.,  a  percentage 
recapture  levy  on  Resolution  Trust  Corporation  properties). 

•  A  share  of  profits  from  Government-sponsored  enterprises  such  as  Fannie  Mae 
and  Freddie  Mac. 

•  CDFI  set-asides  within  major  legislation  to  bail  out  the  savings  and  loan  industry 
or  to  inject  capital  into  other  parts  of  the  financial  services  industry. 

We  also  support  efforts  to  encourage  commercial  financial  institutions  to  provide 
long-term,  low-cost  capital  to  the  CDFI  sector.  Measures  such  as  requiring  conven- 
tional lenders,  pension  funds,  investment  banks,  insurance  companies,  mortgage 
companies,  and  finance  companies  to  place  a  small  proportion  of  their  overall  assets 
with  CDFI's  would  yield  enormous  public  benefits  in  the  form  of  jobs,  affordable 
housing,  and  increased  ownership  opportunities.  It  would  also  underscore  the  fact 
that  commercial  financial  institutions  have  obligations  to  see  that  community  credit 
needs  are  met. 

Tax  incentives  providing  tax-free  interest  to  individuals  who  make  below-market 
investments  in  CDFI's  would  give  investors  (or  depositors)  the  equivalent  of  market- 
rate  returns  while  ensuring  a  steady  capital  fiow  for  the  CDFI's.  Individuals  are  al- 
ready the  core  support  for  many  CDFI's,  but  a  strong  incentive  such  as  this  would 
substantially  strengthen  the  CDFI  industry. 

Human  Capital  Development 

Our  greatest  resources  are  our  board,  our  staff,  and  our  committed  volunteers. 
The  NMCDLF  currently  operates  with  only  two  employees  and  as  we  grow  one  of 
our  greatest  challenges  will  be  recruiting  and  training  loan  and  technical  assistance 
officers.  This  challenge  is  shared  across  tne  industry. 

Efforts  to  create  a  national  system  of  community  development  financial  institu- 
tions will  only  be  successful  if  a  generation  of  directors,  managers,  and  loan  officers 
can  be  recruited  and  trained  to  operate  these  intermediaries.  Development  lending 
and  public  purpose  bank  management  require  specialized  knowledge  and  technical 
skills,  strong  social  commitments,  and  extensive  community  experience,  all  of  which 
differ  in  important  ways  from  the  skills  needed  to  run  a  conventional  financial  insti- 
tution. Community  development  lenders  should  undertake,  with  Federal  support, 
several  initiatives  to  develop  the  next  generation  of  community  bankers  and  trust- 
ees needed  to  operate  and  to  govern  an  expanded  network  of  community  develop- 
ment financial  institutions.  These  initiatives  could  include: 

•  Creation  of  a  three-year  internship/apprenticeship  program  at  community  devel- 
opment financial  institutions.  This  internship  would  be  similar  to  in-house  con- 
ventional/investment bank  training  programs  but  would  also  attend  to  the  eco- 
nomic, social,  and  intellectual  formation  of  participants. 

•  This  program  could  dovetail  with  President  Clinton's  plans  for  a  National  Service 
Corps  by  placing  talented  young  adults  in  training  for  productive  careers  in  com- 
munity development  and  community  development  finance. 

•  Forging  cooperative  training  agreements  with  select  university  business  schools 
and  conventional  financial  institutions  to  complement  the  apprentice  program  out- 
lined above. 

•  Sponsoring  regular  seminars  on  capital  access,  community  leadership,  public  in- 
vestment, and  economic  democracy  issues  for  CDFI  board  and  staff  members. 


97 

The  Federal  program  also  should  include  a  research  program  to  assess  the  long- 
term  economic  and  social  issues  affecting  the  CDFI  industry  and  the  communities 
its  members  serve. 

Corresponding  Federal  Policy  Changes 

An  effort  to  create  a  national  network  of  CDFFs  would  benefit  by  a  series  of  relat- 
ed administrative  and  legislative  initiatives: 

•  Simplify  public  sector  credit  enhancement  programs  to  non-profit 
CDrl's.  Partial  and  full  loan  guarantees,  for  example,  could  significantly  increase 
the  ability  of  CDFFs  to  leverage  both  public  and  private  investment  dollars.  Simi- 
larly, non-depository  CDFI's  could  increase  their  business  lending  if  SBA  rules 
were  modified  to  simplify  the  requirements  on  non-bank  lenders.  This  adaptation 
would  also  increase  the  number  of  minorities,  women,  and  rural  businesses  receiv- 
ing SBA  support. 

•  Require  Government-sponsored  enterprises  (GSEs) — Fannie  Mae,  Freddie 
Mac,  Ginnie  Mae — to  develop  customized  secondary  market  programs  for 
housing  and  business  loans  originated  by  CDFI's.  To  date,  GSE's  nave  been 
almost  completely  unresponsive  to  CDFI's.  CDFI's  performing  loans  are  iudged  by 
standardized  underwriting  criteria  that  are  largely  irrelevant  to  CDFI  s  lending 
market.  CDFFs  cannot  grow  and  prosper  unless  an  active  secondary  market  is  fos- 
tered for  their  loans. 

That  concludes  my  prepared  testimony.  Thank  you  for  this  opportunity  to  discuss 
the  work  of  the  New  Mexico  Community  Development  Loan  and  our  peers  in 
NACDLF.  I  would  be  pleased  to  answer  any  questions  you  may  have. 

TESTIMOISfY  OF  RONALD  L.  PHILLIPS,  PRESIDENT, 
COASTAL  ENTERPRISES,  INC. 

Community  Development  Corporations  and  the  Community 
Revitalization  System 

February  3,  1993 

Introduction 

Senator  Riegle  and  members  of  the  Senate  Banking  Committee,  thank  you  for  in- 
viting me  to  testify  on  the  proposed  Community  Revitalization  System.  My  name 
is  Ron  Phillips.  I  am  President  and  principal  founder  of  Coastal  Enterprises,  Inc., 
a  nonprofit  community  development  corporation  located  in  Wiscasset,  ME. 

The  Community  Revitalization  System  is  a  strategic  step  to  accelerate  job-creat- 
ing community  development  initiatives.  It  is  an  investment  in  America  that  will 
grow  businesses,  create  jobs,  build  housing,  and  generate  assets  for  low-income  and 
working  families.  The  return  on  taxpayer  investment  will  multiply,  and  will  recycle 
year  in  and  year  out. 

We  are  especially  interested  how  the  Community  Revitalization  System  will  bene- 
fit Maine,  including  community  development  banking,  partnerships  with  existing 
banks,  access  to  venture  capital,  and  resources  for  micro  and  community  loan  pro- 
grams. I  encourage  your  support  for,  and  crafting  of,  legislation  that  is  both  fiexible 
and  inclusive,  and  tnat  will  provide  a  menu  of  opportunities  for  community  develop- 
ment banks,  credit  unions,  CDCs,  micro  and  community  loan  funds,  a  network 
which  enthusiastically  awaits  a  resurgence  of  Federal  support  for  their  efforts. 

Purpose  of  Testimony 

As  a  practitioner  of  community  development  for  over  15  years,  and  board  member 
of  the  National  Congress  for  Community  Economic  Development,  the  325  member 
trade  association  for  CDCs  (please  refer  to  the  attached  recent  membership  list),  I 
want  to  share  with  you  the  exceptional  accomplishments  of  my  colleagues  and  CEI 
in  community  development,  and  our  readiness  as  a  national  industry  to  partner 
with  the  Federal  Government's  Community  Revitalization  System. 

My  remarks  will  be  brief,  focusing  on  the  legacy  of  CDCs,  CEI's  accomplishments, 
and  recommendations. 

The  Legacy  of  Community  Development  Corporations 

V/hat  are  CDCs? 

CDCs  originated  in  the  latter  1960's  with  the  Title  VII  amendment  to  the  Eco- 
nomic  Opportunity  Act  of  1964 — to  develop  businesses,  housing,  commercial  real  es- 
tate, ana  create  economic  opportunities  for  disenfranchised  residents.  This  amend- 
ment was  introduced  in  the  U.S.  Senate  by  the  late  Senators  Robert  Kennedy  and 
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Jacob  Javits.  What  we  contemplate  today  for  a  national  Community  Revitalization 
System  is  owed,  in  great  part,  to  the  accomplishments  of  CDCs. 

CDCs  share  in  common  the  mission  of  targeting  development  to  distressed  urban 
neighborhoods  and  rural  communities  and  regions  to  create  jobs,  decent  housing, 
education  and  training,  and  social  services.  CDCs  are  in  virtually  all  States.  Their 
development  activities  are  diverse  and  responsive  to  the  needs  of  their  communities. 
They  develop  day  care  facilities,  community  health  centers,  affordable  and  sup- 
ported housing,  industrial  and  business  parks,  small  business  incubators,  and  shop- 
ping centers.  They  finance  franchises  and  joint  ventures,  and  provide  small,  micro 
and  medium  size  loans  and  venture  capital  to  businesses  that  cannot  secure  conven- 
tional capital.  They  are  responding  to  worker  dislocation  resulting  from  defense  cut- 
backs, and  the  need  to  create  new  jobs  through  economic  conversion,  business  diver- 
sification, and  investment  in  new  technologies.  They  are  comprehensive  in  their 
strategies,  knowledgeable  about  their  communities,  create,  new  income  and  assets 
for  residents,  and  leverage  funds  with  the  economic  mainstream. 

CDCs  are  nontraditional  financial  intermediaries.  They  work  in  partnership  with 
the  public  sector — Federal,  State  and  local  government — and  the  private  sector — 
foundations,  banks,  private  business — to  attract  investment  and  lending  capital  to 
low-  and  moderate-income  communities.  According  to  our  recent  research  studies, 
between  1985  and  1990  alone,  1,160  CDCs  across  the  U.S.: 
— built  or  rehabilitated  320,000  units  of  low  income  housing 
— developed  over  17.4  million  square  feet  of  commercial/industrial  real  estate 
— made  3,500  business  loans 
— created  or  sustained  over  90,000  jobs. 

CEI  ProHle 

Now  let  me  briefly  describe  CEI  as  a  model,  rural  community  development  cor- 
poration. Maine's  is  a  small  business  economy,  with  90  percent  of  the  businesses 
employing  fewer  than  20.  It  also  has  a  high  rate  of  self-employment.  Yet  Maine  has 
traditionally  been  at  the  end  of  the  capital  pipeline,  ranking  among  the  lowest  na- 
tionally in  bank  deposits  per  capita. 

CEI  was  organized  in  1977  to  address  the  capital  needs  of  small  businesses  and 
communities,  and  to  create  income,  employment  and  ownership  opportunities  for 
low-income  people.  CEI  is  a  private  and  publicly  funded  CDC.  We  provide  financing 
and  technical  assistance  in  development  of  job-creating,  value-added,  natural  re- 
source industries,  export  marketing  companies,  start-up  and  expanding  small  manu- 
facturers, microenterprises,  women  in  business,  family  and  center-based  child  care, 
and  aflbrdable  housing. 

We  have  loaned  or  invested  $20  million,  leveraged  $60  million  in  partnership  with 
banks,  and  created  or  sustained  some  3,500  jobs.  We  are  an  SBA  504  certified  lend- 
er, and  operate  the  SBA's  microloan  demonstration,  and  the  FmHA's  Intermediary 
Relending  Program.  We  participate  in  private  foundation  Program  Related  Invest- 
ments, such  as  with  the  Ford  Foundation.  We  are  also  a  certified  borrower  with  the 
Finance  Authority  of  Maine.  We  employ  24  people.  We  are  a  membership  organiza- 
tion, with  a  15-member  board  representative  of  business,  banking,  community  orga- 
nizations and  the  public  sector. 

Examples  of  CEI  Projects 

What  are  some  examples  of  CEI  projects.  We  have  a  growing  portfolio  financed 
on  the  continuum  of  capital  need,  from  less  than  $5,000  to  over  $300,000  (please 
refer  to  the  attached  chart  on  CEI  funds). 

Our  smallest  loan  is  less  than  $700  to  Sweet  Deceptions  in  Lewiston,  a  self-em- 
ployed starting  microentrepreneur  producer  of  sugar-free  sweets  and  baked  goods 
with  only  a  few  thousand  in  sales;  our  largest,  over  $400,000  in  subordinated  debt 
loan  ana  equity  investment  to  a  producer  of  advanced  technology  geographic  and 
recreational  maps  with  over  100  employees  and  sales  above  $10  million.  Examples 
of  our  economic  development  impact  are: 

— sectorial  financing  of  the  natural  resource  industries,  such  as  the  fisheries  benefit- 
ing over  800  fishermen,  crew  and  employees; 
— investment  in  70  start-up  and  expanding  small  business  manufacturing  oper- 
ations employing  1,500; 
— loans  to  200  small,  self-employed  and  microenterprises  representing  a  range  of 

producer,  retail  and  service  businesses; 
— development  of  50  family  and  center-based  child  care  operations  for  over  1,600 

pre-schoolers,  and  200  jobs  for  providers; 
— business  counseling  in  planning,  marketing,  and  technical  assistance  in  $10  mil- 
lion of  financing  for  over  4,000  small  businesses  that  employ  as  many  as  10,000 
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people,  including  women  in  business,  refugees,  dislocated  workers,  unemployed 
professionals,  and  AFDC  recipients. 

Filling  the  Credit  Gap 

What  role  does  CEI  play  in  fllling  the  credit  gap?  We  are  a  nontraditional  finan- 
cial intermediary,  and  integrate  this  role  with  community  development,  technical 
assistance  and  market  research  programs.  Financing  is  the  last  step  in  the  process 
development  process.  We  are  the  community  development  bank  without  the  bank, 
working  in  partnership  with  Maine  banks  to  provide  guarantees,  subordinated  debt 
and  equity  capital  for  the  very  small,  self-employed  micro  enterprises,  to  more  so- 
phisticated businesses.  We  maxe  the  deal  happen  by  filling  the  credit  gap. 

As  you  know  well,  the  banding  industry  has  undergone  significant  changes  in  the 
last  five  years  that  have  impacted  the  availability  of  credit.  In  many  cases,  risk  as- 
sessment of  loans  have  resulted  in  the  application  of  more  stringent  criteria.  Even 
small  businesses  with  long-standing  credit  histories  have  seen  their  relationships 
with  banks  strained.  These  trends  have  increased  the  need  for  alternative  sources 
of  commercial  credit.  CDCs  offer  flexible,  individualized  credit  attention,  and  lever- 
age additional  loan  dollars  from  banks. 

Let  me  illustrate  for  you  how  our  funds — flexible,  subordinated  debt  or  equity  cap- 
ital— function  in  the  financial  structure  of  a  business,  over  and  over  again,  no  mat- 
ter how  small,  or  how  big,  to  ensure  more  conventional  credit  sources  are  accessed, 
and  that  the  project  has  a  chance  to  start  up  or  expand. 

Example  of  Gap  Financing 

During  the  Presidential  election  campaign.  Senator  Gore  visited  Moulded  Fibre, 
Inc.  in  Westbrook.  His  purpose  was  to  demonstrate  the  relationship  between  job  cre- 
ation and  environmental  sensitivity.  Moulded  Fibre  processes  recycled  newspapers 
into  a  packaging  fibre  substitute  for  environmentally  destructive  styrofoam. 

But  Moulded  Fibre,  which  now  employees  44 — and  I  might  add  they  have  hired 
AFDC  recipients,  dislocated  workers  and  people  with  disaoilities — was  a  start-up. 
To  finance  the  nearly  $1.1  million  project,  $375,000  in  equity  and  subordinated  debt 
was  needed.  CEI  and  other  investors  provided  this  financing.  The  SBA  504  program 
came  next  with  a  $325,000  debenture,  and  only  then  could  tne  bank  provide  the  bal- 
ance of  $400,000. 

Recommendations 

And  now,  let  me  close  with  some  recommendations  that  could  ensure  a  successful 
Community  Revitalization  System. 

1.  Provide  funding  for  qualified  existing  and  emerging  nonprofit,  conununity -based 
development  organizations  using  any  one  of  four  models  listed  below: 

a)  community  development  banks  and  credit  unions 

b)  partnerships  with  banks 

c)  small-scale,  community-based  venture  capital 

d)  micro  and  community  loan  programs 

These  approaches  will  allow  organizations  to  test  strategies  to  build  on  CRA  to 
accelerate  targeted  investment.  Partnerships  with  banks  will  ensure  their  participa- 
tion in  the  Community  Revitalization  System. 

2.  Consider  special  assistance  to  nonprofits  to  form  a  community  development 
bank,  or  acquire  a  troubled  bank. 

3.  Provide  technical  assistance  and  planning  grants  to  enable  community  organi- 
zations to  analyze  their  market  and  develop  a  business  plan  for  forming  a  commu- 
nity development  bank  or  partnership. 

4.  Provioe  first-year  funding  for  the  Community  Revitalization  System  adequate 
to  support  100  projects  for  community  development  banking  and  credit  unions,  part- 
nerships with  banks,  micro  and  community  loan  funds,  planning,  technical  assist- 
ance, and  evaluation. 

Conclusion 

A  Community  Revitalization  System  will  create  jobs,  income  and  ownership  op- 
portunities, reinforce  CRA  and  leverage  private  capital  to  economic  sectors,  regions 
and  populations  in  need  of  help. 

There  is  a  tested,  experienced  and  dedicated  network  of  community  development 
practitioners  prepared  to  renew  and  expand  their  roles  in  development  of  distressed 
urban  neighborhoods  and  rural  regions.  On  their  behalf,  I  urge  your  support  for  leg- 
islation that  would  enhance  and  build  on  the  current  community  development  sys- 
tem, community  development  banks,  community  credit  unions  and  loan  funds,  and 
the  25-year  finance  development  legacy  and  expertise  of  community  development 
corporations. 
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Neal  Peirce,  syndicated  columnist,  and  writer  Carol  Steinbach,  in  their  1990  En- 
terprising Communities  stated  that  the  thou^t  of  the  community  development 
movement  failing  is  unthinkable.  They  said: 

"In  an  age  of  social  fragmentation  and  indifferent  bureaucracies,  the 
movement  promises  a  personalized,  neighborhood-based  renewal  for  the 
most  disadvantaged  Americans  .  .  .  community  development  corporations 
are  not  just  a  mmor  local  phenomenon.  They  are  an  absolute  national  ne- 
cessity." 
Thank  you,  and  I  would  be  glad  to  answer  any  questions  or  provide  additional 
information. 


101 


0) 

5ii 

o> 

2 

V  - 

o 

1 

0) 

C/3 

CO 

Q 

T3 

Z 

B 

D 

o 

11. 

yj 

LLI 

o 

(3 

1- 

z 

r 

< 

rj 

z 

en 

u. 

c 

i- 

g 

z 

:s: 

LU 

fc 

IE 

C 

CL 

o 

C 

_l 

o 

LJJ 

f3 

Q 

's 

^. 

o 

LU 

(3 

o 

o 

« 

T3 

o 

c 

3 

3 

U. 

tN 

> 

O 

M 

o 

CI 

ts 

ci 

c 
'E 
c 
_n 

Q. 
<D 


•D 

C 

o 

2 

c 


E 
< 


102 


Ori^anigjtion 


COMMUNITY  ENTERPRISE  DEV. 

CEOC  of  AUskA 

CAA  OF  CALHOUN.  CLEBURNE  AND 

COMMUTE ITY  SERVICE  PROGRAMS 

CENTER  FOR  EC0NOMICX>EV. 

PORTABLE  PRACTICAL  EDUCATIONAL 

SCF-MtSSISSIPPI  RIVER 

THE  GOOD  FAITH  FUND 

CHICANOS  POR  LA  CAUSA 

DINEH  COOPERATIVES 

ASIAN  NEIGHBORHOOD  DESIGN 

BANK  OF  AMERICA 

CABR8J.0  ECONOMIC  DEV.  CORP. 

CALIFORNIA  CED A 

CHINESE  COMMUNITY  HOUSING  CORP. 

CHISPA 

COMMUNITY  CORP.  OF  SANTA  MONICA 

COMMUNITY  DEV    INSTITUTE 

DREV  ECONOMIC  DEVELOPMENT  CORP. 

EAST  BAY  ASIAN  LOCAL 

EL  CENTRO  HUMAN  SERVICES  CORP. 

GREATYR  RICHMOND  CDC 

HOUSING  FOR  INDEPENDENT 

HUB  CITIES  CONSORTIUM 

KOREAN  COMMUNITY  CENTER 

KOREAN  YOUTH  CENTER 

LOS  ANGELES  COMMUNITY 

LOS  ANGELES  URBAN  LEAGUE 

MISSION  ECONOMIC  DEV. 

NATIONAL  CENTER  FOR  AMERICAN 

NATIONAL  ECON.  DEV. 

NEIGHBORHOOD  HOUSING  SERVICES 

NEV  ECONOMICS  FOR  YOMEN 

PACIFIC  ASIAN  CONSORTIUM 

SANTA  CRU2  COMMUNITY 

SPECTRUM  COMMUNITY'  SERVICES 

TELACU 

UNITED  CAMBODIAN  COMMUNITY,  INC 

VERMONT-SLAUSON  ECON. 

VARD  ECONOMIC  DEVELOPMENT  CORP. 

V/ORLD  VISION 

CENTRE  FOR  COMMUNITY 

COLCHESTER/TRURO/STEVIACKE  REDTF 

NEV  DAVH  ENTERPRISES,  LTD. 

ASSOCIATED  NET^i/ORK  OF  MINISTRIES 


NCCED  Orcanizational  Members 
CilH 


SUtt 


Anchorage , 

AK 

An«hora9», 

AK 

Anniston . 

AL 

Tusc4loos4 , 

AL 

St.  University, 

AR 

Tucson, 

AR 

Forrest  City , 

AR 

Pine  Bluff. 

AR 

Phoenix, 

AZ 

Chinle, 

AZ 

S*n  Francisco , 

CA 

S«i  Francisco, 

CA 

Saticoy , 

CA 

Berkeley , 

CA 

San  Francisco , 

CA 

Salinas , 

CA 

Santa  Monica, 

CA 

East  Palo  Alto, 

CA 

Los  Angeles, 

CA 

Oakland. 

CA 

Los  Angeles, 

CA 

Richmond, 

CA 

San  Jose, 

CA 

Huh  ting  ton  Park, 

CA 

Oakland. 

CA 

Los  Angeles, 

CA 

Los  Angeles, 

CA 

Los  Angeles, 

CA 

San  Francisco , 

CA 

El  Monte, 

CA 

Berkeley, 

CA 

Oakland, 

CA 

Los  Angeles, 

CA 

Los  Angeles, 

CA 

Santa  Cruz, 

CA 

Hay  ward, 

CA 

Los  Angeles, 

CA 

Long  Beach, 

CA 

Los  Angeles. 

CA 

Los  Angeles, 

CA 

Monrovia, 

CA 

Sydney ,  Nova  Sooti;) 

CN 

Nova  Scotia 

CN 

Sydney,  Nova  Scotia 

CN 

Denver, 

CO 
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DENVER  COMMUNITY  DEV.  CORP. 

HOPE  COMMUNITIES,  INC. 

NEIGHBORHOOD  REINVESTMENT  CORP. 

NEVSED  COMMUNITY  DEV.  CORP. 

BRIDGEPORT  NEIGHBORHOOD 

EIROAD  PARK  DEVaOPMENT  CORP 

NORTHEASTERN  CONNECTICUT  CDC,  INC. 

NUTMEG  HOUSING  DEV.  CORP. 

SAVE  THE  CHILDREN  FEDERATION 

ACTION  TO  REHABILITATE 

CORPORATION  FOR  ENTERPRISE  DEV. 

H  STREET  COMMUNITY  DEV.  CORP. 

MANNA,  INC. 

MARSHALL  HEIGHTS  COMMUNITY 

NATIONAL  COOPERATIVE  BANK 

UNIVERSITY  LEGAL  SERVICES 

CODEC,  INC. 

COMMUNITY  ECONOMIC  DEV  COUNCl 

COMMUNITY  EQUITY  INVESTMENTS,  INC. 

DADE  EMPLOYMENT  AND  ECON. 

FLORIDA  FEDERATION  OF  CDCs 

Greatw-  Miami  Unii»d 

HALLANDALE  COMMUNITY  DEV.  CORP. 

METRO-DADE  COMMUTE  ITY  & 

MIAMI  BEACH  DEVELOPMENT  CORP. 

MIAMI-DADE  NHS 

NEV  CENTURY  DEVELOPMENT  CORP. 

NOAH  DEVELOPMENT  CORPORATION 

TACOLCY  ECONOMIC  DEV.  CORP. 

VEST  PERRINE  CDC 

First  Union  National 

DEKALB  COUNTY  ECON.  OPPORTUNITY 

QUITMAN/BROOKS  COUNTY  CDC 

ALU  LIKE,  INC 

AMOCO  CORPORATION 
BETHEL  NEV  LIFE 
CHICAGO  ASSOCIATION  OF 
CITY  OF  KANKAKEE 
CLARENCE-OARROV  COMMUNITY 
COMMUNITY  ECON.  DEV.  ASSOC. 
COMMUNITY  VORKSHOP  ON 
JANE  ADDAMS  RESOURCE  CENTER 
LAVRENCE  AVENUE  DEV.  CORP. 
SHOKEBANK  ADVISORY  SERVICES,  INC. 
THE  NEIGHBORHOOD  institute"*  ' 


CitM 


State 


Denver, 

D^nvpr, 

Denver 

Denver , 

Bridgeport, 

Hartford, 

Danielson, 

f'lew  Haven, 

Vestport, 

Washington, 

Vashington . 

Vashington, 

Vashington, 

Vashington, 

Vashington, 

Vashington, 

Miami, 

Jacksonville, 

Pensacola, 

Miami, 

Quinctj, 

Miami, 

Hallandale, 

Miami , 

Miami  Beach, 

Miami, 

Miami, 

Belle  Glade, 

Miami, 

Miami, 

Jacksonville, 

Decatur, 

Valdosta, 

Honolulu, 

Chicago , 

Chicago, 

Chicago, 

Kankakee, 

Chicago , 

Chicago, 

Chicago , 

Chicago, 

Chicago . 

Chicago, 

Chicago , 


CO 

CO 

CO 

CO 

CT 

CT 

CT 

CT 

CT 

DC 

DC 

DC 

DC 

DC 

DC 

DC 

a 

FL 
FL 
FL 

n. 
a 

FL 
FL 

a 

FL 
FL 

n. 

FL   ■ 

FL 

FL 

GA 

GA 

HI 

L 

L 

1 

n. 
1 

L 
L 
1 

IL 

n. 
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Organization 


BUSINESS  OPPORTUNITIES  SYSTEMS 

EASTSIDE  COMMUNITY  INVESTMENTS.  INC 

HISTORIC  LANDMARKS  FOUNOATIOfI 

HOOSIER  UPLANDS  ECOWMIC 

INB  NEIGHBORHOOD 

INDIANA  ASSOCIATION  FOR  CED 

INDIANA  CAP  DIRECTORS'  ASSOC.,  WC. 

INDIANAPOLIS  NEIGHBORHOOD 

INTERFAITHHOMES.  INC. 

LINCOLN  HILLS  DEVELOPMENT  CORP. 

MARTIN  LUTHER  KING  CDC 

NEAR  NORTH  DEVELOPMENT  CORP. 

RIEY  AREA  REV  IT  AL 12  AT  ION 

WESTS  IDE  COMMUNITY  OEVaOPMENT 

COMMUNITY  VENTURES  CORPORATION 

KENTUCKY  HIGHLANDS  INVESTMENT  CORP. 

MOUNTAIN  ASSOCIATION  FOR  CED,  INC. 

NEV  DIRECTIONS  HOUSING  CORP 

CORPORATION  FOR  NEW 

DESIRE  COMMUNITY  HOUSING 

SOUTHERN  COOPERATIVE  DEV.  FUND 

CHINESE  ECONOMIC  DEV.  COUNCIL 

COOMAN  SQUARE  HOUSING 

COMMUNITY  DEV.  CORP.  OF  BOSTON 

COMMUNITY  DEV.  CORP. 

COMMUNITY  ECONOMIC  DEV. 

DORCHESTER  BAY  EDC 

EAST  BOSTON  COMMUNITY 

FEN V  AY  CDC 

FIELDS  CORNER  CDC 

ICA  REVOLVING  LOAN  FUND 

INOUILINOSBORICUAS 

LENA  PARK  CDC 

MADISON  PARK  DEVELOPMENT  CORP 

MASSACHUSETTS  ASSOCIATION  OF  COCs 

MASSACHUSETTS  COMMUNITY  DEV. 

NEIGHBORHOOD  OF  AFFORDABLE  HtXEffiG 

NIJESTRA  COMUNIDAD  DEV  CORP. 

OUINCY-GENEVA  HOUSING  CORP. 

THE  oOr-IERVILLE  CORPORATION 

URBAN  EDGE  HOUSING  CORP. 

YOUTH  ACTION  PROGRAM 

ANNE  ARUNDEL  COUNTY 

COMMUNITY  ASSISTANCE  NEFwORK 

DEVELOPMENT  TRAINING  INSTITUTE 


Cilu 


Stjte 


tndionjpoli:. 

IN 

IndiarMftohs. 

IN 

IndurMoohs. 

IN 

Mitchell, 

IN 

Indianapolis, 

IN 

IndianapoKs, 

IN 

Indunapohs, 

IN 

Indianapolis, 

IN 

Indianapolis, 

M 

T^nCity, 

IN 

Indianapolis, 

IN 

Indianapolis, 

IN 

Indianapolis, 

IN 

Indianapolis, 

IN 

L*x*>qton, 

KY 

London, 

KY 

Berea, 

KY 

LouisviTte, 

KY 

Natchitoch«s, 

LA 

N»w  Orleans, 

LA 

Lafaijette, 

LA 

Boston, 

MA 

Dorchester, 

MA 

Boston, 

MA 

Fitchburg, 

MA 

Boston, 

MA 

Dorchester, 

MA 

East  Boston, 

MA 

Boston, 

MA 

Dorchester, 

MA 

Somerville, 

MA 

Boston, 

MA 

Dorchester, 

MA 

Roxbonj , 

MA 

Boston, 

MA 

Boston, 

MA 

East  Boston, 

MA 

Roxbury, 

MA 

Roxburvi , 

MA 

Somerville, 

t-1A 

Jamaica  Plain, 

MA 

Belmont, 

MA 

Annapolis, 

MD 

Baltimore, 

MD 

Baltimore, 

MD 
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Organization 

ENTERPRISE  FOUNDATION 
SHORE  UP  INC  I 
SOUTHEAST  COMMUNITY 
COASTAL  ENTERPRISES,  WC. 
COMMUNITY  CONCEPTS,  INC. 
CITIZENS  COALITION  FEDERAL 
HUMAN  DEVELOPMENT  COMMISSION 
MICHIGAN  COMMUNITY  ECON. 
Y-IICHIOAN  STATE  UNIVERSITY 
OAKLAND  LIVINGSTON  HUMAN 
VARREN /CONNER  DEVELOPMENT 
VA"i7«-METROP6LrrAN  COMMUNITY 
MIDVEST  MINNESOTA  COMMUNITY 
MINNESOTA  CENTER  FOR  CED 
TVIN  CITIES  HOUSING 
ANHEUSER-BUSCH  COMPANIES,  INC. 
BLACK  ECONOMIC  UNION 
CDC  OF  KANSAS  CITY 
C  IT  IZEN  HOUS ING  INFORM  AT  ION 
NORTHSIDE  RESIDENTIAL  HOUSING 
DELTA  FOUW  AT  ION 
HUMAN  RESOURCE  DEV  COUNCIL 
CENTER  FOR  COMMUNITY  SELF-HELP 

DIVISION  OF  COMMON rn- 

GATr.-/AY  CDC 

HAYTI  DEVELOPMENT  CORPORATION 
HOUSING  ASSISTANCE  CORPORATION 
LAND  LOSS  PREVENTION  PROJECT 
NORTH  CAROLINA  ALTERNATIVE 
NORTH  CAROLINA  ASSOCIATION 
NORTH  CAROLINA  COALITION  OF 
N.C.  REAL  Er>ITERPRISES,  INC. 
NORTH  CAROLITM  RURAL  CENTER 
RE  10  PARK  NEIGHBORHOOD 
ROCKY  MOUNT /EDGECOMBE  CDC 
SOUTHEAST  RALEIGH  CDC 
UDI  COMMUNITY  DEV.  CORP. 
WILSON  COMMUNITY  IMPROVEMENT 
OMAHA  ECONOMIC  DEV.  CORP. 
NEV  HAMPSHIRE  COLLEGE 
NEV  COMMUNITY  CORPORATION 
NON-PROFIT  AFFORDABLE  HOUSING 
HOME  EDUCATION  LIVELIHOOD  PROGRAM 
SIETE  DEL  NORTE  CDC 
ACCORD  CORPORATION 


Ci(u 


SUU 


Cohjmbi'S,  t^ 

SaKsburi) ,  MO 

Baltimore,  MO 

Viscasset,  ME 

So.  Paris,  ME 

Ponti»o,  Ml 

Caro,  Ml 

Lansing,  Ml 

Lansing,  Ml 

Pontiao,  Ml 

Detroit,  Ml 

Ecorse,  Ml 

Detroit  Lakes,  MN 

Minneapolis,  MN 

Saint  Paul,  MN 

St.  Louis,  MO 

Kansas  City ,  MO 

Kansas  City ,  MO 

Kansas  City ,  MO 

St.  Louis,  MO 

GreenvTlle,  MS 

Bozeman,  MT 

Durtvjm,  nC 

R«1«igh,  NC 

Henderson,  NC 

Durham,  NC 

Hendersonville,  NC 

Durham,  NC 
Research  Triangle  Park,     NC 

Raleigh,  NC 

Durtwm,  NC 

Chapel  Hill,  NC 

Raleigh,  nc 

Charlotte,  NC 

Rocky  Mount,  NC 

Raleigh,  fC 

Durham ,  NC 

Vilson,  NC 

Omaha,  ne 

Manchester,  nh 

Nevark,  NJ 

Trenton,  NJ 

Albuquerque,  NM 

Embudo,  NM 

Belmont,  NY 
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Organization 


CiU 


sut« 


BRONX  VENTURE  CORPORATION 
CITICORP /CITIBANK 
CED  LEGAL  ASSISTANCE  CENTER 
COUNCIL  FOR  COMMUNITY-BASED  DEV. 
FRANKLIN  COUNTY  COMMUNITY 
GREYSTON  FOUND  AT  ICW 
HOUSING  ASSISTANCE  PROGRAM 
ITHACA  NEIGHBORHOOD  HOUSMC 
LOCAL  INITIATIVES  SUPPORT  CORP. 
PRATT  INSTITUTE  CENTER 
ROCKLAND  COMMUNITY  ACTION 
ROCKLAND  ECONOMIC  DEV.  CORP. 
RURAL  OPPORTUNITIES,  WC. 
SETUEMENT  HOUSING  FUND,  INC. 
SOUTH  BRONX  OVERAU  ECON. 
SOUTHERN  TIER  OFF.  OF  SOC.  MW. 
STEUBEN  CHURCHPEOPLE  AGAWST 
TROY  REHABILITATION  & 
URBAN  LEAGUE  OF  ROCHESTER. 
VARREN-HAMILTON  HOUSING  OKP. 
Rural  Opportunities,  Inc. 
ASSOC.  FOR  A  BETTER  COMMUNITY 
AVONOALE  REDEVELOPMENT  CORP. 
CENTER  FOR  NEIGHBORHOOD  DEV. 
CITY  OF  TOLEDO 

CLARK-METRO  DEVELOPMENT  CORP. 
CLEVELAND  NEIGHBORHOOD  DEV.  CORP. 
COLLINVOOD  COMMUNITY  SERVICE 
DEV.  CORP.  FOR  CINCINNATI 
FRIENDS  OF  THE  HOMELESS 
JOBS  FOR  PEOPLE 
LOVER  PRICE  HILL  CURC 
NATIONAL  CITY  CDC 
NDC  ASSOCIATION  OF 
NORTHRIVER  DEVELOPMENT  CORP. 
OHIO  CDC  ASSOCIATION 
REHAB  PROJECT 

SRD-NEIGHBORHOOO  DEVELOPMENT 
STATE  OF  OHIO  COFF 
VALNUT  HILLS  REDEVELOPMENT 
VSOS  COMMUNITY  ACTION 
SRD-N#ighborhood  Deve1opm«4>t 
NORTHEAST  COMMUNITY  DEV.  CORP. 
NORTHWEST  HOUSING 
OREGON  COUNCIL  FOR 


Bronx, 

NY 

N^wYork, 

NY 

NevYork, 

NY 

N«w  York, 

NY 

Makne, 

NY 

Yonkws, 

NY 

Elizabethtovn, 

NY 

ItiMM, 

NY 

HevYork, 

NY 

Brooklijn, 

NY 

Nanwt, 

NY 

P«arl  Riv«r, 

NY 

NY 

N*wYork, 

NY 

NY 

Elmira, 

NY 

Bdth, 

NY 

Troy. 

NY 

Rochester. 

NY 

Indian  Lake, 

NY 
NY 

Kvcnpsrer  , 

Canton, 

OH 

C1nc«»ati. 

OH 

Cleveland, 

OH 

Toledo, 

OH 

Cleveland, 

OH 

Cleveland, 

OH 

Cleveland, 

OH 

Cincinnati, 

OH 

Columbus. 

OH 

Cincntati. 

OH 

Cincinnati, 

OH 

Cleveland, 

OH 

Cincinnati. 

OH 

Toledo. 

OH 

Columbus, 

OH 

Lima. 

OH 

Dayton. 

tw 

Columbus, 

OH 

Cincinnati, 

OH 

Fremont, 

OH 

Dayton, 

OH 

Portland. 

OR 

Milvaukie, 

OR 

Portland, 

OR 
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Orqjnigation 


REACH  COMMUNITY  DEVELOPMENT 
SOUTHEAST  UPLIFT 
ALLIED  HUMAN  SERVICES 
BUREAU  OF  HUMAN  RESOURCES 
CENTRAL  PEfffSYLVANIA  COMMUNITY 
COMMUNITY  HUMAN  SERVCES  CORP. 
COMMUNITY  TECHNICAL  ASSISTANCE 
DUOUESNC  BUSINESS  ADVISORY 
EAST  OF  BROAD  COTfl-IUNITY 
HISPANC  ASSOCIATION  OF 
HOMEVOOO-eRUSHTON  REV  IT  AL 12  AT  ION 
MANCHESTER  CITIZENS  CORPORATION 
MAYORS  CtfTICE  OF  COMMUNITY 
NORTH  SIDE  CIVIC  DEV. 
PENNSYLVANIA  DIRECTORS  ASSN. 
PENNSYLVANIA  FARMVORKER 
PHILADELPHIA  COMMUNITY 
ECONOMC  DEVELOPMENT  CORPORATION 
JUBILEE  INNER  CITY  DEVELOPMENT  CORP. 
OC  OF  RHODE  l3LAr«> 
VAHID  COOPERATIVE  ENTERPRISES,  INC. 

NORTHEAST  SOUTH  DAKOTA  ECC 

SISSETON-VAHPETON  SCHOOL  BOARD 

THE  LAKOTA  FUND 

CHATTANOOGA  NEIGHBORHOOD 

EAST  TENNESSEE  COMMUNITY 

FISK  AREA  DrrtLOPMENT  CORP. 

M.  L.  KINO  BOULEVARD  CDC 

MATRIX,  INC 

TENCO  DEVELOPMENTS,  INC. 

TENNESSEE  NETVORK  FOR  CED 

VEST  GREENVILLE  CDC 

AVENIOA  GUADALUPE  ASSOCIATION 

EAST  AUSTIN  ECONOMIC 

FREEDMEN"S  TOVN  ASSOCIATION,  INC. 

OUIN  RIVERS  AGENCY  FOR 

RICHMOND  BETTER  HOUSING 

SOUTHWEST  VIRGINIA  COMMUNITY 

TASK  FORCE  FOR  HISTORIC  PRESERVATION 

VIRGINIA  VATER  PROJECT 

TBI- ISLAND  ECONOMIC  DEV   COUNCIL 

NORTHERN  CO^TMUNI^l'  INVESTMENT  CORP. 
TOVN  OF  ROCKINGHAM 


Citw 


Portland, 

OR 

Portland, 

OR 

New  Castle, 

PA 

Harrisburq, 

PA 

Clearfield, 

PA 

Pittsburgh, 

PA 

Pittst)urgh, 

PA 

Duquesne, 

PA 

Philadelphia, 

PA 

Philadelphia, 

PA 

PtttstMjrgh, 

PA 

Pittsburgh, 

PA 

Philadelphia, 

PA 

Pittsburgh, 

PA 

Harrisburg, 

PA 

Camp  Hin. 

PA 

Philadelphia, 

PA 

San  Juan, 

PR 

Providence, 

Rl 

Providence, 

Rl 

Newport, 

Rl 

Sisseton, 

SO 

Agenc«j  Village, 

SO 

Kyle. 

SO 

Chattanooga, 

TN 

KnoxYille, 

TN 

Nashville, 

TN 

Chattanooga, 

TN 

Knoxvil>, 

TN 

Levisburg. 

TN 

KnoxviHe, 

TN 

GreenviTIe, 

TN 

San  Antonio, 

rn 

Austin, 

JX 

Houston, 

TX 

Providence  Forge, 

VA 

Richmond , 

VA 

Roanoke , 

VA 

Richmond, 

VA 

Roanoke, 

VA 

St.  Thomas, 

VI 

St.  Johnsburij , 

VT 

Bellows  Falls, 

VT 

State 
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Orqjnizjtion 

BENTON-fRANKLIN  COMMUNITY 
COLUMBIA  BASIN  MINORITY 
EL  CENTRO  DE  LA  RA2A 
GRANT  COUNTY  COMMUNITY  ACTION 
PIC  OF  SNOHOMISH  COUNTY 
PLYMOUTH  HOUSING  GROUP 
THE  OPPORTUNITY  COUNCIL 
UPPER  TACOMA  RENAISSANCE 
VASHWGTON  ASSOCIATION  FOR  CED 

AOVOCAP,  INC. 

CAP  SERVICES,  we. 

CENTRAL  WISCONSIN  CAC,  INC. 

COMMON  WEALTH  DEVELOPMENT,  INC 

COMMUNITY  RELATIONS-SOCIAL 

COOPERATIVE  WEST  SIDE  ASSOCIATION 

DANE  COUNTY  COMMUfJITY 

IMPACT  SEVEN,  INC. 

INNER  CITY  REDEVELOPMENT  CORP. 

LARAZAUNIDA,  INC. 

NEYCAP,  mc. 

NORTHWEST  SIDE  CDC 

WEST  CENTRAL  WISCONSIN  CAA,  INC. 

WESTERN  DAIRYLAND  E.O.C. 

WISCONSIN  COULEE  CAP 

MATEWAN  DEVELOPMENT  CENTER 

TELAMON  CORPORATION 


_CitH 

Pasco, 

Pasco, 

S«attl*. 

Mostfs  Lake, 

Everett, 

Seattle,  '' 

Bellmgbam, 

Tasoima, 

Seattle, 

Fond  du  Lac, 

Slevens  Point, 

Lake  Delton, 

Madison, 

MihKatike*, 

Milwaukee, 

Madison, 

Turtle  Lake, 

Milwaukee, 

Fort  Atkinson, 

Oconto, 

Milwaukee, 

Glenwood  City , 

Independence, 

Westby, 

Matewan, 

Martinsburg, 


SUt» 

WA 
WA 
VA 
WA 
VA 
WA 
VA 
VA 
VA 

VI 

VI 

VI 

VI 

VI 

VI 

VI 

VI 

VI 

VI 

VI 

VI 

VI 

VI 

VI 

wv 

vv 
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STATEMENT  OF  ROBERT  JACKSON,  TREASURER,  QUITMAN  COUNTY 

FEDERAL  CREDIT  UNION 

Mr.  Chairman,  members  of  the  Committee,  I  am  Robert  Jackson,  Treasurer  of  the 
Quitman  County  Federal  Credit  Union.  We  are  located  in  Marks,  Mississippi,  a  low- 
income  rural  community  in  the  Mississippi  Delta  about  80  miles  south  of  Memphis. 
I  also  serve  on  the  Board  of  Directors  of  the  National  Federation  of  Community  De- 
velopment Credit  Unions,  a  coalition  of  credit  unions  that  serve  low-  and  moderate- 
income  communities  throudiout  the  United  States.  The  Federation  is  affiliated  with 
the  Credit  Union  National  Association,  the  national  trade  organization  for  credit 
unions.  Speaking  for  my  small  credit  union  and  for  the  larger  credit  union  move- 
ment, I  would  like  to  express  strong  support  for  the  new  administration's  initiative 
for  expanded  community  development  financial  institution  activity.  The  story  I  have 
to  tell  you  about  the  situation  in  the  Mississippi  delta  will  show  very  clearly  just 
how  urgent  our  needs  are. 

Conununity  Development  Credit  Unions 

Before  talking  about  the  particular  experiences  of  my  credit  union,  I  would  like 
to  say  a  few  words  about  the  national  community  development  credit  union  move- 
ment. Of  the  14,000  or  so  credit  unions  in  the  United  States,  more  than  300  serve 
low-income  communities  in  rural  communities,  inner-city  neighborhoods  and  Indian 
reservations.  The  primary  mission  of  these  institutions  is  to  provide  credit  and  other 
financial  services  to  people  who  are  considered  "unbankable  by  mainstream  finan- 
cial institutions.  The  need  for  credit  in  these  areas  is  desperate. 

One  CDCU  in  central  Florida  makes  loans  to  migrant  farm  workers  who  need  sec- 
ond-hand trucks  in  order  to  commute  to  work  in  surrounding  counties.  Another 
CDCU  in  San  Francisco  has  made  small  loans  that  allow  newly-arriving  Vietnamese 
immigrants  to  continue  earning  a  living  as  fishermen.  A  Harlem  CDCU  once  lent 
funds  to  an  entrepreneur  who  wanted  to  expand  his  auto  repair  business  but  had 
been  turned  down  by  10  different  banks.  In  tnis  case,  the  borrower  repaid  his  credit 
union  loan  three  years  early.  In  central  Appalachia,  a  CDCU  works  with  public  as- 
sistance recipients  who  want  to  start  their  own  businesses  and  get  off  welfare.  This 
group's  efforts  were  recently  described  in  a  front-page  Wall  Street  Journal  article. 

Hispanic  and  Haitian  migrant  farm  workers,  Vietnamese  immigrants,  small  busi- 
ness owners  in  Harlem  and  welfare  mothers  in  Appalachia  are  not  the  kind  of  lucra- 
tive clients  that  other  institutions  are  looking  to  serve.  Frankly,  in  my  opinion, 
many  institutions  don't  even  want  these  folks  coming  in  the  front  door  because  they 
can't  make  a  profit  serving  this  kind  of  clientele. 

The  Story  of  Quitman  County 

In  Quitman  County,  our  credit  union  was  formed  11  years  ago  in  order  to  cope 
with  a  lack  of  access  to  credit.  Like  so  many  other  places  in  the  Mississippi  delta, 
Quitman  County  is  a  place  where  African-American  residents  are  mired  in  poverty 
and  trying  to  cope  with  the  legacy  of  centuries  of  economic  and  political  discrimina- 
tion. My  town,  Marks,  was  one  of  the  key  sites  of  civil  rights  activity  that  was  vis- 
ited by  Dr.  Martin  Luther  King,  Jr.  which  was  highlighted  in  newspaper  publica- 
tions across  the  country  on  Sunday,  January  17,  1993. 

To  this  day,  however,  there  is  persistent  rural  poverty.  Unemployment  in  the  area 
is  18  to  20  percent  in  the  African-American  community  and  9.8  percent  overall.  The 
per  capita  income  in  the  county  is  $6,450  annually.  The  per  capita  income  for  Afri- 
can-Americans is  $4,133.  Many  African-Americans  are  living  in  substandard  hous- 
ing without  running  water.  They  would  like  to  buy  new  homes  or  repair  the  old 
ones,  and  they  would  like  to  start  a  small  business  or  borrow  money  to  send  a  child 
to  school. 

Until  1977,  there  was  only  one  bank  in  the  Maries  area  and  it  was  owned  by  a 
local  family  that  also  controlled  much  of  the  land  and  political  machinery  in  the 
county.  Since  loans  were  routinely  denied,  many  poor  people,  including  my  parents 
who  were  sharecroppers,  didn't  even  bother  to  go  to  the  local  bank. 

Out  of  pure  desperation,  we  organized  a  grass-roots  movement  for  equality  that 
led  to  the  creation  of  the  Quitman  County  Development  Organization  and  the 
Quitman  County  Federal  Credit  Union.  The  credit  union  has  $1,017,000  in  assets 
and  serves  850  members  and  growing.  Since  the  day  we  were  organized,  we  have 
lent  more  than  $2,126,000  to  local  people,  most  of  whom  would  not  have  any  other 
access  to  credit. 

I  would  like  to  tell  you  the  story  of  a  typical  loan  that  we  make — to  a  family  that 
has  stayed  on  the  farm  or  plantation  all  their  lives  up  until  1989.  The  father  got 
sick  and  couldn't  work  on  the  farm  anymore,  and  was  asked  to  move  out  of  the  plan- 
tation owned  house.  The  family  had  nowhere  to  move,  no  credit  history  to  assume 
a  mortgage,  and  no  breadwinner  for  the  family.  The  family  approached  the  credit 
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union  for  a  housing  loan  to  purchase  a  $10,000  house.  The  credit  union  made  the 
loan  because  we  knew  the  Family.  I'm  happy  to  say  that  they  have  made  their 
monthly  pajnment  like  clockwork.  An  article  on  CDCU's  in  Credit  Union  Magazine, 
October  1990  issue,  tells  of  this  story  in  more  detail.  A  copy  of  this  article  is  at- 
tached. What  would  have  happened  to  this  family?  Fm  afraid  to  think  what  may 
have  transpired  if  the  credit  union  had  not  been  there.  This  is  not  an  exception,  this 
is  the  rule.  Families  being  displaced  from  large  plantations  with  nowhere  to  go,  and 
no  money  to  move  anywhere  else.  No  sympathy  from  the  landowners,  and  no  sever- 
ance pay,  no  retirement,  nothing.  I  believe  that  CDCU's  are  financial  institutions 
with  a  conscience.  And  we  need  more  of  them. 

WhUe  we  have  been  successful  in  providing  credit  to  people  who  would  otherwise 
be  shut  out  of  the  capital  market,  there  is  a  great  deal  more  that  we  would  like 
to  do.  We  are  particularly  interested  in  duplicating  the  successes  of  the  Nation's 
largest  CDCU,  the  Self-Help  Credit  Union  of  North  Carolina.  Self-Help  has  more 
than  $40  million  in  assets  and  has  extended  loans  throughout  the  State  of  North 
Carolina.  This  success  is  due  in  large  part  to  an  innovative  structure  that  combines 
the  credit  union  and  a  non-profit  development  organization.  Working  together  the 
two  institutions  can  provide  a  full  spectrum  of  services  needed  to  further  economic 
development. 

We  have  the  same  structure  in  Quitman  County.  Our  credit  union  provides  credit 
and  savings  services,  while  the  non-profit,  Quitman  County  Development  Organiza- 
tion is  able  to  conduct  fundraising  and  take  on  larger  and  higher  risk  development 
projects.  All  this  is  done  in  coordination  with  each  other  and  other  non-pronts  in 
the  area. 

I  am  confident  that  we  can  grow  to  Self-Help's  size  and  scope  in  a  safe  and  sound 
manner.  But  that  will  require  relief  from  current  regulations  iniposed  on  us  by  our 
regulatory  agency,  the  National  Credit  Union  Administration  (NCUA).  We  also  need 
more  technical  assistance  from  them  and  a  strategic  investment  of  Federal  re- 
sources. In  talking  about  public  investment  in  CDCUs,  an  important  ratio  to  keep 
in  mind  is  10  to  1.  For  every  dollar  that  a  CDCU  receives  in  reserve  funds,  the  insti- 
tution is  able  to  extend  10  dollars  in  loans  for  home  acquisitions  and  repairs,  small 
business  development  and  other  purposes.  If  my  credit  union  had  a  $100,000  infu- 
sion of  equity,  I  can  guarantee  you  that  we  will  make  $1  million  dollars  worth  of 
loans  in  Quitman  County,  Mississippi,  the  poorest  section  of  the  United  States. 

As  a  county  supervisor  (commissioner),  1  understand  your  budgetary  concerns.  I 
also  understand  tne  power  that  you  have  as  a  Federal  lawmaker  to  change  policy 
from  the  top. 

As  you  go  about  the  process  of  creating  a  community  development  banking  pro- 
gram, and  I'm  confident  you  will,  there  are  a  few  positive  steps  that  you  can  take 
to  help  credit  unions  like  mine  and  others  throughout  the  United  States.  I  support 
the  following  recommendations  of  the  National  Federation  of  Community  Develop- 
ment Credit  Unions  for  steps  which  Congress  can  take  to  improve  access  to  credit 
for  consumers  and  small  businesses. 

•  Through  Community  Development  Banking  legislation,  provide  equity  infusions  to 
CDCl^  and  other  community  development  lenders.  This  is  the  single  most  impor- 
tant step  that  Congress  can  take.  Despite  all  the  good  work  that  CUCUs  are  doing, 
our  impact  has  been  limited  by  our  small  size.  Most  CDCUs  and  other  community 
development  lenders  will  need  to  be  bigger  institutions  in  order  to  have  a  mean- 
ingful impact  on  the  credit  crisis.  By  providing  equity  capital  to  community  devel- 
opment lenders,  you  allow  them  to  expand  and  sustain  their  work,  which  might 
otherwise  be  discouraged  as  "high  risk'  by  regulators. 

•  Recognize  and  establish  that  lending  for  small  and  micro-businesses  is  a  valid  and 
valued  function  of  credit  unions,  especially  in  low-income  and  other  underserved 
areas.  This  would  mean,  among  otner  things,  preserving  the  tax  exemption  on 
credit  unions  and  getting  the  National  Credit  Union  Administration  to  ease  cur- 
rent regulatory  restrictions  on  business  lending.  We  have  seen  significant  im- 
provement in  the  treatment  of  CDCUs  by  our  regulators  during  the  last  year.  We 
would  like  to  see  legislative  action  that  will  enhance,  reinforce,  and  institutional- 
ize those  improvements. 

•  Facilitate  access  to  existing  secondary  markets,  and  create,  if  necessary,  a  special- 
ized secondary  market  for  community  development  loans. 

•  Provide  funding  for  technical  assistance  to  new  and  growing  community  develop- 
ment lenders. 

•  Keep  CRA  in  place.  The  Community  Reinvestment  Act  (CRA)  has  been  a  very  im- 
portant part  of  our  success  in  the  last  decade;  many  of  our  CDCUs  have  received 
nnancial  support — including  e<}uity  and  operating  grants,  and  interest-free  depos- 
its— from  banks  as  a  direct  or  indirect  result  of  Cl^.  While  we  believe  that  banks 
that  support  community  development  lenders  like  CDCUs  should  get  CRA  credit, 
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we  do  not  want  to  see  CRA  weakened.  It  is  an  invaluable  tool  for  producing  pro- 
ductive partnerships  in  many  low-income  communities. 
•  Increase  the  level  of  funding  for  the  Revolving  Loan  Program  for  CDCUs  operated 
by  the  National  Credit  Union  Administration.  At  present,  the  program  has  $6  mil- 
lion to  invest  among  hundreds  of  CDCUs  nationwide.  An  increase  in  the  program 
will  enable  more  institutions  to  be  served. 

In  closing  let  me  again  emphasize  the  importance  of  easing  the  current  regulatory 
restraints  under  which  we  labor.  To  effectively  do  our  job,  we  must  never  be  held 
back  by  limits  on  non-member  deposits  and  we  must  have  additional  flexibility  in 
making  small  business  loans  to  our  members.  Attached  is  a  CUNA  position  paper 
on  these  issues  with  amendments  which  I  support, 
lliis  concludes  my  statement.  I  will  be  glad  to  answer  any  questions. 

Position  Paper — Community  Development  Banking 

The  Credit  Union  National  Association  and  Affiliates  (CUNA)  fully  supports  the 
concept  proposed  by  the  Clinton  Administration  to  expand  the  role  of  community  de- 
velopment banking.  This  paper  is  to  share  some  of  our  preliminary  ideas  and  rec- 
ommendations concerning  this  important  and  potentially  far-reaching  initiative. 
CUNA  is  the  primary  trade  association  representing  this  country's  13,400  credit 
unions  and  their  65  million  members.  One  of  its  affiliates  is  the  National  Federation 
of  Community  Development  Credit  Unions. 

The  credit  union  movement  continues  to  exist  separately  from  the  banking  system 
of  this  country  for  very  basic  reasons:  (1)  it  can  still  demonstrate  its  unique  and 
different  approach  to  providing  consumer  financial  services;  and  (2)  this  unique  ap- 
proach continues  to  bring  substantial  benefits  to  consumers  that  are  worth  preserv- 
ing. Some  people  are  able  to  get  a  loan  at  a  credit  union  when  they  were  unable 
to  find  crecnt  elsewhere.  CUNA  is  committed  to  preserving  this  credit  union  philoso- 
phy. Certainly  the  work  done  by  low  income,  or  community  development  credit 
unions,  exemplifies  the  credit  union  difference. 

We  welcome  this  renewed  interest  in  providing  credit  at  reasonable  rates  to  those 
who  have  been  left  out  of  the  traditional  financial  system  and  especially  in  provid- 
ing small  business  loans  to  assist  in  the  rehabilitation  of  low  income  areas.  It  is 
easier,  even  within  the  credit  union  community,  to  concentrate  on  the  more  routine 
extensions  of  credit  and  to  lose  momentum  in  the  seeking  of  new  avenues  to  reach 
those  with  limited  access  to  credit.  This  tendency  has  been  exacerbated  by  changes 
to  the  legislative  and  regulatory  atmosphere  which  have  occurred  over  the  past  sev- 
eral years.  For  instance,  the  National  Credit  Union  Administration  (NCUA)  and  its 
predecessor,  the  Bureau  of  Federal  Credit  Unions,  once  placed  a  high  priority  on 
the  actual  promoting  of  credit  unions  and  the  credit  union  movement.  Awards  were 
given  to  examiners  who  had  chartered  the  most  credit  unions  or  contacted  the  most 
groups  informing  them  about  credit  unions,  technical  assistance  was  given  to  strug- 
gling credit  unions,  and  it  was  recognized  and  acknowledged  that  many  differences 
would  exist  among  credit  unions  depending  on  their  missions  and  the  agency  ad- 
justed itself  to  accommodate  for  these  differences. 

However,  circumstances  occurred  which  greatly  influenced  this  agency's  perspec- 
tive. As  a  result  of  the  savings  and  loan  crisis  and  the  large  number  of  bank  fail- 
ures, the  Congress  sent  strong  legislative  signals  to  all  financial  regulators  to  vastly 
increase  their  supervisory  activities.  Advocacy  roles  by  regulators  came  under  criti- 
cism. This  coupled  with  tremendous  growth  in  the  credit  union  movement  and  the 
advent  of  Federal  share  insurance  for  credit  unions  led  the  agency  to  begin  operat- 
ing from  a  new  set  of  priorities.  It  retreated  from  its  advocacy  role  and  centered  its 
efforts  on  eliminating  any  and  all  perceived  threats  to  the  National  Credit  Union 
Share  Insurance  Fund  (NCUSIF).  While  a  healthy  concern  for  safety  and  soundness 
is  an  essential  component  of  the  credit  union  movement,  it  is  not  its  primary  pur- 
pose or  "raison  d'etre."  Regulatory  pressures  have  ensued  which  seek  more  stand- 
ardized credit  unions  and  credit  union  lending.  Non-traditional  lending  activities  are 
often  viewed  as  potential  threats  to  the  insurance  fund.  Unnecessary  restrictions 
have  been  placed  on  the  amount  of  non-member  deposits  which  community  develop- 
ment credit  unions  can  seek.  New  charters,  especially  community  development  ones, 
had  become  extremely  cumbersome  and  rare.  Restrictions  on  small  business  loans 
to  credit  union  members  are  excessive. 

Merger  and  liquidation  actions  have  become  so  commonplace  they  scarcely  raise 
an  eyebrow.  What  was  formerly  resorted  to  as  a  last  resort  is  oden  used  now  as 
a  supervisory  tool  to  improve  the  overall  safety  and  soundness  scorecard  of  the  cred- 
it union  movement  or  to  facilitate  the  movement  toward  fewer  and  more  standard- 
ized credit  unions.  Because  of  the  virtual  elimination  of  new  charters  and  the  ex- 
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tremely  high  merger  and  liquidation  activities,  the  number  of  credit  unions  in  this 
country  has  gone  from  a  high  of  22,200  in  1978  to  today's  figure  of  13,400. 

In  general,  the  emphasis  has  shifted  from  assisting  credit  unions  to  carry  out 
their  chosen  missions  in  a  safe  and  sound  manner  to  an  over  emphasis  on  safety 
and  soundness  at  the  expense  of  individual  missions.  For  example,  some  community 
development  credit  unions  in  existence  for  a  number  of  years  have  been  liquidated 
because  their  measured  financial  condition  was  marginal  and  it  was  determined 
that  they  "would  never  succeed."  This  view  of  what  constitutes  success  is  too  narrow 
and  fails  to  see  that  in  terms  of  struggling  to  bring  hope  and  change  to  individuals 
lacking  access  to  credit  and  financial  services,  the  credit  unions  were  already  de- 
monstrable successes.  It  is  unfortunate  that  many  of  these  credit  unions  are  no 
longer  in  existence.  Further,  the  combined  assets  of  these  credit  unions  is  so  rel- 
atively small  as  to  make  any  potential  insurance  losses  very  limited. 

Some  would  argue  that  these  changes  have  produced  a  credit  union  movement 
that  is  more  efficient,  more  standardized,  more  streamlined,  and  easier  to  control 
and  supervise.  While  these  observations  are  true,  that  is  not  necessarily  the  best 
public  policy.  Public  policy  is  best  served  by  a  secure  financial  system  that  provides 
opportunity  to  those  of  modest  means,  not  simply  one  that  lends  itself  to  efficient 
regulation.  Tens  of  thousands  of  credit  union  volunteers  have  been  eliminated  along 
with  their  ideas  and  service  at  the  local  level;  decision-making  has  become  more 
centralized  and  thusly  more  standardized;  communities  and  groups  have  lost  the 
closeness  and  sense  of  ownership  control  which  their  own  credit  union  brought  to 
them;  and  diversity  and  uniqueness  have  been  reduced. 

Therefore  we  are  pleased  that  the  focus  is  now  on  the  promotion  of  imaginative, 
case-by-case  initiatives  where  individual  financial  institutions  seek  to  best  meet  the 
particular  needs  of  their  locales  (and  their  members),  rather  than  seeking  standard- 
ized methods  of  delivering  only  those  types  of  services  which  have  a  proven  track 
record.  Hearings  such  as  these  and  the  use  of  a  new  Government  entity  such  as  a 
National  Trust  for  Community  Development  Financial  Institutions  should  afford  the 
necessary  impetus  and  advocacy  to  fully  embrace  this  important  objective  of  reach- 
ing out  to  those  communities  which  are  in  the  greatest  need.  Under  this  new  plan, 
we  assume  that  NCUA  would  continue  to  charter,  insure,  and  regulate  and  that  the 
National  Trust  would  designate  those  credit  unions  eligible  for  loans,  capital  infu- 
sions, technical  assistance  etc.  and  make  decisions  on  the  dollar  amounts  to  be 
awarded  to  each  institution.  These  two  forces  should  provide  a  more  balanced  ap- 
proach to  the  goals  of  extending  credit  union  services  and  maintaining  safety  and 
soundness.  We  strongly  recommend  that  credit  unions  be  included  as  an  integral 
component  of  the  Community  Development  program.  The  statement  of  the  National 
Federation  of  Community  Development  Credit  Unions  gives  an  excellent  overview 
of  the  positive  benefits  of  CDCUs  as  well  as  some  specific  models  that  should  be 
replicated  in  the  future.  CUNA  concurs  with  the  recommendations  which  have  been 
made  by  the  NFCDCU. 

Attached  are  three  recommended  legislative  changes  to  the  Federal  Credit  Union 
Act  designed  to  add  impetus  to  credit  union  participation  not  only  in  community  de- 
velopment activities  but  other  lending  activities  which  could  assist  in  economic  re- 
covery. 

Amendments 

1.  Expediting  charters  of  low  income  credit  unions  (includes  CDCUs). 

Amend  Section  104  of  the  Federal  Credit  Union  Act  (12  USC  1754)  by  adding 
after  the  current  first  sentence,  a  new  sentence  which  reads:  "The  Board  shall  give 
a  high  priority  to  considering  the  organizational  certificate  of  a  low  income  credit 
union." 

Suggested  report  language:  'The  Congress  intends  that  the  credit  union  charter- 
ing activities  be  simplified  and  expedited  by  NCUA  and  that  special  efforts  be  made 
in  the  case  of  low  income  credit  unions. 

2.  Small  business  loans  to  members. 

Amend  Section  107(5)  of  the  Federal  Credit  Union  Act  (12  USC  1757)  by  inserting 
immediately  after  "(5)  to  make  loans,"  the  following:  "including  small  business  loans 
to  their  members,". 

Suggested  report  language:  "The  Congress,  by  specifically  including  the  phrase 
small  business  loans  to  credit  union  members  wishes  to  signal  its  recognition  that 
many  credit  unions  serve  a  membership  where  their  primary  focus  is  not  on 
consumer  lending  but  rather  on  providing  modest  size  loans  for  business  purposes 
to  their  members.  NCUA  should  recognize  the  needs  of  such  credit  unions  and  pro- 
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vide  the  necessary  flexibility  to  enable  these  credit  unions  to  meet  the  needs  of  their 
members." 

3.  Non-member  deposits. 

Amend  Section  107(6)  of  the  Federal  Credit  Union  Act  (12  USC  1757)  bv  adding 
at  the  end  thereof  the  following  new  sentence:  "In  prescribing  limitations,  the  Board 
shall  avoid  limitations  which  preclude  credit  unions  (especially  low  income  credit 
unions)  from  providing  services  to  their  members." 

Suggested  report  language:  The  Congress  instructs  the  NCUA  to  avoid  wherever 
possible  the  placing  oi  limitations  on  tne  receipt  of  payments  (deposits)  by  credit 
unions,  espeaally  low  income  credit  unions,  which  would  impair  the  ability  of  the 
credit  union  to  successfully  carry  out  its  mission." 

TESTIMONY  OF  MICHAEL  SWACK,  CO-DIRECTOR,  INSTITUTE  FOR 
COOPERATIVE  COMMUNITY  DEVELOPMENT 

Community  Development  Lending  and  Microenterprise 

Microenterprise  programs  work  with  entrepreneurial  individuals  seeking  to  start 
or  expand  small  businesses.  Microenterprises  range  from  self-employment  busi- 
nesses to  businesses  employing  five  people.  These  businesses  usually  require  small 
amounts  of  capital — typically  between  $250-$10,000  in  order  to  operate  or  expand. 

Microenterprise  programs  represent  a  community-based  economic  development 
strategy  for  Dusiness  development  and  job  creation  among  those  traditionally  left 
out  of  the  economic  mainstream.  They  provide  individuals  with  the  capital  and 
skills  they  need  to  turn  their  businesses  or  business  ideas  into  reality.  The  individ- 
uals served  by  microenterprise  programs  are  predominantly  women,  often  people  of 
color,  and  almost  all  are  welfare  recipients,  unemployed  or  the  working  poor.  The 
creation  of  small  businesses  is  just  one  goal  of  microenterprise  programs — they  are 
also  designed  to  increase  incomes,  stabilize  families,  raise  self-esteem  and  self-con- 
fidence, aevelop  skills,  create  role  models,  and  spark  a  process  of  community  re- 
newal. Over  150  microenterprise  development  programs  are  represented  nationally 
by  the  Association  for  Enterprise  Opportunity  (AE(J)  in  Chicago. 

Many  microenterprise  programs  include  loan  funds  or  offer  financial  services 
through  partnerships  with  local  banks  or  credit  unions.  Micro  loan  funds  usually  are 
capitalized  with  grants  or  loans  from  foundations  or  (jovemment  agencies.  But 
nucroenterprises  Face  many  barriers.  The  loan  sizes  required  by  microenterprises 
are  typically  too  small  to  lie  considered  by  traditional  financial  intermediaries.  The 
cost  of  transacting  such  loans  is  unprofitable  for  these  traditional  intermediaries. 
Additionally,  the  borrowers  are  considered  to  be  too  "risky" — they  do  not  have  much 
equity  to  put  into  the  businesses,  they  have  very  little  collateral,  and  they  do  not 
have  nistories  of  running  profitable  businesses. 

Although  these  loans  are  considered  too  "risky"  by  traditional  intermediaries, 
many  community-based  organizations  have  successfully  loaned  to  microenterprises. 
My  own  organization,  the  Institute  for  Cooperative  Community  Development  has 
run  a  program  called  Working  Capital  for  the  past  two  years.  During  this  time  we 
have  made  over  425  loans  in  Northern  New  England.  We  have  utilized  a  model  of 
lending  called  "peer"  lending,  a  model  utilized  extensively  overseas  in  places  like 
Bangladesh  and  throughout  Latin  America.  In  this  model,  people  join  borrowing 
groups.  Members  start  out  by  borrowing  small  amounts  of  money  for  their  busi- 
nesses. If  any  member  of  the  group  fails  to  repay  his  or  her  loan,  other  members 
or  the  group  must  either  make  this  payment  or  they  will  be  denied  access  to  further 
credit.  We  nave  enjoyed  close  to  a  97  percent  repayment  rate  over  the  life  of  the 
program. 

In  addition  to  providing  capital,  many  microenterprise  programs  provide  training, 
technical  assistance  and  in  some  cases  support  services  such  as  child  care  and 
transportation  to  borrowers.  The  provision  of^  these  non-fee  generating  services,  com- 
bined with  the  small  loan  sizes,  means  that  microenterprise  programs  are  not  able 
to  support  themselves  on  fee  and  interest  income. 

Altnough  it  is  not  within  the  purview  of  this  committee,  it  is  important  to  note 
that  microenterprise  programs  face  barriers  other  than  the  barrier  of  access  to  cap- 
ital. For  microenterprise  programs  to  succeed  the  Government  must  eliminate  bar- 
riers and  penalties  for  transfer  payment  and  public  assistance  recipients  who  pur- 
sue self -employment.  We  need  to  allow  AFDC  recipients  to  accumulate  business  as- 
sets and  deduct  business  related  expenses  in  calculating  net  income;  change  unem- 
ployment insurance  laws  to  exempt  recipients  from  looking  for  work  while  starting 
a  business;  and,  change  public  housing  rent  provisions  to  minimize  increases  for 
residents  generating  wage  or  self-employment  income. 
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Any  legislative  initiative  to  create  community  development  financial  institutions 
needs  to  explicitly  recognize  and  encourage  microenterprise  lending,  whether 
through  microenterprise  loan  funds  or  other  community-based  intermediaries  en- 
gaged in  microenterprise  lending.  An  investment  of  Federal  funds  into 
microenterprise  funds  could  be  done  in  a  variety  of  ways.  Our  Working  Capital  pro- 
gram has  worked  out  a  unique  arrangement  with  three  New  England  banks  (Ver- 
mont National  Bank,  Fleet  Bank,  and  Meredith  Village  Savings  Bank)  whereby  we 
have  access  to  bank  lines  of  credit  for  microenterprise  lending.  In  exchange  for  ac- 
cess to  credit,  we  establish  small  loan  loss  reserve  funds  at  the  bank.  The  small  in- 
vestment into  loan  loss  reserve  funds  (currently  made  by  foundations)  has  enabled 
us  to  leverage  substantial  amounts  of  credit  from  banks  to  microenterprises. 

A  legislative  initiative  that  supports  investment  in  microenterprise  funds  and 
training  and  technical  assistance  to  borrowers  could  greatly  enhance  the  success 
and  growth  of  microenterprise  programs — programs  that  have  already  demonstrated 
success  in  improving  the  quality  of  life  for  a  wide  range  of  people. 

Finally,  as  someone  who  has  been  an  active  participant  in  community  investment 
for  14  years — with  a  variety  of  institutions  (including  microenterprise  funds,  com- 
munity development  loan  funds  and  quasi-public  agencies),  I  have  four  specific  rec- 
ommendations for  any  Government-sponsored  financial  initiative  to  promote  com- 
munity-based economic  development. 

1.  A  wide  range  of  community  development  financial  institutions  (CDFI),  (includ- 
ing commercial  banks,  community  development  credit  unions,  community-develop- 
ment loan  funds,  microenterprise  funds  and  specialized  public  agencies)  should  be 
eligible  to  receive  investment  from  a  Federal  initiative  for  community  development 
financial  institutions.  However,  any  institution  receiving  investment  from  a  Federal 
initiative  should  specify  how  they  will  help  achieve  goals  of  community  development 
and  community  investment.  Community  investment  means  more  than  simply  in- 
vesting money  in  a  particular  geographic  place.  A  successful  program  of  community 
investment  will  stimulate  the  demand  for  development  capital  by  supporting  the  for- 
mation of  community  organizations  (like  community  development  corporations  and 
community  land  trusts),  and  encouraging  these  organizations  to  develop  and  plan 
more  housing  and  economic  development  projects.  Organizations  I  have  worked 
with,  such  as  the  Institute  for  Community  Economics  and  the  New  Hampshire  Com- 
munity Loan  Fund,  have  helped  create  new  community  development  organizations, 
which  have  in  turn  created  housing  and  jobs  for  low-income  people. 

2.  A  key  need  in  community  development  finance  is  the  need  for  equity  invest- 
ment in  low-income  communities.  A  Federal  initiative  should  provide  equity  to 
CDFI's  and  encourage  CDFI's  to  invest  equity  in  community  housing  and  economic 
development  ventures.  Traditional  loan  products  are  not  sufficient  to  meet  commu- 
nity capital  needs.  My  experience  as  Chairman  of  the  New  Hampshire  Community 
Development  Finance  Authority  (CDFA),  a  quasi-public  agency,  has  demonstrated 
how  critical  equity  can  be  to  the  success  of  projects.  Through  equity  investments 
(such  as  preferred  stock  and  sharing  of  net  operating  income),  the  CDFA  can  invest 
the  kind  of  capital  that  is  typically  not  available  to  low-income  individuals  and 
projects  that  are  developed  by  organizations  serving  low-income  communities. 
CDFA's  investment  improves  the  capital  structure  of  the  venture,  leverages  private 
debt,  and  enhances  the  probability  of  success  for  the  venture. 

3.  Encourage  additional  private  investment  in  CDFI's  by  the  private  sector  and 
State  and  local  government.  The  New  Hampshire  Community  Development  Finance 
Authority  (CDFA)  provides  an  interesting  example  of  how  to  encourage  investment 
in  community  development  by  the  private  sector.  The  State  provides  a  tax  credit  to 
businesses  that  commit  funds  to  the  CDFA — the  CDFA  can  then  use  these  funds 
to  make  equity  and  debt  investments  in  community -based  housing  and  economic  de- 
velopment projects.  Federal  legislation  should  include  mechanisms  that  encourage 
the  private  sector  to  invest  in  CDFI's. 

4.  A  Federal  initiative  must  seek  to  promote  the  development  of  secondary  market 
mechanisms  to  support  the  growth  and  liquidity  of  CDFI's.  One  of  the  primary  prob- 
lems CDFI's  face  is  liquidity.  CDFI's  originate  loans  and  investments  that  are  non- 
standard— that  is,  they  do  not  fit  the  standard  underwriting  criteria  of  traditional 
lenders.  We  hold  these  loans  in  our  portfolio  for  several  years — during  this  time 
many  risk  factors  are  reduced.  If  we  could  sell  these  loans  in  the  secondary  market, 
we  would  have  more  capital  to  originate  the  kinds  of  loans  that  only  CDFI's  origi- 
nate. Federal  legislation  should  require  Government-sponsored  entities  like  Ginnie 
Mae  and  Freddie  Mac  to  serve  our  market. 
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Michael  Swack  is  a  professor  and  the  Director  of  the  Community  Economic  Devel- 
opment Program  at  New  Hampshire  College  where  he  teaches  courses  in  economic 
development,  finance  and  negotiations.  He  is  also  the  Co-Director  of  the  affiliated 
Institute  for  Cooperative  Community  Development  (ICCD),  a  nonprofit  organization 
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the  Working  Capital  program,  the  largest  peer-lending  microenterprise  program  in 
the  United  States  and  the  Capital  Networks  program,  a  pilot  project  that  provides 
assistance  and  credit  to  businesses  participating  in  flexible  manufacturing  networks. 

Mr.  Swack  has  worked  in  the  field  of  development  finance  for  14  years  as  a  practi- 
tioner, consultant  and  teacher.  He  is  a  trustee  and  past  President  of  the  Institute 
for  Community  Economics  in  Springfield,  MA,  the  Chairman  of  the  New  Hampshire 
Community  Development  Finance  Authority,  a  founding  and  current  board  member 
of  the  New  Hanipsnire  Community  Loan  Fund,  a  founding  trustee  of  the  National 
Association  for  Community  Development  Loan  Funds  and  a  past  member  of  the 
Housing  Advisory  Board  for  the  Federal  Home  Loan  Bank  in  Boston.  He  received 
his  doctorate  from  Columbia  University,  his  masters  degree  from  Harvard  Univer- 
sity and  his  bachelors  degree  from  the  University  of  Wisconsin. 

ADDITIONAL  TESTIMONY  BY  MICHAEL  SWACK  AND  DONALD  MASON 

The  Institute  for  Cooperative  Community  Development 

Summary  of  Priority  Issues 

1.  A  wide  range  of  community  development  financial  institutions  (CDFI),  (includ- 
ing commercial  oanks,  community  development  credit  unions,  community  develop- 
ment loan  funds,  microenterprise  funds  and  specialized  public  agencies)  should  be 
eligible  to  receive  investment  from  a  Federal  initiative  for  community  development 
financial  institutions.  However,  any  institution  receiving  investment  from  a  Federal 
initiative  should  specify  how  they  will  help  achieve  goals  of  community  development 
and  community  investment.  Community  investment  means  more  than  simply  in- 
vesting money  in  a  particular  geographic  place.  A  successful  program  of  community 
investment  will  stimulate  the  demand  for  development  capital  by  supporting  the  for- 
mation of  community  organizations  (like  community  development  corporations  and 
community  land  trusts),  and  encouraging  these  organizations  to  develop  and  plan 
more  housing  and  economic  development  projects.  Organizations  I  have  worked 
with,  such  as  the  Institute  for  Community  Economics  and  the  New  Hampshire  Com- 
munity Loan  Fund,  have  helped  create  new  community  development  oi^anizations, 
which  have  in  turn  created  housing  and  jobs  for  low-income  people. 

2.  A  key  need  in  community  development  finance  is  the  need  for  equity  invest- 
ment in  low-income  communities.  A  Federal  initiative  should  provide  equity  to 
CDFI's  and  encourage  CDFI's  to  invest  equity  in  community  housing  and  economic 
development  ventures.  Traditional  loan  products  are  not  sufficient  to  meet  commu- 
nity capital  needs.  My  experience  as  Chairman  of  the  New  Hampshire  Community 
Development  Finance  Authority  (CDFA),  a  quasi-public  agency,  has  demonstrated 
how  critical  equity  can  be  to  the  success  of  projects.  Through  equity  investments 
(such  as  preferred  stock  and  sharing  of  net  operating  income),  the  CDFA  can  invest 
the  kind  of  capital  that  is  typically  not  available  to  low-income  individuals  and 
projects  that  are  developed  oy  organizations  serving  low-income  communities. 
CDFA's  investment  improves  the  capital  structure  of  the  venture,  leverages  private 
debt,  and  enhances  the  probability  of  success  for  the  venture. 

3.  Encourage  additional  private  investment  in  CDFI's  by  the  private  sector  and 
State  and  local  government.  The  New  Hampshire  Community  Development  Finance 
Authority  (CDFA)  provides  an  interesting  example  of  how  to  encourage  investment 
in  community  development  by  the  private  sector.  The  State  provides  a  tax  credit  to 
businesses  that  commit  funds  to  tne  CDFA — the  CDFA  can  then  use  these  funds 
to  make  equity  and  debt  investments  in  community -based  housing  and  economic  de- 
velopment projects.  Federal  legislation  should  include  mechanisms  that  encourage 
the  private  sector  to  invest  in  CDFI's. 

4.  A  Federal  initiative  must  seek  to  promote  the  development  of  secondary  market 
mechanisms  to  support  the  growth  ana  liquidity  of  CDFI's.  One  of  the  primary  prob- 
lems CDFI's  face  is  liquidity.  CDFI's  originate  loans  and  investments  that  are  non- 
standard— that  is,  they  do  not  fit  the  standard  underwriting  criteria  of  traditional 
lenders.  We  hold  these  loans  in  our  portfolio  for  several  years — during  this  time 
many  risk  factors  are  reduced.  If  we  could  sell  these  loans  in  the  secondary  market, 
we  would  have  more  capital  to  originate  the  kinds  of  loans  that  only  CDFI's  origi- 
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nate.  Federal  legislation  should  require  Government-sponsored  entities  like  Ginnie 
Mae  and  Freddie  Mac  to  serve  our  market. 

I.  Feasibility 

a.  To  establish  a  certain  specific  number  of  community  development  financial  in- 
stitutions (CDFI's)  to  be  developed  over  the  next  four  years  is  irrelevant.  No  specific 
number  should  be  set  as  a  goal,  instead,  the  development  process  should  be  allowed 
to  proceed  based  upon  the  need,  the  skill  and  expertise  of  tnose  developing  the  insti- 
tutions, and  the  level  of  capital  available  for  the  formation  of  these  institutions.  Of 
course,  this  process  will  be  determined  by  the  nature  of  the  rules,  procedures  and 
policies  developed  through  this  legislation.  It  seems  more  important  to  develop  a 
process  by  which  community  development  financial  institutions  will  be  encouraged, 
rather  than  set  a  specific  goal.  However,  any  CDFI  receiving  money  from  the  Fed- 
eral Government  needs  to  specify  how  they  will  measure  their  own  success. 

b.  Community  investment  means  more  than  simply  investing  money  in  a  particu- 
lar geographic  place.  Community  investment  involves  a  commitment  to  addressing 
social  issues  as  well;  that  is,  recognizing  that  the  allocation  of  capital  in  the  commu- 
nity requires  a  commitment  to  meeting  the  needs  of  those  people  and  groups  who 
have  typically  been  ignored  by  the  traditional  capital  markets.  Promoting  local  con- 
trol of  local  resources  and  stopping  the  "leakage'  of  capital  from  poor  communities 
are  important  goals  of  community  investment.  Conmiunity  investment  seeks  not 
only  to  make  capital  available  but  to  encourage  the  types  of  efforts  and  institutions 
that  will  make  the  best  use  of  capital  in  the  community.  A  successful  program  of 
community  investment  will  stimulate  the  demand  for  development  capital  by  sup- 
porting the  formation  of  community  projects  and  businesses  and  encouraging  exist- 
ing groups  such  as  community  development  corporations  (CDCs)  to  plan  more 
projects. 

One  of  the  greatest  impediments  to  the  formation  of  community  development  fi- 
nancial institutions  is  the  lack  of  skills  within  the  community  economic  development 
world  to  design,  develop,  and  run  community  development  financial  institutions. 
This  is  especially  true  if  community  development  banks  have  the  mission  of  provid- 
ing capital  to  communities,  individuals  and  businesses  that  have  traditionally  been 
shut  out  of  the  capital  markets.  Over  the  last  twenty  years,  many  community  eco- 
nomic development  practitioners  have  focused  on  specific  areas  of  development,  i.e. 
housing,  business  development,  job  training,  etc.  The  number  of  individuals  truly 
committed  to  community  economic  development  who  have  the  necessary  skills  to  op- 
erate a  community  development  financial  institution  is  relatively  small.  Without  a 
plan  to  upgrading  and  training  these  individuals,  such  a  program  as  the  one  pro- 
posed runs  the  risk  of  being  overwhelmed  by  people  who  do  not  have  a  good  under- 
standing of  community  economic  development. 

If  only  traditional  financial  institutions  (i.e.  commercial  banks)  are  permitted  to 
become  community  development  banks,  we  could  find  that  these  institutions  begin 
to  develop  an  approach  to  community  lending  that  is  similar  to  what  they  already 
do.  This  would  defeat  the  purpose  of  establishing  community  development  banks  in 
the  first  place.  To  successfully  do  community  lending  in  the  first  place,  those  in- 
volved with  the  bank  must  have  a  broader  perspective  of  the  capital  needs  of  a  com- 
munity than  that  now  shared  by  traditional  lenders.  Community  development  finan- 
cial institutions  must  be  flexible  to  develop  and  utilize  underwriting  criteria  that 
reflects  the  reality  of  the  people,  projects,  and  community  in  which  they  are  lending. 
They  must  be  able  to  establish  underwriting  criteria  that  would  not  necessarily 
match  the  criteria  now  used  by  traditional  financial  institutions.  They  must  be  able 
to  offer  a  wider  range  of  financial  instruments  including  equity  and  subordinated 
debt. 

If  community  development  financial  institutions  are  really  intended  as  institu- 
tions that  can  fill  a  needed  gap  (i.e.,  lack  of  capital  for  control  of  community  re- 
sources), then  community  development  financial  institutions  must  provide  or  have 
access  to  a  wide  range  of  services  including  training  and  technical  assistance  to 
business  borrowers,  organizational  development  for  organizations  embarking  on 
housing  projects,  and  other  support  services  for  development.  Of  course,  it  may  not 
be  possible  for  a  CDFI  to  provide  this  wide-range  of  services,  but  there  should  be 
some  mechanism  for  other  organizations  to  fill  these  roles.  Without  the  ability  to 
provide  these  services,  community  development  financial  institutions  will  begin  to 
develop  underwriting  criteria  that  matches  traditional  banks,  due  to  their  percep- 
tion of  greater  risk  in  lending  to  underdeveloped  communities. 

Conununity  development  financial  institutions  must  be  able  to  offer  a  wider  range 
of  financing  tools  than  traditional  banks.  These  tools  need  to  include  the  ability  to 
provide  equity,  as  well  as  a  range  of  debt  instruments.  The  present  regulatory  envi- 
ronment would  make  it  difficult  for  conunercial  banks  to  address  these  financing 
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needs.  This  regulatory  environment  limits  the  types  of  risks  that  the  bank  can  take, 
and  limits  the  range  of  financial  tools  available  to  a  bank.  Development  banking  is 
common  in  many  developing  countries.  These  institutions  provide  financing  in  a 
manner  that  enhances  the  financial  viability  of  the  project  or  business  seekmg  fi- 
nancing. The  goal  is  a  successful  business  or  project,  not  necessarily  a  large  return 
on  investment. 

II.  What  is  Community  Development  BANiaNG? 

a.  Community  development  financial  institutions  must  be  permitted  to  develop 
and  hold  a  long-term  strategy  for  the  economic  development  of  the  community  that 
they  serve.  This  will  require  that  community  development  financial  institutions 
(CDFI)  be  permitted  to  engage  in  long-term  investment  decisions  of  the  community. 
This  implies  necessarily  that  CDFI's  have  the  ability  to  actually  invest,  rather  than 
loan  money,  to  community  development  ventures.  A  primary  goal  of  this  initiative 
should  be  to  support  those  CDFI's  that  have  the  ability  to  acquire  equity  positions 
in  businesses  through  instruments  such  as  preferred  stock  or  royalty  agreements. 
A  CDFI  should  also  be  allowed  to  be  a  participating  partner  in  nousing  and  com- 
mercial development  in  the  community.  Return  on  equity  can  be  realized  in  the 
form  of  a  share  of  the  net  operating  income  of  the  project.  Rather  than  be  only  a 
source  of  loans  for  development,  a  community  development  financial  institution 
should  have  the  authority  and  the  purpose  of  truly  investing  in  the  community's 
ventures,  and  therefore  in  the  community's  future.  This  can  not  be  done  if  the  bank 
is  restricted  to  lending  alone. 

One  of  the  primary  goals  of  a  CDFI  should  be  to  leverage  private  participation 
in  the  financing  of  ventures  through  its  own  investment  in  tnat  venture.  Financing 
by  CDFI's  should  tie  into  broader  financial  markets,  and  utilize  these  markets  as 
sources  of  investment.  This  can  only  be  accomplished  if  CDFI's  have  the  ability  to 
utilize  a  wide  range  of  financing  tools  suitable  to  each  deal. 

b.  A  CDFI's  primary  goal  should  be  providing  access  to  capital  to  individuals,  or- 

fanizations,  businesses,  and  communities  that  have  traditionally  be  denied  capital, 
ts  goal  should  also  be  to  assist  the  community  in  gaining  control  over  the  commu- 
nity's own  resources.  These  goals  can  either  take  the  form  of  revitalization  of  dis- 
tressed areas,  as  well  as  improving  the  well-being  of  the  residents  of  such  areas. 
However,  as  a  community  starts  to  gain  control  over  its  resources  through  control 
of  its  land  base,  housing  stock,  and  circulation  of  capital  within  the  community,  both 
of  these  objectives  can  be  met. 

c.  Any  financial  intermediary,  profit  or  non-profit,  including  commercial  banks, 
community  development  loan  funds  and  community  development  credit  unions 
should  be  eligible  to  receive  investment  from  a  Federal  initiative.  States  and  local- 
ities that  have  created  or  create  specialized  CDFI's  should  also  be  able  to  participate 
in  a  Federal  initiative.  For  example.  New  Hampshire  has  created  a  Community  De- 
velopment Finance  Authority  (CDFA)  that  invests  both  equity  and  debt  into  commu- 
nity development  projects  and  businesses.  The  money  from  CDFA  comes  from  pri- 
vate business,  which  gets  a  tax  credit  for  putting  money  into  the  CDFA.  The  Fed- 
eral Government  should  review  the  CDFA  legislation  and  experience  in  drafting  its 
own  initiative. 

d.  One  of  the  primary  purposes  of  a  community  development  financial  institution 
should  be  to  leverage  and  develop  partnerships  with  the  private  sector.  For  example, 
a  community  development  financial  institution  such  as  a  community  development 
loan  fund  should  be  encouraged  to  enter  agreements  with  traditional  lenders  so  as 
to  leverage  its  own  investment  with  money  from  the  broader  capital  markets.  The 
development  of  secondary  market  mechanisms  is  critical  for  CDFI's.  Current  second- 
ary market  mechanisms  have  been  unresponsive  to  CDFI  loans  even  when  the  pool 
of  loans  being  offered  by  the  CDFI  is  of  extremely  low  risk.  A  Federal  initiative  for 
CDFI's  should  target  the  development  of  secondary  market  mechanisms  as  a  prior- 
ity of  the  initiative  and/or  stimulate  existing  Federally  supported  secondary  markets 
to  be  more  responsive  to  CDFI's. 

e.  CDFI's  should  be  permitted  to  offer  a  wide-range  of  community  economic  devel- 
opment programs  under  one  roof.  They  should  be  permitted  to  operate  micro-loan 
revolving  funds,  venture  capital  funds,  housing  loan  funds,  and  programs  that  en- 
courage the  acquisition  by  community  based  organizations  of  their  community's  re- 
sources, especially  land.  They  should  also  be  able,  through  direct  investment  or 
loans,  to  participate  in  specific  infrastructure  projects  that  allow  a  community  to  de- 
velop. For  instance,  on  many  Native  American  reservations,  access  to  electricity, 
water  and  sewers  makes  economic  development  difficult.  A  Community  Develop- 
ment Bank  should  be  permitted  to  become  a  partner,  either  through  equity  invest- 
ments, or  loans,  with  tribes  seeking  to  develop  these  facilities. 
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III.  How  TO  Finance  Community  Development  Banks 

a.  CDFI's  can  be  financed  through  capital  provided  by  the  Federal  Government, 
State  government,  private  investors,  ana  community  organizations.  Some  of  the  fi- 
nancing can  be  through  direct  grants  by  the  Federal,  State  and  local  government 
for  initial  capitalization  and  operating  expenses.  Other  funds  could  be  raised  by 
changing  the  tax  laws  and  the  securities  laws. 

b.  States  and  local  governments  could  be  encouraged  to  either  invest  or  provide 
loans  to  CDFI's  through  their  CDBG  funds.  For  every  dollar  invested  of  CDBG 
money  in  equity,  the  state  of  local  government  could  receive  50  percent  of  additional 
CDBG  funds.  If  the  CDBG  money  is  a  loan,  they  could  receive  three  (3)  points  above 
the  interest  charged  to  the  CDFI  for  each  year  of  the  loan.  In  order  to  qualify,  the 
CDFI  must  serve  either  the  State  or  local  government  making  the  loan/investment. 

c.  The  Federal  Reserve  and  its  member  banks  should  be  allowed  to  loan  to  CDFI's 
at  the  Reserve  or  Banks'  cost  of  funds.  Other  banks  who  make  loans  to  CDFI's 
should  be  allowed  to  borrow  monejy  from  the  Fed  or  its  members  at  reduced  rates. 

d.  Direct  tax  credits  to  private  mvestors  should  also  be  considered  as  a  possible 
way  to  finance  community  development  banks.  While  this  approach  would  have  an 
impact  on  Government  revenues,  it  is  not  inconsistent  with  tne  Administration's  po- 
sition on  investment  tax  credits.  The  New  Hampshire  Community  Development  Fi- 
nance Authority  (CDFA)  is  a  good  example  for  utilizing  tax  credits  to  assist  in  the 
capitalization  of  CDFI's.  Under  this  legislation,  New  Hampshire  businesses  are  able 
to  donate  money  or  property  to  the  CDFA,  and  receive  a  tax  credit  against  their 
business  profit  tax.  This  tax  credit  may  be  spread  out  over  more  than  one  year,  and 
the  total  amount  any  business  can  receive  is  limited. 
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1.  Overview 


President  Bill  Clinton  has  declared  his  inten- 
tion to  create  a  national  system  of  100 
community  development  banks  over  the 
next  four  years.  Fortunately,  an  emei^ing  industry 
of  community  development  financial  institutions 
(CDFIs)  ofFen  a  solid  foundation  for  this  bold 
initiative,  which  might  include  new  institutions, 
community  organizations,  conventional  lenders, 
and  othen,  in  addition  to  CDFIs. 

The  industry  lends  to  low-income  and,  increas- 
ingly, to  middle-income  wage  camen,  small  busi- 
nesses, American  Indian  reservations,  and  commu- 
nity dcvelopmentprojccts,  complementing  thework 
of  conventional  lenders.  Two  factors  argue  in  favor 
of  the  CDFI  industry  playing  a  lead  role  in  a 
federally-assisted  community  development  lend- 
ing program. 

(1)  The  successful  track  record  of  community 
economic  development  and  growth  fostered  by 
affordable  credit  through  CDFIs  is  evidence 
that  good  borrowers  come  in  greater  variety 
than  traditional  underwriting  methods  often 
recognize.  It  is  worth  noting  that  CDFIs  often 
provide  a  bridge  between  conventional  lenders 
and  unconventional  borrowers,  bv  creating 
new  borrowers  and  opening  new  markets  for 
the  lenders  while  giving  the  borrowers  access  to 
capital  sources. 

(2)  Effective  community  development  lending  pro- 

grams are  rooted  in  the  communities  thev  serve 
and  are  customized  to  fit  those  communities. 


Such  institutions  can  only  be  established  and 
grown  gradually. 

This  memo  lays  out  the  key  principles  that  we,  as 
community  developmentlenders,believemustg;uide 
the  Clinton  Administration's  community  develop- 
ment lending  program  and  suggests  several  ways 
that  the  federal  government  can  suppon  the  growth 
of  the  CDFI  industry.  To  date,  with  almost  no 
public  support,  CDFIs  have  proved  that  it  is  pos- 
sible to  mobilize  and  lend  significant  amounts  of 
capital  for  development  in  low-  and  moderate- 
income  communities.  Our  track  record  and  expe- 
rience can  and  should  serve  as  a  foundation  for 
growth.  ^X'ith  appropnate  federal  involvement, 
community  development  lending  can  help  reduce 
poverty,  counter  social  and  political  disenfiranchise- 
ment,  and  stoke  the  engines  of  economic  growth. 

The  CDFI  industry  has  developed  over  the  last 
fifteen  years  out  of  the  determination  and  entrepre- 
neurial spirit  of  thousands  of  community  aaivists, 
social  investors,  non-profit  developers,  and  small 
business  persons  who  correcdy  perceived  that  lack 
of  access  to  credit  is  a  principal  barrier  to  social  and 
economic  development.  TTiis  industry  comprises 
diverse  institutions  that  serve  a  variety  of  credit 
needs  in  urban  and  rural  communities.  Included 
are: 

Community  Development  Banks  (CDBs),  which 
are  federally  insured  and  regulated  depository 
institutions  that  have  been  organized  specifi- 
cally to  provide  capital  to  rebuild  lower-income 
communities.  Just  four  community  deveiop- 
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mcnt  banks  operate  in  the  U.S.  today:  South 
Shore  Bank  in  Chicago,  Elk  Horn  Bank  and 
Trust  in  Arkansas,  Community  Capital  Bank 
in  Brooklyn,  NY,  and  the  Self-Help  Credit 
Union  in  North  Carolina.  South  Shore  Bank, 
Elk  Horn  Bank  and  Trust,  and  Self-Help 
Credit  Union  are  pan  of  larger  bank  or  non- 
profit holding  companies  that  include  inde- 
pendent, non-depository  acdit  and  support 
mechanisms  such  as  venture  capital  funds, 
development  loan  funds,  and  technical  assis- 
tance agencies.  These  non-depository  institu- 
tions are  able  to  be  more  pro-active  in  their 
development  activities. 

Community  Development  Credit  Unions 
(CDCUs),  which  are  regulated  financial  coop- 
eratives owned  and  operated  by  lower-income 
persons.  Typically,  CDCUs  provide  consumer 
banking  services  (e.g.,  savings  accounts,  check 
cashing)  that  may  not  be  locally  available  to 
their  memben,  as  well  as  personal  loans  for 
consumer  goods  purchases,  home  rehabilita- 
tion, and  car  purchases.  A  growing  number  of 
CDCUs  are  making  development  loans  for 
small  business  expansion  and  start-up,  home 
purchases,  and  housing  rehabilitation.  Promi- 
nent development  lending  credit  unions  in- 
clude the  Self-Help  Credit  Union  in  North 
Carolina,  the  Alternatives  FederalCredit  Union 
in  Ithaca,  N^',  First  Americans  Credit  Union  in 
Window  Rock,  AZ,  and  the  Santa  Cruz  Com- 
munity Credit  Union  in  California.  CDCUs 
offer  deposit  insurance  up  to  $100,000  per 
account  through  the  National  Credit  Union 
Administration,  which  regulates  the  credit 
unions'  aaivities.  CDCUs  are  represented  na- 
tionally by  the  National  Federation  of  Com- 
munity  Development  Credit  Unions 
(NFCDCU)  in  Ne^v  York  City. 

•  Co mmunit)' Development  Loan  Funds  (CDLFs), 
which  are  unregulated  financial  intermediaries 
that  aggregate  capital  from  individual  and  insti- 
tutional social  investors  at  below-market  rates 
and  re-lend  this  money  primarily  to  non-profit 
housing  and  business  developers  in  urban  and 


rural  lower-income  communities.  CDLFs  plaxx 
strong  emphasis  on  financing  projects  that 
provide  new  economic  opportunities  and  re- 
sources to  borrowers  and  others  in  their  com- 
munities. This  generates  economic  leverage, 
enabling  individuals  and  community  groups  to 
have  a  voice  in  community  business,  social,  and 
political  affairs.  CDLFs  have  been  leaders  in 
financing  community  land  trusts,  cooperative 
housing  (including  mobile  home  parks),  and 
worker/community-owned  businesses.  Promi- 
nent CDLFs  include  the  Low  Income  Housing 
Fund  in  San  Francisco,  the  Federation  of  Appa- 
lachian Housing  Enterprises  in  Berea,  KY,  the 
Industrial  Cooperatives  Association  Revolving 
Loan  Fund  iaBoston,  MA,  and  the  Delaware 
Valley  Community  Reinvestment  Fund  in 
Philadelphia,  PA.  Loan  funds  are  represented 
nationally  by  theNational  Association  ofCom- 
munity  DevelopmentLoan  Funds  (NACDLF) 
in  Philadelphia,  PA. 

•  Micro-loan  funds  (MLFs)  are  most  often  compo- 
nents of  micro  enterprise  development  pro- 
grams that  integrate  both  economic  and  hu- 
man development  strategies.  These  programs 
are  designed  to  fight  poverty,  increase  incomes, 
raise  self-esteem,  stabilize  families,  develop  per- 
sonal, business  and  technical  skills,  aeatc  jobs 
and  role  models,  as  well  as  to  spark  a  process  of 
community  renewal.  The  individuals  served  by 
these  programs  are  predominandy  women, 
often  people  of  color,  and  almost  all  low- 
income  welfare  recipients,  unemployed,  or  the 
workingpoor.  Loans  to  miao enterprises  range 
typically  between  S250  and  $10,000  to  start- 
up or  expand  self-employment  or  micro  busi- 
nesses employing  up  to  five  p)eople,  normally 
family  members.  These  ventures  include  home 
day  c^e.  alterations  and  repair,  fashion  design 
and  Tailoring,  catering  and  food  service,  hair 
and  nail  care,  engine  repair,  trucking,  retail  and 
merchandising.  jMany  micro  enterprise  devel- 
opment programs  also  offer  additional  finan- 
cial services  through  partnenhips  with  local 
banks  or  credit  unions.  .Micro  loans  funds 
usually  are  capitalized  with  grants  or  loans  from 
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foundaiions  or  government  agencies  or  loans 
from  banks  or  other  financial  institutions.  Pio- 
neered in  the  developing  world  by  Accion 
International  andBangladesh'sGramccn  Bank, 
micro  loan  funds  arc  relatively  new  to  the  U.S. 
Prominent  micro  enterprise  development  pro- 
grams with  MLF's  include  Women  Venture 
(formerly  WEDCO)  in  Minneapolis,  Minne- 
sota, the  Lakota  Fund  in  South  Dakota,  Micro 
IndustryCreditRuralOrganization  (MICRO) 
in  Tucson,  Arizona,  the  Women's  Self-Em- 
ployment'Projea  Chicago,  Illinois,  the  Good 
Faith  Fund  in  Arkansas,  and  the  North  Caro- 
lina Rural  Economic  Development  Center. 
Over  150  micro  enterprise  development  pro- 
grams are  represented  nationally  by  the  Asso- 
ciation for  Enterprise  Opportunity  (AEO)  in 
Chicago,  Illinois. 

There  are  also  a  number  of  hybrid  CDFIs  that 
do  not  fit  exacdy  into  these  categories  but  that 
provide  critical  financing  to  community  develop- 
ment efforts.  These  hybrid  insuturions  include 
New  York  City's  Community  Preservation  Corpo- 
ration, which  has  mobilized  capital  from  banks, 
insurance  companies,  and  pension  funds  for  low- 
and  moderate-income  mulrifamily  housing,  and 
First  Nations  Development  Institute's  Oweesta 
Fund,  which  serves  Amencan  Indian  reservations. 
Inaddition,venturedevelopmentfiindslikeNorth- 
east  Ventures  in  Duluth,  MN,  Coastal  Enterprises 
in  Wiscosset,  ME,  and  Eastside  Community  In- 
vestments in  Indianapolis,  IN,  finance  start-up 
businesses  in  urban  and  rural  communities  using 
equity  capital  raised  through  foundations  and  gov- 
ernment grants.  These  institutions  are  very  much  a 
partof  the  CDFl  industry.  They  serve  as  models  for 
other  community  development  lenders,  and  they 
will  be  important  to  any  effort  to  expand  credit 
access  in  underserved  markets. 

All  of  these  CDFIs  share  certajn  public  purpose 
values: 

•  to  offer  credit  to  the  poor  and  to  those  whose  credit 

needs  are  not  otherwise  being  met; 

•  to  spur  community-wide  economic  and  social 

development; 


•  to  provide  the  necessary  technical  assistance  to 

borrowers  to  ensure  the  success  of  loans  and  to 
build  the  capacity  of  borrowers; 

•  to  use  the  lending  process  in  a  way  that  encourages 

boaowers  to  participate  in  decision-making 
within  their  organizations  and  communities; 

•  to  enable  individuals  to  gain  self-sufficiency;  and 

•  to  lend  primarily  for  community  development. 

Capitalized  with  more  than  $700  million — much 
of  which  is  raised  from  within  the  communities  or 
constituencies  they  serve — development  banb, 
credit  unions,  and  loan  funds  have  extended  more 
than  S2  billion  in  loans.  Loss  rates  are  comparable 
to  the  best  conventional  lenders.  These  CDFIs  are 
proving: 

•  that  lower-income  people  and  commimities  are 

credit-worthyr 

•  that  efforts  to  overcome  chronic  poverty  depend 

on  both  access  to  credit  and  resources  for 
capacity-building  by  individuals  and  organiza- 
tions, and 

•  that  conventional  approaches  to  risk  assessment 

and  security  must  be  reexamined  when  serving 
borrowers  with  litde  or  no  credit  history,  busi- 
ness or  development  experience,  or  collateral. 

2.  Statement  of  Need 

The  need  for  CDFIs  and  the  affordable 
credit  they  provide  has  never  been  greater. 
Much  as  access  to  credit  is  a  precondition 
for  growth  in  small  to  large  businesses,  local  access 
to  affordable  credit  is  a  necessary  antidote  to  pov- 
erty, economic  disenfranchisement,  and  commu- 
nitveconomicstagnation.  Chronic  poverty  contin- 
ues to  increase  in  America.  Government  statistics 
released  in  the  List  quaner  reveal  that  more  Ameri- 
cans live  in  poverty  today  than  at  any  ume  in  the  last 
twenty  years.  Common  ideas  about  poverty  often 
overlook  the  feet  that  it  is  as  prevalent  in  rural 
communities  as  it  is  in  urban  ones,  while  recent  riots 
in  Los  Angeles  and  Washington  Heights,  NY,  are 
evidence  of  the  desperation  such  economic  and 
social  decline  has  caused. 

Poverty  results  not  simply  from  a  lack  of  resources 
orcapacitvbutalso  from  patterns  of  ownership  and 
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control  of  land,  housing,  businesses,  and  financial 
inscitucions  that  draw  resources  out  of  lower-in- 
come communities  and  limit  the  ability  of  local 
residents  and  Tribes  to  invest  in  their  own  future. 
This  is  exacerbated  by  credit  barriers  and  social 
divisions  that  limit  or  deny  lower-income  and 
working  dass  communities  access  to  capital  for 
community  economic  development. 

Providing  development  credit  in  low-  and  middle- 
income  communities  is  vital  to  our  nation's  eco- 
nomic prospects.  Small  businesses  will  provide  the 
greatest  employment  growth  over  the  noct  two 
decades.  CDFI  lending  programs  encourage  entre- 
prcneurship,  self-sufficiency,  and  creative  solutions, 
qualities  that  will  be  essential  to  economic  recovery. 
CDFIs  measure  their  success  not  only  by  their  own 
economic  gains  but  also  by  their  contributions  to 
rebuilding  the  civic  infrastructure  of  businesses, 
voluntary  organizations,  social  services,  and  hous- 
ing central  to  revitalization  of  America's  working 
class  and  poor  communities. 

Current  economic  and  political  facts — the  recent 
recession,  astronomical  government  deficits,  the 
savings  and  loan  bailout.and  the  health  care  crisis — 
preclude  significant  increases  in  federal,  state,  and 
local  aid  for  existing  community  and  economic 
development  programs.  Bank  industry  mergers  and 
proposed  regulatory  reforms  have  created  and  will 
create  mega-financial  institutions  with  minimal 
obligation,  and  ability  to  serve  poor  and  middle- 
income  communities.  Financial  institution  con- 
solidations will  continue  throughout  the  1990's, 
reducmg  the  number  of  banks  in  the  U.S.  from 
12,000  to  8,000,  while  many  of  die  remaining 
banks  will  focus  not  on  the  conventional  banking 
and  credit  needs  of  new  and  small  borrowers  bur  on 
larger  and  more  profitable  customers.  Most  con- 
ventional lenders  are  fiirther  restrained  by  class  and 
cultural  barners,  the  high  cost  of  operations,  and 
their  commitment  to  profit  maximization. 

The  1 992  eleaions  made  it  dear  that  die  American 
public  is  looking  for  new  ways  to  rebuild  the  civic 
infrastructure  of  businesses,  voluntary  organiza- 
tions, community  services,  and  housing  upon  which 


a  strong  democracy  rests.  President  Clinton's  pro- 
posal for  a  National  Service  Corps  is  a  refleaion  of 
th  is  spirit.  It  also  offers  an  opfwrtunity  to  linkpublic 
service  to  public  support  for  community  develop- 
ment lending  by  using  the  corps  as  the  training 
ground  for  a  new  generation  of  community  devel- 
opment lenders  (sec  Section  5.C.  below),  one  of  the 
most  important  needs  that  must  be  met  for  com- 
munity development  lending  to  succeed. 

3.  A  Vision  for  Community  Development 
Lending 

To  serve  the  unmet  and  growing  credit  needs 
of  local  communities,  a  national  network 
of  CDFls-must  be  fostered.  Existingpublic 
purpose  lenders,  particularly  commimity  develop- 
ment banks, communitydevelopmentcrcditunions, 
community  devdopment  loan  funds,  and  micro- 
loan  funds,  comprise  a  solid  basis  for  a  nationwide 
network  of  community  development  financial  in- 
stitutions.* Initially,  efforts  should  be  made  to 
expand  and  adapt  the  models  pioneered  by  North 
Carolina's  Center  for  Community  Self  Help, 
Chicago's  South  Shore  Bank,  Arkansas's  Elk  Horn 
Bank  &c  Trust,  and  Brooklyn,  NVs,  Community 
Capital  Bank 

Multi-service  CDFIs  have  the  greatest  potential  for 
growth,  community  development  impaa,andself- 
sufificiency.  The  bank  or  non-profit  holding  com- 
pany structure  enables  the  devdopment  intermedi- 
ary to  aggregate  capital  from  within  and  outside  the 
community  through  an  insured  depository  institu- 
tion. It  also  allows  the  institution  to  set  up  other 
credit  and  technical  assistance  affiliates.  This  type  of 
organization  can  then  pursue  a  coordinated  devel- 
opment strategy  that  achieves  an  economy  of  scale 
and  the  significant  impact  necessary  for  the  revital- 
ization ofurban  and  rural  com  munities.  This  multi- 
service model  should  be  considered  the  first-cier  of 
CDFIs. 


"  New  organizatioiLs.  convenuonal  lenders,  ajid  insucuuons 
other  than  those  mentioned  here  arc  also  expected  to  be  part 
of  this  network.  This  paper  focuses  on  the  types  of  CDFIs 
dcscnbed  in  Section  1. 
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Ac  the  second  tier,  the  number  of  CDFIs  that  have 
the  capacity  to  step  immediately  into  the  multi- 
service model  is  limited  to  some  25-30  institutions. 
Indeed,  significant  suppon  for  capacity  building 
will  be  needed  to  achieve  President  Clinton's  goal  of 
100  multi -service  CDFIs.  This  support  will  enable 
some  micro-loan  funds  to  evolve  into  loan  funds  or 
•  credit  unions,  small  loan  funds  and  aedit  unions  to 
grow  larger,  and  large,  successful  CDUFs  and 
CDOJs  to  become  multi-service  institutions.  A 
growth  ladder  of  this  type  will  provide  an  important 
legacy  for  President  Clinton — a  national  network 
of  more  than  100  multi-service  CDFIs,  as  well  as 
strong  and  enduring  local  institutions  and  revital- 
ized communities  aaoss  America. 

Pilot  projects  should  be  launched  over  the  next  four 
years  to  build  on  the  foundation  for  100  multi- 
service development  financial  institutions  that  will, 
in  turn,  demonstrate  the  value  and  feasibility  of  a 
broader  community  development  banking  system. 
These  projects  must  include  support  at  both  tiers  of 
the  CDFl  industry.  Strong  CDFIs  should  be  se- 
leaed  for  these  efforts  because  they  have 

•  Clear  missions  of  community  economic  develop- 

ment; 
•Demonstrated  development  lendingtrack  records; 

•  Accountab'dity  to  investors  or  depositors  and  to 

the  communities  they  serve; 

•  Effective  management,  lending,  investment,  and 

technical  assistance  capabilities; 

•  Established  networks  of  investors  and  borrowers 

from  which  to  launch  a  large-scale  community 
revitalization  initiative;  and 

•  Strong  community  support. 

Five  faaors  will  be  critical  to  the  success  of  such  pilot 
ventures  and  to  a  long-term  effort  to  build  a  public 
purpose  banking  system: 

( 1 )  A  base  of  equity  or  net  worth  capable  of  sustain- 

ing the  organizations  as  they  grow; 

(2)  Access  to  and  control  over  longer-term,  lower- 

cost  capital; 

(3)  A  long-term  strategy  for  human  capital  develop- 

ment; 

(4)  Publicseaor  grants  to  support  borrower  techni- 


cal assistance  services  and  new  credit  produa 
development  ventures;  and 
(5)  Continued  access  to  federal  housing,  enterprise, 
and  social  service  development  programs,  as 
appropriate. 

4.  Key  Principles  in  Meeting  Credit  Needs 
in  Lower-Income  Communities 


S 


ix  key  principles  should  guide  Clinton  ad- 
minisaation  officials  and  Congressional 
leaders  formulating  this  initiative: 

A)  Community  development  "banks"  should  be 
defined  to  include  the  spectrum  of  community 
development  financial  institutions.  A  diversity  of 
credit  needs  exist  in  poor  communities;  therefore,  a 
range  of  institutions  has  evolved  to  serve  these 
needs.  To  be  effective,  any  Federal  program  must 
suppon  a  spcarum  of  institutions  that  have  the 
following  common  attributes: 

1 )  offer  aedit  to  low-  and  moderate-income  people, 

small  businesses,  and  community  development 
projects  whose  need  for  aedit  is  not  otherwise 
being  met; 

2)  provide  the  necessary  technical  assistance  to 

borrowers  to  ensure  the  success  of  loans  and  to 
expand  the  capacity  of  borrowers; 

3)  make  credit  decisions  within  their  own  institu- 

tions so  that  local,  regional,  or  state  faaots,  as 
appropnace,  are  propcriy  weighed; 

4)  foster  community-wide  economic  and  social 

development;  and 

5)  empower  disenfranchised  individuals  and  com- 

munities to  gain  self-sufficiency. 

B)  Expand  the  scope  of  community  development 
bank  lending  beyond  small  business  credit.  The 
Cli  nton  plan  articulated  durmg  die  campaign  seems 
to  assume  diat  community  development  lending 
would  be  primarily,  if  not  entirely,  buiincss  ori- 
ented. We  strongly  recommend  that  x  successful 
program  must  also  include  housing  lending,  con- 
sumer lending,  retail  banking,  and  other  credit 
needs  (e.g.,  working  capital  and  facilities  develop- 
ment lo.ms  for  non-profit  social  service  providers 
and  Tribes)  in  working  class  and  low-income  corn- 
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municies.  Healthy  communities  are  made  up  of  a 
variety  of  institutions  and  persons  with  diverse 
credit  needs.  Failure  to  respond  to  this  broad  range 
of  acdit  demands  will  needlessly  limit  any  commu- 
nity revitaiization  strategy. 

Q  Consult  experienced  community  development 
financial  institutions  in  craiting  legislation  and 
operating  the  CDFI  nerworit.  42  loan  fiinds,  100 
community  development  credit  unions,  and  4  de- 
velopment bsinks  manage  approximately  $700 
million  in  private  capital  and  have  proven  lending 
track  records. 

•  South  Shore  Bank  in  Chicago,  Community  Capi- 

tal Bank  in  Brooklyn,  NY,  Elk  Horn  Bank  &: 
Trust  in  Arkansas,  and  the  Sclf-Help  Credit 
Union  in  North  Carolina  have  loan  loss  rates  at 
or  below  the  level  of  their  peer  depxjsitory 
institutions. 
•AccordingtotheNarional  Federation  ofCommu- 
nityDcvelopmentCredit  Unions  (NFCDCU), 
community  development  credit  unions  have 
loaned  more  than  $2  billion.  NFCDCU's 
memben'  loss  rate  on  loans  on  average  is  less 
than  2%. 

•  N  ACDLF  members  have  loaned  more  than  S 1 00 

million,  which  has  leveraged  S760  million  in 
public  and  private  capital  to  finance  15,000 
housing  units  and  to  create  6, 100  jobs  for  poor 
Americans.  NACDLF  members  loss  rate  on 
loans  is  less  than  1%. 

D)  Emphasize  expansion  of  exisung  community 
development  financial  institutions  rather  than 
simply  undertake  wholesale  efforts  to  create  new 
development  banks.  Existing  instituuons  should 
be  supported  to  expand  their  aaivities  because  the)' 
know  their  markets  and  because  they  have  proven 
that  they  can  lend  successfully  in  low-  and  moder- 
ate-income communities.  Most  CDFls  .ve  under- 
capitalized and  operate  with  inadequate  net  worth 
levels,  requiring  them  to  divert  resources  from 
working  with  borrowers  to  seeking  potential  fund- 
ing sources.  At  the  same  time,  the  demand  for 
affordable  credit  in  most  cases  far  outstrips  the 
supply. 


An  attempt  to  franchise  or  otherwise  mass  produce 
CDFIsis  not  likely  to  be  able  to  meet  this  demand. 
Successful  CDFIs  are,  as  we  have  noted,  rooted  in 
the  commtinitics,  states,  and  regions  that  they  serve. 
Most  draw  their  lending  capital  from  their  service 
areas,  and  their  boards  of  directors  reflea  the  com- 
posirion  of  their  communities.  This  makes  it  pos- 
sible for  them  to  gain  the  requisite  understanding  of 
credit  needs  and  borrower  capacity  to  gauge  their 
lending  properly.  I  nsdtutions  created  withoutthcsc 
strengths  and  operating  with  a  mandate  to  lend 
quickly  and  in  a  safe  and  sound  manner  will  carry  a 
heavy  burden  of  unachievable  expcctarions.  In  areas 
not  presendy  served  by  a  CDFI ,  the  federal  govern- 
ment consider  fostering  development  ofa  new  one. 

E)  Recognize  that  successful  development  lending 
insutuuons  are  built  over  time  and  with  incremen- 
tal performance-based  financial  support.  South 
Shore  Bank  in  Chicago  and  the  Center  for  Com- 
munity Self-Help  in  North  Carolina  have  reached 
their  current  levels  after  20  years  and  10  yean 
respeaively.  Development  finance  is  a  highly  spe- 
cialized enterprise  requiring  uniquely  skilled  per- 
sonnel, detailed  market  knowledge,  and  local  insri- 
tutional  credibility.  This  skill  and  trust  cannot  be 
bought  with  massive  federal  appropriarions  but 
must  be  built  over  time  dirough  sound  lending  and 
borrower  capacity-building  programs.  Any  other 
approach  invites  repetirion  of  past  federal  anti- 
poverty  initiatives  that  produced  fraud  and  abuse. 

F)  Clarify  the  different  interests  and  responsibili- 
ties of  conventional  lenders,  public  agencies,  and 
CDFIs.  The  notion  that  CDFIs  will  take  business 
away  from  conventional  lenders  is  not  likely  to 
come  to  pass.  Loan  funds,  credit  unions,  and  devel- 
opment banks  operate  almost  entirely  in  separate 
m.Trkets  from  those  served  by  conventional  lenders. 
Historically,  CDFIs  have  been  a  breeding  ground 
for  new  borrowers  from  conventional  institutions, 
serving  as  bridges  giving  banks  and  others  access  to 
new  m.-ijkets.  The  difficulties  ot  gauging  credit  risk 
amonc  new  or  unestablished  borrowers,  lack  of 
market  knowledge,  inadequate  development  lend- 
ing exDcrtise,  and  changes  in  the  global  financial 
svstem  pose  significant — though  not  insurmount- 
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able — hurdles  for  conventional  lenders  interested 
in  playing  an  expanded  role  in  these  communities 
under  the  Clinton  Administration's  community 
development  lending  initiative. 

Public  agency  programs  often  are  bureaucratic 
and  highly  politicized.  Instead  of  serving  borrowers' 
needs,  these  programs  can  stifle  the  entrepreneurial 
initiative  that  community  development  financial 
institutions  successfully  foster.  Community  devel- 
opmentlending  requires  highly  specialized  business 
skills  and  a  commitment  to  sound  business  prac- 
tices. It  is  often  difRcuit  to  foster  these  qualities  in 
the  public  scaor. 

As  a  result,  we  believe  that  existing  CDFIs 
should  be  the  foundation  for  an  expanded  commu- 
nity development  lending  initiative,  as  stated  above. 
Two  key  responsibilities  of  conventional  lenden  as 
part  of  this  program  need  to  be  arricuiatcd,  how- 
ever, to  ensure  that  the  broader  purposes  of  the 
Clinton  community  development  banking  pro- 
gram arc  met: 

•  Continue  the  Community  Reinvestment  Act 
(CRA)  and  expand  community  reinvestment 
lending.  The  creation  of  a  CDFI  network 
under  the  Clinton  Administration  must  not  be 
a  substitute  for  the  CRA.  It  is  our  experience 
that  even  if  the  Qinton  plan  for  100  CDFIs 
were  fully  realized  in  1993  there  would  still  be 
an  overwhelming  demand  for  affordable  aedit 
in  America's  distressed  urban,  suburban,  and 
rural  communities.  New  York  City  alone  has  a 
$30  billion  aiFordablc  housing  credit  shortfall. 
The  federal  government  could  support  com- 
munity development  in  general  by  extending 
the  reach  of  the  CRA. 

At  the  same  time,  an  expanded  CDFI 
industry  vvill  provide  conventional  lenders  with 
a  means  to  participate  in  community  develop)- 
ment  lending  at  substantially  reduced  risk  and 
lower  transaaion  costs.  Many  CDFIs  have 
worked  successfully  with  conventional  lenders. 
The  Low  Income  Housing  Fund  (LIHF)  of 
San  Francisco,  CA,  has  pioneered  the  use  of 
innovative  financing  mechanisms  such  as  loan 
packaging  to  help  conventional  lenders  make 
community  development  loans.  LIHF  cur- 


rendy  manages  some  S16  million  in  two  loan 
poob  in  San  Francisco  and  Los  Angeles. 
•  Link  cieation  of  a  national  system  of  CDFIs  to 
future  financial  suppon  for  and  regulation  of 
the  conventional  financial  industry.  The  pri- 
vate banking  system  and  capital  markets  have 
undergone  a  profound  restructuring  over  the 
past  20  years.  Banking  industry  deregulation, 
growth  in  the  conventional  paper  markets, 
insurance  industry  expansion,  and  the  increas- 
ing role  of  unregulated  financial  intermediaries 
such  as  mortgage  banks  and  finance  companies 
have  left  many  lowcrand  middle-income  Ameri- 
cans, small  businesses,  and  poor  communities 
without  access  to  affordable  aedit.  This  re- 
structuring has  been  made  possible  through 
myriad  government  subsidies  to  conventional 
financial  insritudons  (e.g..  fixleral  deposit  in- 
surance, state  insurance  guarantee  funds.  Fed- 
eral Reserve  Discount  Window  borrowings, 
etc).  Government  subsidies  and  new  powers 
should  be  granted  to  the  financial  industry  only 
if  it  meets  quantifiable  community  lending 
objectives  and  provides  ongoing  financial  sup- 
port to  thedevdoping  national  system  ofCDFIs. 

3.  Strategjic  Federal  Support 


F 


ederal  support  should  be  provided  to  foster 
the  development  of  a  national  system  of  com- 
munity development  financial  institutions: 


A)  Equity  Capital  or  Net  Worth  Grants:  Sufficient 
levels  of  equity  (for  for-profit  lenders)  or  net  worth 
(for  non-profit  lenders)  is  crirical  to  the  long-term 
viability  of  any  financial  institution.  Acxcss  to  ad- 
equate amounts  of  equity  or  net  worth  is  the 
principal  imfjcdiment  to  thecreationand/orgrowth 
of  most  CDFIs.  Only  four  development  banks  have 
been  created  in  the  past  20  years,  primarily  because 
of  t.he  difficult}'  in  rasing  equity  or  net  worth 
capital.  Distnbution  of  equit>'  funding  under  a 
federal  program  should  use  a  performance-based 
process  (see  Seaion  7). 

Equity  or  net  worth  capital  is  critical  to  all  financial 
institutions: 
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•  It  permits  greater  risk  in  lending  to  borrowers  with 

limited  credit  histories  by  providing  invcston 
adequate  protection; 

•  It  enables  flexible  loan  pricing  and  longer  terms,  as 

needed; 

•  It  fjcrmits  Icndcn  to  refinance  balloon  loans  made 

to  borrowers  when  designated  take-out  financ- 
ing is  delayed; 

•  It  protects  investors  fi-om  borrower  defaults  if 

allocated  loss  reserves  are  exhausted; 

•  It  gives  CDFIs  the  financial  clout  to  atiraa  new 

investments  fromsourccs  that  tradirionallyhave 
not  supported  them — such  as  insurance  com- 
panies, banks,  mutual  funds,  and  universi- 
ties— and  that  require  minimum  net  worth 
levels;  and 

•  It  generates  100%  earnings  as  "spread,"  giving 

CDFIs  the  financial  independence  to  forge 
acativepaTtncrshipswith  borrowers.  Thcsprcad 
subsidizes  borrower  technical  assistance,  which 
makes  development  lending  viable. 

B)  Below-Market  &  Long-Term  Deposits  or 
Loans:  The  costs  of  doing  community  develop- 
ment lending  are  higher  than  the  costs  of  traditional 
conventional  lending,  in  large  part  because  each 
loan  requires  the  lender  to  provide  technical  assis- 
tance to  the  boaower.  In  addition,  the  underwrit- 
ing process  is  unique  for  each  loan.  To  insure 
borrower  success,  ongoing  technical  assistance  of- 
ten is  required  long  after  loans  are  dosed.  The 
interest  earned  on  bclow-markct  deposits  or  capital 
helps  to  pay  for  this  assistance. 

Many  CDFIs  also  face  the  challenge  of  using  shon- 
term  capital  (for  non-defwsitory  institutions)  or 
defx>sits  to  fund  long-term  projects.  Housing  lend- 
ers by  necessity  often  make  balloon  loans  without 
take-out  financing  in  place.  Conventional  banks  are 
hesitant  to  participate  in  or  to  refinance  these  loans 
for  various  reasons,  including  (1)  lack  of  familiarity 
with  the  nonconforming,  original  underwriting  of 
most  CDFI  loans,  (2)  terms  and  pricing  that  may  be 
unattractive,  (3)  the  lack  of  credit  enhancements 
such  as  loan  guarantees  and  interest  rate  subsidies, 
(4)  the  lack  of  a  specialized  secondary  market  for 
community  development  loans,  (5)  lack  of  experi- 


ence with  development  lending  markets,  (6)  high 
transactions  costs,  and  (7)  a  misfjerceprion  of  sub- 
stantially higher  risk  in  development  lending. 
Longer-term  deposits  make  longer-term  lending 
feasible  for  CDFIs. 

C)  Human  Capital  Development:  Efforts  to  create 
a  national  system  of  community  development  fi- 
nancial institutions  will  only  be  successful  if  a 
generation  ofdireaors,  managers,  and  loan  officers 
can  be  reouited  and  trained  to  operate  these  inter- 
mediaries. Development  lending  and  public  pur- 
pose bank  management  require  spiecialized  knowl- 
edge and  technical  skills,  strong  social  commit- 
ments, and  extensive  community  experience,  all  of 
which  differ  in  important  ways  from  the  sidlls 
needed  to  run  a  conventional  financial  institution. 
Community  development  lenders  should  under- 
take, with  Federal  support,  several  initiatives  to 
develop  the  next  generation  of  community  bankets 
and  trustees  needed  to  operate  and  to  govern  an 
expanded  network  of  community  development 
financial  institutions.  These  initiatives  could  in- 
clude: 

•  Creation  of  a  three-year  internship/apprentice- 

ship program  at  community  development  fi- 
nancial institutions.  This  internship  would  be 
similar  to  in-house  conventional/investment 
bank  training  programs  but  would  also  attend 
I  to  the  economic,  social,  and  intellectual  forma- 
tion of  participants. 

This  program  could  dovetail  with  Presi- 
dent Clinton's  plans  for  a  National  Service 
Corps  by  placing  talented  young  adults  in 
training  for  produaive  careers  in  community 
development  and  community  development 
finance. 

•  Forging  cooperative  training  agreements  with 

selca  university  business  schools  and  conven- 
tional financial  institutions  to  complement  the 
apprentice  program  outlined  above. 

•  Sponsoring  regular  seminars  on  capital  access, 

community  leadership,  public  investment,  and 
economic  democracy  issues  for  CDFI  board 
and  staff  members. 
The  federal  program  also  should  include  a 
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research  program  to  assess  the  long-term  economic 
and  social  issues  affecting  the  CDFI  industry  and 
the  communities  its  members  serve. 

D)  Borrower  Technical  Assistance  andNewCtedit 
Products  Development  Funding:  CDFIs  serve  a 
market  of  institutions  and  individuals  vA\o  have 
been  unable  to  gain  access  to  aedit.  Typically. 
CDFI  customers  are  first-time  borrowers  with  litdc 
credit  history  or  development  experience  Ongoirig 
technical  assistance  is  critical  to  successful  CDFI 
lending  to  housing  developers,  first-time  home- 
owners, small  businesses,  and  non-profit  service 
providers.  The  business  planning,  financial  man- 
agement, and  marketing  assistance  CDFIs  provide 
to  their  borrowers  to  build  skills  is  labor  intensive 
and  raises  transaction  costs,  ultimately  lowering 
profit  margins.  It  is  necessary  because  it  helps  to 
ensure  loan  repayment  and  long-term  borrower 
success.  To  serve  this  market  effectively,  CDFIs 
have  aeated  specialized  technical  assistance  pro- 
grams. CDFIs  also  continually  develop  and  market 
new  loan  products  to  serve  emerging  aedit  needs. 
The  market  analysis,  produa  research,  and  produa 
development  costs  incurred  by  CDFIs  arc  substan- 
tial. Support  forthcsc  capacity  buildingprograms  is 
esscnrial  in  three  areas: 

•  Technical  assistance  to  first-time  borrowers  or 

organizations  undertaking  new  housing/busi- 
ness development  ventures; 

•  Technical  assistance  to  help  secure  conventional 

lender  financing  for  current  CDFI  borrowers; 
and 

•  New  credit  produa  development  by  CDFIs  to 

meet  emerging  credit  needs  of  new  borrowers. 

6.  Potential  Funding  Sources 

CDFIs  offer  the  Clinton  Administration  a 
unique  opponunity  to  demonstrate  its 
commitment  to  economic  programs  that 
eschew  the  "hand  out"  model,  that  encourage  and 
abet  entrcpreneurship,  that  foster  economic  self- 
sufficiency,  that  support  economic  growth  at  the 
community  level  where  its  impaa  is  greatest,  and 
that  reward  economic  and  social  accountability. 


CDFI  ftjnding  should  not  come  exclusively 
from  adiica  kdcni  appropnauon  but  should  draw 
also  on  the  public  responsibilities  of  the  federally 
insured  and  subsidized  conventional  financial  mar- 
kets. Those  institutions  which  benefit  from  public 
subsidy  of  their  lending  or  other  financial  services 
(eg.,  deposit  insurance,  insurance  and  pension 
fiind  guarantees)  could  reasonably  be  expeaed  to 
contribute  in  various  ways  to  meeting  aedit  needs 
they  are  unable  to  address  direoly. 

Several  possible  financing  mechanisms  could 
complement  direa  Congressional  appropriations 
for  die  Clinron  CDFI  program.  These  include: 
commercial  bank  commitments  of  equity  capital 
and  other  suppon  to  CDFIs  as  an  outcome  o  f  CRA 
negotiations  or  mega-bank  mergers;  a  share  of  the 
profits  firom  apprcaanon  of  federally  sold  assets 
(e.g.,  a  percentage  recapture  levy  on  Resolution 
Tnist  Corporation  properties);  a  share  of  profits 
from  government-sponsored  enterpnses  such  as 
Fannie  Mae  and  Freddie  Maq  and  CDFI  set-asides 
within  major  legislation  to  bail  out  the  S&±  indus- 
try or  injea  capital  into  other  parts  of  the  financial 
services  industry.  A  combination  of  such  modest 
measures  could  yield  hundreds  of  m  ill  ions  of  dollars 
of  capital  needed  to  build  a  vibrant,  large-scale 

CDFI  seaor. 

In  addition,  theQinton  Administration  should 

consider  carrots  and  sticks  for  commercial  financial 
institutions  to  provide  long-term,  low-cost  capital 
to  die  CDFI  seaor.  Measures  such  as  requiring 
conventional  lenden,  pension  fiinds,  investment 
banks,  insurance  companies,  mortgage  companies, 
and  finance  companies  to  place  a  very  small  propor- 
tion of  their  overall  assets  with  CDFIs  would  yield 
enormous  public  benefits  in  the  form  of  jobs, 
affordable  housing,  and  increased  ownership  op- 
portunities. It  would  also  underscore  the  cxpcaa- 
tion  that  such  institutions  that  receive  public  subsi- 
dies have  special  responsibilities  to  sec  that  commu- 
nity credit  needs  are  met. 

Finally,  the  Clinton  Administration  should 
consider  incentives  to  inacase  investment  in  CDFIs 
by  America's  major  wealth-builders — individuals. 
CDFIs  have  proven  their  abilit\'  to  raise  private 
capital  for  community  investment  firom  individu- 
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als.  This  could  be  significantly  enhanced  if  federal 
tax  laws  were  amended  to  provide  tax-free  interest 
to  individuals  who  make  bclow-market  commu- 
nity development  investments  or  deposits  in  loan 
fijnds,  credit  unions,  micro-loan  funds,  and  devel- 
opment banks.  This  incentive  would  be  available  to 
individuals  at  all  income  levels,  would  give  investors 
(or  depositors)  the  equivalent  of  market-rate  re- 
turns, and  would — via  CDFIs — strengthen  com- 
muniucs  socially  and  economically. 

7.  G)rresponding  Federal  Policy  Changes 

A  federal  policy  of  supponing  community 
development  finance  must  extend  beyond 
the  proposed  network  of  100  CDFIs.  The 
Clinton  Administration  can  back  up  its  investment 
in  CDFIs  by  aserics  of  administrative  and  legislative 
initiadves: 

•  Simplify  public  seaor  credit  enhancement  pro- 

grams to  non-profit  CDFIs.  Partial  and  full 
loan  guarantees,  for  example,  could  signifi- 
candy  increase  the  ability  of  CDFIs  to  leverage 
both  public  and  private  investment  dollars. 
The  Community  Preservation  Corporation  in 
New  York  City  has  successfully  used  municipal 
and  sure  guarantee  programs  to  direa  more 
than  $  1  billion  in  bank,  insurance  industry,  and 
municipal  pension  fiind  moneys  to  affordable 
housing  lending.  Farmers  Home  Administra- 
tion, Federal  Housing  Administration,  and 
Veterans  Administration  programs  could  be 
used  to  replicate  this  model  with  CDFIs  across 
the  nation.  Similarly,  South  Shore  Bank  is  the 
largest  Small  Business  Administration  (SBA) 
lender  in  Chicago.  Beneficiaries  are  primarily 
minority-owned  businesses.  Non-depository 
CDFIs  could  increase  their  business  lending  if 
SBA  rules  were  modified  to  simplify  the  re- 
quirements on  non-bank  lenders.  This  adapta- 
tion would  also  increase  the  number  of  minori- 
ties, women,  and  rural  businesses  receivmg 
SBA  support. 

•  Require  government-sponsored  enterprises 

(GSEs) — Fannie  Mae,  Freddie  Mac,  Ginnie 


M  ae — to  develop  custom  ized  secondary  mar- 
ket programs  for  housing  and  business  loans 
originated  byCDFIs.  To  date,  GSEs  have  been 
almost  completely  unresponsive  to  CDFIs. 
CDFIs'  [jcrforming  loans  are  judged  by  stan- 
dardized underwriting  criteria  that  arc  largely 
irrelevant  to  CDFIs"  lending  market.  CDFIs 
cannot  grow  and  prosper  unless  an  acuve  sec- 
ondary market  is  fostered  for  their  loans.  Exist- 
ing GSEs  have  an  obligadon  to  serve  this 
market  ^grcssively  and  can  do  it  profitably. 
CDFIs'  lending  track  record  has  spurred  great 
interest  among  social  investors — such  as  reli- 
gious and  municipal  pension  funds — to  pur- 
chase performing  community  development 
loans  through  private  placement  mechanisms. 

•  Ensure  public  accountability  of  all  CDFIs.  Lim- 
ited federal  oversight  will  be  necessary  to  ad- 
minister the  CDFI  initiauve  and  to  ensure 
publicaccountability.  Regulatory  and  program 
evaluation  standards,  however,  must  be  founded 
in  the  current  policies  and  practices  of  the 
diverse  range  of  CDFIs.  We  recommend  that 
the  Clinton  community  development  iniria- 
rivc  rely  primarily  on  performance-based  fund- 
ing to  encourage  the  use  of  "best  available" 
praaices  and  to  enable  the  industry  to  grow 
into  a  highly  effective  national  system.  This 
approach  ensures  that  recipients  of  federal  sup- 
port build  capacity  as  they  grow.  We  recom- 
mend that  two  principles  should  guide  this 
approach: 

( 1 )  Oversight  and  evaluation  should  be  perfor- 
mance-based. A  new  federal  community  devel- 
opment program  would  be  remiss  if  it  used  a 
strict  seleaion  process  for  participants  that 
excluded  a  significant  sector  of  the  CDFI  in- 
dustry. The  only  way  to  build  a  national  net- 
work of  100  or  more  depository  CDFIs  is  to 
seed  the  existing  industn'  broadly  and  then  to 
allocate  resources  to  those  organizations  that 
meet  negotiated  performance  targets.  Tin  is  pro- 
cess will  allow  a  range  of  approaches  while 
ensuring  a  fair  level  ofreturn.  In  addition,  it  will 
allow  the  most  innovative  and  determined 
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Icnden  co  grow  wh  Lie  the  others  drop  out  of  die 
national  system. 

(2)  Perfbrmance  evaluation  should  be  outcome- 
based.  No  two  CDFIs  will  operate  alike.  Each 
will  have  unique  target  groups,  activities,  meth- 
ods, procedures,  and  prioriries,  depending  on 
the  charaaeristia  of  the  communities  in  which 
they  lend.  A  federal  attempt  to  micro-manage 
all  CDFI  lending  by  requiring,  for  example, 
federal  sign-oft  on  individual  loans  or  uniform 
underwriang  or  loan  servicing  guidelines  will 
be  counter-productive.  Ultimately,  it  will  fail. 
Instead,  federal  ovenight  officials  should  nego- 


tiate expected  institutional  outcomes  with  each 
recipient  within  a  range  of  statutorily  acccpt- 
ableoutcomes  diat  arc  related  to  the  institution's 
primary  mission  of  providing  aedit  for  com- 
munity and  economic  development.  Perfor- 
mance evaluation  should  focus  on  die  CDFI's 
success  at  achieving  these  outcomes.  Outcome 
criteria  should  be  established  for,  among  other 
things,  lendingvolume,  portfolio  performance, 
capacity  building,  and  program  results  (e.g., 
service  to  targeted  constituencies),  and  should 
be  measured  over  an  extended  time  period  that 
allows  for  accurate  assessment  of  success. 


IM 

^ 
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ACORN 


Febznary  17,  19&3 

'  '  I. 

The  Honorable  Donald  W.  Riegle  li 

chaiznan      { 

Comnlttee  on  Banking,  Boosing,  and  Urban  Affairs                i 

U.S.  Sena-te           I  ' 

Wasbington,  D.C.j    20510  i 

I   ■  :'• 

•  .  l:! 

»  1  I 

Dear  Cbairaan  Riegle t 

i  ,   ' 

I  appreciate  the  opportunity  to  offer  coanents  on  aspects  of 
the  Clinton  Adninlstration's  proposal  to  create  a  network  of 
community  development  banks. 

I  wish  to  make  absolutely  clear  that  ACOHM  atronalv  opposes 
finv  ^nitUTJY?  that  W"^'^  '?Xl\ril   TUft  rmm^^-^   y^inyestmant 
oblioationa  of  eaclstiHQ  insured  depoHitorv  institutions. m 


particular,  we  oppobc  efforts  to  allow  ftx^atino  jjatitutiona  tio 


receive  "credit"  under  the  Coaminltry  pQinvcstaent  Act  fCRA\  for 
aoultv  lnT«»«-*-»M>rit?  or  loan  part ici nations  with  comminltv  ; 
development  banks. 

The  Clinton  ccnmminity  developasnt  bank  propo82U,  can  be  an 
in^xjrtant  vehicle  for  focusing  attention  on  development  needs, 
targeting  funds,  and  rallying  local  conaminities  in  revitalization 
efforts.  As  part  of  a  comprehensive  strategy  to  increase  credit 
availability  for  underserved  sectors  and  distressed  communities, 
the  creation  of  new  community  development  banJcs  can  make  a  real 
difference. 

The  appropriate  role  of  such  Institutions  will,  however, 
pr^iably  be  to  act  an  incubator  of  innovation,  and  to  demonstrate 
to  the  industry  at  large  that  coimminity  lending  can  be  done 
profitably  and  with  minimal  risk.  Expecting  such  institutions  to 
solve  by  themselves  the  range  of  credit  availability  probl«ns  in 
America,  however,  will  be  a  recipe  for  failure. 

I  would  like  to  lay  out  six  broad  principles  for  the 
Committee  as  it  considers  various  proposcLLs. 

a.  Do  not  lessen  the  existing  community  reinvestment 
responsibilities  of  depository  inatitationa .  and  work  with  the  new 
Administration  to  realize  dtfj'f  jr^nee  potential. 

Con&unity  development  banks,  whatever  their  structure,  cannot 

Association  of  Community  Organizations  for  Reform  Now 
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itainvBstsDBn't  Act,   (CRii)  enforcenent* 

As  always  bappens  \rtien  a  new  progran  Is  craatsd,  tbe  vul^oraa 
appear  on  the  scene  to  grab  whatever  advantage  pcaalbla.  The 
h»r>>:ipg  trade  grotqw  euce  clearly  seizing  on  the  conmunlty 
development  banks  as  a  backdoor  means  of  escaping  their 
responsibilities  under  the  CBA,     They  want  to  contribute  a  few 
pennies  to  the  new  banks  — aaybe  a  desk  blotter  and  handful  of 
ballpoint:  pens—  axud  then  get  an  "outstanding"  CKA  rating.  This 
way  the  bankers  figure  they'll  be  free  of  low-ijncone  people  in 
their  lobbies  euidShaasles  about  homa  mortgages  fron  the  wrong  side 
of  town.       I  3 


i. 


I . 


tin  addition,  providing  CR&  "credit"  for  contributions  to 
commanity  development  banks  vould  unfairly  penalize  banks  that 
haveileeumed  how  to  lend  in  low-incooe  neighborhoods  profitably  I 
and  with  nlnlmal  risk,  emd  rewzird  the  negligent  portion  of  the  i 
industry  that  has  never  coi^lied  with  the  law.         ,j : 

'    ■         '  ■       i 

A  report  by  the  Senate  Suhnomnilttee  on  Housing  and  Conmunity 
Development  last  year  highlighted  how  much  can  be  accomplished  by 
a  new  Administration  cotBoitted  to  vigorous  enforcenant  of  the 
iCosmiunity  Reinvestmant  Act  (CRA). 

I    i 

The  Retaort  on  the  Status  of  the  Cqr^^r>i*y  weinvestment  Act 
:found  in  November,  1992  that  CRA  had   had  'noteworthy  success,"  and 
!that  "[cyoomunity  groups  working  with  the  private  sector  have 
generated  more  than  $30  billion  in  the  last  decade  for 
reinvestment  in  underserved  communities.'  The  report  credited  CRA 
as  'the  Istpetus  for  developing  partnerships  between  financial 
institutioiui  and  comminlties ;  for  providing  access  to  capit£Ll  to 
commonities  traditionally  underserved;  and  for  creating  new, 
innovative  methods  for  aeeting  the  credit  needs  of  all  segments  of 
the  cGOBunity.*  : 

The  report  want  on  to  note  that  CRA  had  not  achieved  its 
potential  because  of  regulatory  malfeasance. 

"It  is  clear  from  the  Subconnittee ' s  review  that  the 
regulatory  agencies  have  yet  to  fulfill  their  obligatd.on 
to  ensure  that  the  CRA  is  properly  and  coopletely 
implenented.  The  supervisory  agencies  record  of 
inconsistent  and  laz  enforcement  has  encouraged  the 
indifference  and  disinterest  by  the  financial 
institutions.  As  a  consequence,  the  agencies  beeu: 
significant  reponsibility  for  the  poor  performance  of 
many  of  the  financial  institutions  .  .  .  Inconsistent 
Implementation  and  enforoeoant  diminishes  the  CRA 'a 
treoendous  potential,  deprives  neighborhoods  and 
coamunities  of  one  of  the  most  effective  Federal  tools 
aviLllable  to  assist  in  meeting  their  credit  needs,  and 
denies  financial  institutions  the  benefits  of  a 
consistent,  tadx   regulatory  regloe  .  .  .  The  message  is 
clear.  CRA  is  a  law  whose  purpose  is  as  relevant  today 
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as  when  iti.was  %irltten  15  yaars  ago.     Tha  issua  Is" 
^tba  law,  bii-bi  Its  laplanaiitatioQ  and  aaforcenent."^:?), 

m 

i  Among  febe  jClaifS  In  regolatory  parfocmance  Identified^  by  tlM  '| 
report  warai  grade  Inflation,  uneven  qaallty  of  evalaatlona,  lack,  i 
of  clarity  about  CSlA's  goals.  Inattention  to  Identified  oases  of 
diacriwi nation,  |  infrequent  use  of  enforceoent  powers,  lack  of     ;| 
attention  to  lending  data  in  assessing  performance,  and  I 

obstruction  of  Gonnanity  input  into  the  regulatory  process.      I 

?         Ii  ■' 

Hlth  reference  to  conanunity  devalopnent  bemks,  the  report    ' 
specifically  cautioned  tbat  'cosonanity  deveIo{«ient  banks  can  only 
be  one  coaiponent  of  a  CRA  progran.  Financial  institutions  cannot  , 
"buy  out"  of  their  CRA  responsibilities  to  the  entire  conminity  byi 
siaqpiy  participating  in  a  commonity  development  bank." 

Great  strides  can  be  made  in  increasing  credit  availability 
for  distressed  urban  and  rural  communities  by  strengthening 
enforcement  of  the  CRA.  Specifically,  the  Committee  should  work 

with  the  new  Administration  to: 

1 

^require  the  agencies  to  conduct  sore  rigorous  evaluations  of 
lenders,  and  establish  more  rigorous  standards  for  evaluations; 

*nake  greater  use  of  performemce  data  in  examinations  and 
evaualuationa ; 

^conduct  mora  frequent  exams,  particularly  in  the  case  of  the 
OCC,  «uid  provide  better  training  for  examiners; 

*m(Uce  more  frequent  use  of  avetilable  enforcement  tools ,  such 
as  cease  and  desist  orders  and  the  denial  of  merger  applications; 

* facilitate,  rather  than  obstruct,  community  input  into  the 
CRA  process,  and  recognize  partnerships  bet\«een  community  groups 
juid  other  local  groups  with  lenders  as  an  important  ccmponent  of  a 
sound  CRA  program;: 

^collect  more  data  in  a  more  useful  form,  paurticularly  on 
lending  to  small  businesses;  and 

*in  the  case  of  banks  operating  in  multiple  MSAs  in  a  state, 
conduct  separate  CRA  evaluations  for  each  hSA  served  by  the 
institution,  and  one  for  rural  portions  of  the  state. 

b.  ose  federal  funds  to  support  a  ranae  of  eommunitv  land inn 

Different  communities  have  different  needs,  and  no  "cookie 
cutter"  solution  imposed  from  Washington,  O.C.  will  solve  the 
problem.  Community  development  banks,  credit  tmions,  and  loan 
funds,  as  well  eis  credit  programs  established  by  non-profit 
community  and  housing  development  organisations  axe  all  legitimate 
mechanisms  to  increase  the  flow  of  credit  into  underserved 
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iiijwuiiii  !»■      spjacifically,  tho  proposal  oooldi 


■^ 


*<lramticaljly  increasa  ttia  96  Billion  avallablo  at  thm 
National  credit  pnion  Administration  for  proaotion  and  creation  of 
axua.        ;  ; 

'^explore  ways  of  focussing  the  Rational  Cooperative  Bank  — 
created  and  caplibaliaed  by  the  fedieral  qorrmzvamnt   in  1978 —  on 
providing  credit!  and  technical  assistance  in  underserved  areas. 

I         P.  >       i 

;*allow  locail  ^aconnnities  that  wish  to  apply  for  federal  funds > 

to  select  the  nost  appropriate  vehicle  for  extending  credit t  a    i 

ooiBUAity  devslojeuient  bank,  a  coomanity  developaent  credit  union, 

a  conmunity  developaent  loan  fund,  or  a  credit  program  run  by  a 

coonunity  or  housing  developaent  organization.         .k         \ 

J         !  »  •  *    ■   . 

T?i  W'^l^iii*  partlelnation  of  local  residents  in  the  creation  \ 
and  aoveraance  of  new  ijistltutiona  in  ],y.f-ino/inyp  nfl1?h^f'^|l'^?y3a■ 

,    ■  •  i/l         '       i 

Credit  programs  ln^osed  on  communities  by  outsiders  are      < 
doomed  to  failure.  Community  ovmership,  control,  and  governance 
must  be  at  the  heart  of  any  conmunity  development  bank  proposal.   ! 
Low-  and  moderate-income  and  aiixjrity  neighborhoods  have  suffered  ' 
for  too  long  from  loan  policies  imposed  from  dovmtown  by  boards  of 
directors  and  loan  officers  who  cannot  grasp  the  realities  of  life 
in  their  communities  and  cannot  understand  why  "one  size  fit  all" 
loan  standards  impose  unnecesseiry  barriers,  we  must  have  people 
on  the  boardia  of  directors  of  these  new  institutions  who  are   from 
the  community  and  have  a  lifetime  conmitment  to  improving  it,  and 
^Hao  know  the  neighborhoods  and  its  needs. 

we  recognize  the  importance  of  having  qualified  management  to 
run  these  institutions.  But  the  directors  --the  policy  maJcers— 
imist  be  drawn  from  the  ooomunity  if  these  institutions  are  to 
truly  contribute  to  neighborhood  revitalization,  and  indeed  if 
they  are  not  to  be  resented. 

Sufficient  funding  must  be  provided  for  a  strong  outreach  and 
technical  assistance  program.  Tha   administrative  entity 
overseeing  the  dlsburseoent  of  federal  funds  — HUD  or  a  new 
independent  agency —  must  have  field  staff  whose  job  is  to  work 
with  residents  of  Icw-incooMi  neighborhoods,  organize  meetings, 
build  support  and  ownership,  and  assist  in  the  development  of 
proposals  to  establish  new  institutions. 

d.  Prioritize  the  creation  of  new  institutions  in  truly 
^iafcressed  areas,  and  reouire  applicants  for  federal  funds  to 
direct  the  bulk  of  their  lending  to  projects  which  benefit  low- 

IjlCOae    fainT]]«>q. 

There  is  an-  "apwaird  creep"  with  regard  to  many  federal 
programs,  so  that  initiatives  that  steirt  with  inner-cities  in  mind 
often  end  up  serving  a  middle-  or  upper- incoias  constitutency  in 
practice.   It  is  essential  that  priority  in  funding  be  given  to 
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i  I   *  -IS    I 

proposAl  -that  will  sarve  a  daaonstraUy  andarservvd  popnlaticDj  We 

strongly  urg«  tlito  (Connitt**  to  targttt  funds  for  now  instliuitlons 

only  to  comauAitlcm  with  a  median  incams  that  is  less  tha^  80%  lof  j 

the  Area  Median  IncomB  (AMI).  M 

1  i  it      I-  'J 

In  addition!,  ^applicants  for  federal  funds  should  bei^quized  « 
to  strata  a  cammitaant  to  directing  the  overwhelming  bulk'qj;  their  | 
lending  to  a  targett  diatressed  oosmunity,  and  be  held  accountable  ' 
for  f^2uJ.ing  to  meet  those  targets.  Ne  suggest  that  applicants  for 
federal  monies  be  required  to  comnit  that  no  less  than  80%  of 
theii^  total  originations  be  in  neighborhoods  at  or  below  80%  of 
than  they  maintain  a  loan-^to-asset  ratio  no  less 


ma,  %nd  further 
than  70%.. 

e.  Recognize  the  conatrainta  facing  many  ^?"TI"''litY-^flff'ri 
organizations,  and  rtn  ^?t;  ^"T^g^  nnrRi"<onabla  'match"  recru J T^«^Tnon»« 
on  them. 

Many  underserved  conntunities  nay  be  able  to  "match"  public 
equity  contributions  with  private  capital.  Given,  however,  the 
scarcity  of  socially  responsible  investors  — upon  which  memy 
existing  alternative  financial  institutions  rely —  and  the 
realities  of  low-  and  very-low  income  conounities ,  a  1:1  or  2il 
match  may  not  be. realistic  in  all  cases. 

We  suggest  allowing  for  a  reduced  match  ~-or  a  waiver —  for 
applicants  proposing  to  serve  a  low-  or  very-low  income  coiomuaity. 

f.  Fund  the  program  at  a  reasonable  level,  to  ensure  the 
viability  of  new  institntions . 

We  have  been  disturbed  by  news  reports  that  suggest  that  the 
President  might  allocate  only  $850  million  for  100  development 
banks.  This  would  suggest  almost  a  boutique,  demonstration 
program,  creating  institutions  with  little  equity  capital  aai 
therfore  with  little  lending  noscle.  These  institutions  must  not 
be  established  on  a  shoe  string.  They  snist  be  put  on  a  solid 
footing,  even  if  that  means  proceeding  at  a  more  deliberate  pace 
or  creating  fewer  institutions. 

we  appreciate  the  opportunity  to  comment,  and  look  forward  to 
working  with  the  Coanittee  as  it  crafts  community  lending 
legislation. 


apak  Bhargava 
Legislative  Director 
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The  National  Association  of  Home  Builders  (NAHB),  representing  157,000 
member  firms,  would  like  to  take  this  opportunity  to  present  its  views  on  the  role  of 
community  development  banks  in  alleviating  the  credit  crunch  for  small  business  and 
creation  of  economic  growth.  As  an  Association  which  is  comprised  of  builders  who 
are  primarily  small  business  persons,  NAHB  supports  the  concept  of  "community 
development"  banking.  Some  institutional  structures  to  support  community 
development  banks  already  exist.  Specifically,  the  Federal  Home  Loan  Bank  (FHLB) 
System  could  provide  not  only  a  supportive  structure,  but  a  variety  of  programs  and 
services,  which  would  enable  community  development  banks  to  better  carry  out  their 
mission.   This  could  be  accomplished  with  no  budgetary  impact. 


HOME  BUILDERS  ARE  PRIMARILY  SMALL  BUSINESS  PEOPLE 

The  nation's  home  building  industry  is  dominated  by  a  great  many  small  builders 
operating  in  limited  geographic  areas,  generally  local  markets.  The  last  census  of  the 
construction  industry  (1 987)  estimated  the  number  of  residential  builders  with  at  least 
one  employee  on  the  payroll  at  about  1 20,000  firms.  About  75  percent  of  home 
building  companies  build  25  units  or  fewer  per  year,  and  more  than  two-thirds  of 
these  build  only  ten  units  or  fewer.  Only  8  percent  of  home  builders  are  considered 
to  be  "large;"  that  is,  building  100  or  more  units  per  year.  In  addition,  most  of  the 
subcontractors  and  many  of  the  suppliers  to  these  builders  are  small  businesses 
themselves  and  are  heavily  reliant  on  home  builders  for  their  livelihood.  In  view  of  the 
structure  of  the  industry  and  the  heavy  reliance  of  builders  on  thrifts  and  banks  for 
housing  production  credit,  it  is  not  hard  to  see  why  home  builders  have  been 
particularly  hard  hit  by  the  credit  crunch  affecting  small  businesses. 


THE  CREDIT  CRUNCH  AS  A  FACTOR  IN  THE  NATION'S  ECONOMIC  RECOVERY 

The  impact  of  the  credit  crunch  on  small  business  and  the  resulting  debilitating 
repercussions throughoutthe  economy  has  been  widely  acknowledged  both  during  the 
presidential  campaign  and  by  the  current  Clinton  administration.  On  November  18, 
1992,  Alan  Greenspan,  Chairman  of  the  Federal  Reserve  Board  made  the  following 
observations  about  the  credit  crunch,  its  impact  on  small  business  and  the  nation's 
economic  recovery: 

"One  of  the  most  disturbing  elements  of  the  current  subpar  recovery  has  been 
the  extraordinary  debilitation  of  our  financial  intermediation  process... This  is 
especially  distressing  because  banks  are  the  major,  and  in  many  areas,  almost 
the  sole  marginal  suppliers  of  credit  to  small  and  medium  sized  businesses. 
Small  firms  are  the  core  of  entrepreneurial  effort  in  the  American  economy  and 
historically  have  been  ...a  major  force  for  job  creation. 
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Hence,  it  is  essential  that  the  bank  loan  markets  be  restored  to  a  semblance  of 
vigor  if  adequate  financing  of  overall  economic  growth  is  to  reemerge...the 
credit  crunch  is  not  the  only  reason  for  the  disappointing  performance  of  the 
economy. ..But  the  state  of  bank  loan  markets  certainly  is  a  key  element... 

An  impressive  number  of  worthy  applicants  has  been  rejected... When  real 
estate  loans  became  a  black  mark  against  bank  credit  ratings,  such  loans  were 
reduced,  not  only  by  write-offs  but  by  pressing  solvent  borrowers  to  repay 
because  they  were  the  only  ones  who  could.  That  sounds  more  like  fear  than 
sound  banking  practice." 

As  Chairman  Greenspan  points  out,  residential  lending  has  been  particularly 
haMhit  in  the  past  three  years  as  many  loan  worthy  applicants  have  been  rejected  by 
bank^ecause  of  their  association  with  commercial  real  estate  loan  problems.  This 
failure  toNjistinguish  residential  real  estate  loans  from  commercial  real  estate  loans  has 
added  insult  to  injury  for  small  business  persons,  who  are  also  home  builders.  First, 
as  small  business  persons,  to  whom  lenders  have  tended  toward  extreme  caution 
when  making  loans,  and  second,  as  home  builders  seeking  real  estate  loans. 


HOME  CONSTRUCTION  AND  ITS  IMPACT  ON  ECONOMIC  GROWTH 

Economic  data  provide  salient  evidence  that  home  construction  can  provide  a 
powerful  stimulus  to  the  economy.  The  home  building  industry  stands  poised  to 
spawn  such  economic  growth.  According  to  the  Bureau  of  Labor  Statistics,  the  direct 
and  indirect  impact  of  construction  of  one  single  family  home  with  a  median  price  of 
$120,00  and  a  median  size  of  1,890  feet,  generates  1.759  work-years  of 
employment  in  construction  and  related  industries.  Construction  employment 
accounts  for  .627  work-years,  land  development  for  .235  work-years,  and  other 
industries  for. 897  work-years.  Based  on  the  average  wages  for  these  industries  m 
1990,  this  employment  impact  translates  into  an  additional  $45,700  in  wages  and 
$18,800  of  tax  revenues  at  all  levels  of  government.  (For  additional  details,  please 
see  Table  I  on  page  9  and  accompanying  explanation.) 

The  cumulative  annual  impact  on  the  economy  as  a  whole  can  be  determined 
by  using  1 990  figures  for  single-family  housing  starts  and  hourly  wages.  In  1 990, 
there  were  895,000  housing  starts  and  the  "average"  price  of  a  single-family  home 
was  $1 28,000.  The  construction  of  one  average  priced  home  generates  2.1 5  work- 
years  of  employment  in  construction  and  related  industries.  Based  on  the  average 
wages  for  these  industries  in  1990,  this  employment  impact  translates  into  a  total  of 
1 ,924,000  labor  years  which  generates  $226.6  billion,  or  4. 1  %  of  the  gross  domestic 
product. 
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COMMUNITY  DEVELOPMENT  BANKS 

Since  the  presidential  campaign,  the  public  has  heard  a  great  deal  of  President 
Clinton's  vision  for  a  nationwide  system  of  100  "community  development  banks". 
The  concept  of  "community  development  banks"  and  their  place  in  the  overall  banking 
scheme  is  still  taking  shape.  However,  the  general  consensus  appears  to  be  that 
"community  development"  banking  would  spawn  development,  and  the  ripple  effect 
would  be  felt  throughout  the  community  in  terms  of  credit  availability,  growth  and 
development,  employment  and  wages,  leading  to  greater  prosperity.  These  banks 
would  receive  some  federal  assistance  in  the  form  of  grants,  to  be  matched  by  the 
individual  bank,  and  would  restrict  their  lending  to  true  community  development 
activities  such  as  housing  and  small  business  loans  in  their  areas.  As  a  presidential 
candidate,  Mr.  Clinton  frequently  pointed  to  the  South  Shore  Bank  of  Chicago  as  the 
model  for  his  vision  of  a  "community  development  bank". 


CHARACTERISTICS  OF  THE  SOUTH  SHORE  BANK  OF  CHICAGO 

The  South  Shore  Bank  is  a  subsidiary  of  a  bank  holding  company,  which  is 
regulated  by  the  Federal  Reserve  Board.  The  South  Shore  Bank  is  a  state-chartered, 
full-service  commercial  bank  whose  investors  and  depositors  are  willing  to  accept  less 
competitive  returns  in  order  to  promote  community  development.  The  bank  is  owned 
by  a  holding  company  whose  affiliates  include:  (1)  a  for-profit  real  estate 
development  corporation;  (2)  a  non-profit  subsidiary  providing  technical  and 
community  services;  and  (3)  a  small  business  investment  corporation.  Although  the 
bank  restricts  itself  to  community  development  lending,  it  operates  under  a  traditional 
charter  and  does  not  require  a  new  chartering  system. 


RECOMMENDATIONS    OF    INNOVATIVE    FEDERAL    SUPPORTS    FOR    HOUSING 
PRODUCTION  CREDIT 

Public  and  private  institutional  structures  that  can  support  housing  production 
are  already  in  place  and  may  be  built  upon  with  little  or  no  federal  budget  outlays. 
These  structures  already  provide  a  variety  of  federal  supports  for  the  home  mortgage 
finance  system,  including  moagage  insurance  and  guarantee  programs,  secondary 
market  agencies,  and  the  Federal  Home  Loan  Bank  System  that  lends  to  member 
depository  institutions  that  provide  housing  finance.  However,  the  federal  government 
has  provided  virtually  no  support  to  the  markets  for  housing  production  loans.  Thus, 
when  the  credit  crunch  developed  at  the  traditional  sources  of  housing  production 
finance-thrift  institutions  and  commercial  banks-there  were  no  secondary  market 
channels  or  credit  instruments  to  attract  funds  from  alternative  sources. 
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Enhanced  credit  supports  that  are  grounded  on  loan  guarantees,  purchaseL  of 
loan  participation  or  loans  to  private  lenders  would  be  powerful  supplements  to 
housing  production  lending  by  thrifts  and  banks  operating  in  a  more  positive  regulate  ry 
environment.  Such  support  mechanisms  would  be  important  factors  in  achieving  tie 
goals  of  community  investment  initiatives,  such  as  community  development  banks. 
NAHB  believes  that  a  network  of  "community  development  banks"  could  be  sustained 
and  enhanced  by  the  Federal  Home  Loan  Bank  (FHLB)  System. 


THE  FEDERAL  HOME  LOAN  BANK  SYSTEM 

T-he  Federal  Home  Loan  Bank  System,  comprised  of  1 2  regional  Federal  Home 
Loan  Banks,  was  established  in  1932  to  bolster  housing  lending  by  providing  a  credit 
support  mechanism  for  home  mortgage  lending  by  depository  institutions.  The 
membership  of  the  System  has  traditionally  been  dominated  by  savings  institutions. 
In  1989,  commercial  banks  and  credit  unions  were  given  the  option  of  membership; 
and  now  comprise  one-third  of  the  System's  members.  Nevertheless,  thrift  members 
continue  to  enjoy  more  beneficial  treatment  in  borrowing  than  bank  and  credit  union 
members. 

The  FHLB  System  has  been  an  important  component  of  the  nation's  housing 
finance  system  for  decades.  However,  shrinkage  in  the  number  of  savings 
institutions,  and  the  impediments  to  banks'  more  recent  participation  in  the  System, 
have  made  it  difficult  for  the  FHLBanks  to  fully  utilize  their  resources  in  support  of 
housing.  The  nation's  housing  credit  needs  have  also  changed  and  restructured,  a  id 
the  System  finds  itself  in  search  for  new  roles  to  play  as  demand  for  its  traditional 
services  declines.  The  System  has  a  strong  capital  base.  Under  current  operating 
limitations,  however,  it  is  unable  to  generate  the  levels  of  business  and  earnings 
needed  to  attract  new  members  and  maintain  its  vital  role  in  supporting  the  funding 
of  housing. 

The  FHLBanks  currently  may  invest  in  only  one  type  of  credit  product  to  their 
member  thrifts  and  banks  --  advances  that  must  be  fully  secured  with  narrowly 
defined  collateral.  The  types  of  residential  real  estate  collateral  that  members 
currently  can  use,  without  restriction,  to  secure  advances  are  limited  to  whole  first 
mortgages  and  mortgage-backed  securities.  If  the  FHLBanks  are  to  take  a  more 
positive  role  in  supporting  housing,  then  their  credit  products  for  their  members  and 
their  collateralization  requirements  must  be  expanded.  Although  new  credit  products 
and  more  flexible  collateralization  requirements  would  mean  that  the  FHLBanks  could 
assume  some  direct  or  indirect  credit  risk,  the  FHLBanks  have  more  than  enough 
capital  to  support  such  expanded  services.  Furthermore,  the  FHLBanks  are  capable 
of  successfully  managing  and  diversifying  additional  activities  having  favorable  risk- 
return  relationships  that  are  needed  to  attract  and  retain  members. 
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CREDIT  SUPPORT  FOR  HOUSING  PRODUCTION  LENDING 

An  area  of  great  need  for  the  housing  sector,  and  of  great  potential  for  the 
FHLB  System,  is  housing  production  credit.  There  are  several  ways  in  which  the 
FHLBanks'  current  operating  authority  needs  to  be  changed  in  order  for  them  to  be  an 
effective  support  for  housing  production  lending  by  their  members. 

Loan  Participations  and  Credit  Enhancements.  A  change  in  the  FHLBanks' 
investment  authority,  to  let  them  invest  in  more  types  of  credit  products  than  just  the 
existing  type  of  advance,  would  allow  member  institutions  greater  flexibility  in 
structuring  loans.  In  particular,  the  FHLBanks  should  be  allowed  to  purchase 
participation  interests  in  housing  production  loans  originated  by  member  lending 
institutions.  The  FHLBanks  could  hold  these  participations  interests  as  investments, 
or  resell  them  to  outside  investors,  i  his  function  would  allow  member  institutions  to 
better  leverage  funds  for  housing  production  while  observing  regulatory  constraints 
on  loans  to  one  borrower,  asset  concentration,  and  geographic  concentration. 

In  addition,  the  FHLBanks  should  be  able  to  provide  credit  enhancements,  such 
as  subordinated  interests,  for  loan  participations  that  they  resell.  This  authority  would 
facilitate  secondary  market  activity  and  liquidity  for  housing  production  loans. 

Flexibility  in  Collateral  for  Advances.  Advances  must  be  fully  secured  by 
government  securities  or  certain  housing-related  assets.  Currently,  the  only  types  of 
housing  assets  that  may  be  used,  without  restriction,  are  fully  disbursed  whole  first 
mortgages  and  mortgage  securities  backed  by  such  mortgages.  Member  institutions 
may  also  secure  advances  with  real  estate-related  participation  interests,  residential 
production  loans,  nonresidential  real  estate,  and  other  types  of  mortgage-related 
securities;  these  are  very  limited,  however,  and,  in  combination,  cannot  exceed  30% 
of  the  member  institution's  capital. 

Restrictions  on  the  use  of  housing  production  loans  and  residential  real  estate 
related  participation  interests  as  collateral  for  FHLBank  advances  should  be  removed. 
In  fact,  all  residential-related  collateral  should  be  eligible  to  secure  Federal  Home  Loan 
Bank  advances. 


EQUITABLE  ACCESS  TO  ADVANCES  BY  NONTHRIFT  MEMBERS 

The  Federal  Home  Loan  Bank  Act  (FHLBA)  establishes  a  maximum  borrowing 
limit  for  all  members  of  twenty  times  the  amount  of  FHLB  stock  owned  by  the 
member.  However,  access  to  advances  by  nonthrift  members  is  actually  curtailed  by 
a  subsequent  provision,  which  imposes  different  borrowing  limits  tied  to  the  level  of 
the  Qualified  Thrift  Lender  (QTL)  test  that  thrifts  must  meet  as  part  of  their  charter 
requirements.    Thus,  while  QTL  thrifts  may  borrow  $20  per  $1   of  stock  owned, 
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nonthrifts  (which  almost  by  definition  will  not  meet  the  QTL)  may  borrow  only  at  ratio 
that  declines  significantly  in  proportion  to  the  size  of  their  actual  mortgage  asset 
portfolio.  For  example,  a  bank  that  has  10%  of  its  assets  in  mortgages  can  borrow 
only  $2  for  every  $1  of  stock  owned.  This  inequity  makes  it  more  costly  for  banks 
and  credit  unions  to  use  the  FHLB  System  as  active  borrowers.  Thus  nonthrift 
members  may  not  avail  themselves  of  the  special  Community  Investment  and 
Affordable  Housing  Program  advances  to  the  same  extent  that  thrift  members  can. 


MEMBERSHIP  IN  THE  FHLB  SYSTEM 

If  the  FHLB  system  is  to  be  a  true  credit  support  system  for  housing,  rather 
than  just  for  thrifts,  then  membership  should  be  opened,  on  equivalent  terms,  to  all 
depository  and  nondepository  lending  institutions  with  a  residential  housing  finance 
focus.  Such  members  would  include  mortgage  banking  companies,  state  and  local 
housing  finance  agencies,  pension  funds  and  housing-related  lending  affiliates  of 
insured  depository  institutions.  (The  FHLB  System  has  been  open  to  life  insurance 
companies  since  its  inception.) 

Transition  to  an  entirely  voluntary  membership  system  will  be  necessary  for  the 
FHLB  System  to  serve  as  a  comprehensive  credit  support  mechanism  for  housing  over 
time.  Currently,  most  savings  and  loan  associations  are  required  to  be  members,  but 
non-thrift  membership  is  voluntary.  The  change  to  universal  voluntary  membership 
must  be  accompanied  by  a  transition  process  that  will  assure  financial  soundness  for 
the  System  and  be  fair  to  all  members. 

THE    FHLB    SYSTEM    PROVIDES    INSTITUTIONAL    SUPPORT    FOR    COMMUNITY 
DEVELOPME.NT  BANKS 

The  South  Shore  Bank  of  Chicago  has  a  membership  application  pending  before 
the  Federal  Home  Loan  Bank  of  Chicago.  NAHB  applauds  this  step  to  join  the  System. 
The  policy  objectives  of  the  FHLB  System  and  community  development  banks  are 
consistent  in  that  lending  activities  focus  on  housing  and  community  revitalization. 
A  nation-wide  network  of  community  development  banks,  as  envisioned  by  the 
Clinton  Administration,  could  be  sustained  and  enhanced  by  the  FHLB  System. 

The  FHLB  System  offers  services  and  programs  that  would  potentially  buttress 
the  endeavors  of  community  development  banks.  The  FHLBanks  are  currently  active 
in  low-  and  moderate-  income  housing  initiatives  through  special,  below-market 
lending  to  member  institutions  under  their  Affordable  Housing  Program  (AHP)  and 
Community  Investment  Program  (CIP).  The  latter  program  is  also  directed  toward 
small  business  and  community  revitalization.  Such  pursuits  are  a  natural  adjunct  to 
the  activities  of  "community  development  banks",  and  the  ability  of  both  entities  to 
leverage  their  funds  should  be  enhanced  by  their  working  together. 
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The  existing  institutional  framework  of  FHLBanks  would  provide  other  benefits 
to  "community  development  banks"  such  as  ready  access  to  capital  markets  at  very 
favorable  rates  which  could  be  passed  on  to  "community  development  banks".  Also, 
the  regional  network  of  FHLBanks  could  provide  technical  assistance  and  services  to 
"community  development  banks"  and  serve  as  an  information  clearing  house  for  loan 
participants  as  well  as  provide  a  secondary  market  for  community  development  loans. 


RECOMMENDED  LEGISLATIVE  MODIFICATIONS  TO  ALLOW  THE  FHLB  SYSTEM  TO 
SUPPORT  COMMUNITY  DEVELOPMENT  BANKS 

In  order  to  allow  all  community-based  lenders,  including  "community 
development  banks"  to  derive  the  benefits  of  the  FHLBank  System,  legislation  is 
required.  First,  Congress  should  expand  FHLBank  authority  to  invest  in  participation 
interests  in  residential  construction  loans  originated  by  their  member  institutions,  and 
to  provide  credit  enhancements  for  any  such  interests  that  they  resell.  Second, 
Congress  should  expand  the  types  of  residential  assets  that  may  be  used  without 
restriction  to  collateralize  advances  to  include  residential  real  estate-related 
participation  interests,  residential  production  loans,  and  other  types  of  mortgage- 
related  securities.  Third,  the  current  disparity  between  the  borrowing  requirements 
for  nonthrift  institutions  and  thrifts  should  be  eliminated.  Currently,  nonthrift 
institutions,  including  community  development  banks,  are  at  a  competitive 
disadvantage  with  respect  to  their  access  to  advances,  including  those  made  under 
the  Community  Investment  and  Affordable  Housing  Programs.  Finally,  authority  to 
broaden  membership  in  the  FHLB  System  is  necessary  to  include  all  lenders  with  a 
housing  focus. 

NAHB  was  pleased  to  see  two  important  provisions  included  in  S.  265,  the 
Economic  Growth  and  Regulatory  Paperwork  Reduction  Act  of  1993,  recently 
introduced  by  Senators  Shelby,  Inouye,  Wallop,  Mack,  and  Heflin.  A  House  of 
Representatives  counterpart  will  be  introduced  shortly.  The  provisions  included  in  S. 
265  would  permit  member  institutions  to  use  housing  production  loans  to  collateralize 
advances  and  authorize  FHLBanks  to  invest  in  loan  participations  in  residential 
construction  loans  made  by  their  member  institutions. 
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Economic  Impact  of  Construction  of  One  Single  Family  Unit 


Cliaracteristics  of  Individual  Unit: 

National 

Local  1 

Equivalent  to  Median  Priced  Unit: 

S120.0C0 

Less:  Value  of  Raw  (Undeveloped)  Land 

(SI  5.200) 

Equals:  Base  for  Multiplier  Calculation 

S104.300 

575,744 

Times:  One  Year  Multiplier(l) 

1.98 

1.45 

Equals:  Income  Multiolier 

S207.600 

S1 11. 300 

Wage  Impact: 

National 

Local 

Labor 

- 

Years        Wages 

Wages 

Land  Development 

0.235         S5,110 

56,110 

On  Site  Construction 

0.525       S13,650 

513,650 

Off  Site  Construction 

0.102         S2.652 

S2.387 

Other  Industries: 

Manufacturing 

0.397       510,322 

54,129 

Wholesale  Trade,  Transportation,  and 

Services 

0.355         59.230 

56,461 

Mining  and  All  Other 

0.145         53.770 

5754 

Total 

1.759       545.734 

533,491 

Tax  Imoact: 

National 

Local      i 

Federal  Personal  Income  Tax 

59.604 

Social  Security  Tax 

51,829 

State  Personal  Income  Tax 

51,329 

Federal  Corporate  Income  Tax 

53.690 

Local  Real  Estate  Tax 

51  597 

51  597 

Total 

S13.Q49 

51.597 

(1)  Laurence  H.  Meyer  and  Associates 
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Direct  and  Multiplier  Impact 
of  Home  Construction 

The  estimates  of  labor  requirements  included  in  this  table  were 
developed  by  the  Bureau  of  Labor  Statistics'  and  have  been  updated 
to  recognize  current  wage  levels  and  prices.  We  estimate  that  the 
construction  of  a  median-priced  single-family  house  with  a  median 
size  of  1,890  square  feet  directly  generates  1.759  work-years  of 
employment  in  construction  and  related  industries.  Construction 
employment  accounts  for  .627  work-years,  land  development  for  .235 
work-years,  and  other  industries  for  .897  work-years.  Based  on  the 
averag.e  wages  for  these  industries  in  1990,  this  employment  impact 
translates  into  an  additional  $45,700  in  wages  and  $18,800  of  tax 
revenues  at  all  levels  of  government. 

The  top  panel  of  this  table  calculates  the  full  economic  impact  of 
the  increase  in  residential  construction.  The  impact  is  calculated 
by  applying  a  consumption  multiplier  to  the  adjusted  median  sales 
value  of  a  single-family  unit. 

The  item  "multiplier"  is  used  to  reflect  secondary  economic 
effects,  primarily  affecting  consumption,  over  and  above  the  direct 
impact  on  income  of  home  construction.  For  example,  construction 
workers  purchase  goods  at  local  stores,  and  the  stores  step  up 
hiring  and  purchases  which  creates  a  "multiple"  of  the  original 
stimulus.  Eventually  the  stimulant  declines  unless  continually 
renewed. 

The  stimulant  resulting  from  the  multiplier  is  greater  in  the 
earlier  periods  since  the  stimulant  "leaks"  away.  A  recent  study 
by  Price  Waterhouse,  conducted  on  behalf  of  The  National 
Association  of  Realtors,^  suggests  that  the  first-year  consumption 
multiplier  substantially  varies  based  on  the  economic  model 
employed.  The  model  of  Laurence  H.  Meyer  and  Associates  is  used  by 
NAHB  for  economic  and  housing  forecasts.  The  first-year  multiplier 
impact,  assuming  that  interest  rates  are  held  constant,  is  1.98  in 
the  Meyer  model  and  we  have  applied  that  multiplier  to  the  median 
housing  unit  after  adjustment  for  the  value  of  raw  land. 

The  local  impact  that  appears  in  the  right  hand  column  adjusts  the 
national  impact  since  some  of  the  direct  labcr  and  materials  are 
purchased  from  other  regions  and  therefore  do  not  directly  benefit 
the  local  economy.  The  multiplier  effects  are  also  adjusted  to 
reflect  the  import  of  "imports"  from  other  regions. 


Robert   Ball,    "Employment   Created   By   Construction 
Expenditure,"  Monthly  Labor  Review,  December  1981. 

^  Price  Waterhouse,  Contribution  of  Single-Family  Home  Resales 
to  the  U.S.  Economy.  Prepared  for  the  National  Association  of 
Realtors  1992. 
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Section  I:  Introduction 


In  1985  the  Workers  Owned  Sewing  Company  (WOSCO)  was  in  trouble. 
Located  in  Bertie  County,  a  low-income  rural  county  in  Eastern  North  Carolina,  the 
company's  business  came  from  contracts  with  other  apparel  companies  for  their 
overflow  work.  This  type  of  business  was  sporadic,  unpredictable,  and  highly 
competitive,  operating  on  very  thin  margins. 

To  grow,  the  company  needed  to  be  able  to  by-pass  the  middleman  and  bid 
directly  to  retailers.  To  do  that,  however,  required  credit  for  necessary  materials 
and  supplies.  The  company  had  been  unable  to  get  credit  from  its  suppliers,  and 
managed  its  existing  business  with  a  $10,000  line  of  credit  from  a  small  local  bank. 

The  local  bank,  however,  was  purchased  by  a  large  regional  bank,  which  cut 
off  the  company's  line  of  credit.  Without  a  new  source  of  credit,  the  company  would 
not  be  able  to  continue  its  current  work,  let  alone  expand. 

With  no  other  prospects  for  credit,  WOSCO  turned  to  the  Center  for 
Community  Self-Help,  which  had  been  providing  technical  assistance  to  the 
company  for  several  years.  Through  its  credit  union  and  ventures  fund,  Self-Help 
made  the  company  a  $50,000  loan.  They  also  continued  to  provide  assistance  in  the 
areas  of  marketing,  financial  management,  business  planning,  and  staff 
development.  Once  the  first  loan  was  paid  off,  the  Center  continued  to  provide 
working  capital  loans  to  the  company. 

Today  WOSCO,  with  80  workers,  is  the  second  largest  employer  in  its  county. 
Seventy  percent  of  its  work  is  now  direct  contracts  with  retailers  rather  than  other 
manufacturers.  It  has  secured  contracts  with  Sears  and  K-Mart  as  well  as  a 
regional  department  store  chain.  The  company  increased  its  sales  from  $760,000  in 
1985  to  $1.8  million  in  1992.  At  the  end  of  1990,  the  company  was  able  to  distribute 
$27,000  in  profits  to  its  workers,  who  are  also  its  owners. 

In  Chicago's  South  Shore  community,  Vivian  Wilson's  $1  million  city  contract 
to  provide  security  services  almost  cost  her  70-year  old  company  when  the  city's 
slow  payments  exhausted  her  operating  reserves.  When  her  bank  wouldn't  make 
her  a  loan,  and  she  was  within  two  week  of  ninning  out  of  cash,  she  turned  to  South 
Shore  Bank. 

Ms.  Wilson  did  not  have  the  personal  assets  banks  usually  require  an 
applicant  to  pledge  for  such  a  loan.  South  Shore  Bank  lending  officers,  however, 
were  impressed  by  her  business  management,  believed  she  would  be  able  to  deal 
with  the  city  bureaucracy,  and  went  to  work  to  structure  a  loan. 

In  two  weeks,  the  bank  was  able  to  package  a  $250,000  line  of  credit  that  was 
partially  secured  by  an  apartment  building  owned  by  Ms.  Wilson,  with  half  the  loan 
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guaranteed  by  a  fund  established  by  a  purchasing  managers'  group  to  help 
minority-owned  businesses.  The  bsmk's  commitment  to  move  quickly,  willingness  to 
work  with  external  credit-enhancement  programs,  and  ability  to  spend  the  time  to 
package  a  deal  that  was  good  for  both  the  bank  and  the  applicant  meant  that  Ms. 
Wilson  was  able  to  make  payroll  and  keep  her  business  operating. 

The  institutions  that  made  these  loans  were  not  ordinary  financial 
institutions.  These  are  institutions  that  have  staked  their  claim  in  markets  that 
are  not  seen  as  desirable  and  borrowers  that  are  often  not  seen  as  creditworthy  by 
conventional  financial  institutions.  They  are  among  a  small  number  of  depository 
institutions  organized  both  to  address  the  credit  needs  of  disadvantaged 
communities  and  to  have  a  lasting  impact  on  the  development  of  those 
communities,  the  growth  of  local  economies,  and  opportunities  for  advancement 
and  economic  security  for  low  and  moderate  income  individuals  and  families. 

While  today  there  «u:e  only  a  handful  of  community  development  banks  in  the 
United  States,  these  institutions  are  demonstrating  that  a  development  bank  ran  be 
a  powerful  tool  for  building  communities  and  strengthening  local  economies. 
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Section  n:  What  Is  A 
Community  Development  Bank? 


The  Need  for  Credit 


Urban  and  rural  community  development  practitioners  have  demonstrated 
that  access  to  capital  and  credit  is  critical  to  revitalizing  housing  and  creating  and 
retaining  jobs  in  disadvantaged  communities.  These  communities  may  be  inner  city 
neighborhoods,  low-income  rural  areas,  or  particular  groups  of  people  (women, 
minorities,  low  income  families)  across  several  geographic  communities. 

One  way  to  see  the  critical  role  of  credit  is  to  look  at  a  disinvested 
community—that  is,  a  community  in  which  credit  has  stopped  flowing.  When  credit 
is  not  available  for  everyday  community  investment  needs,  the  local  economy  starts 
to  fall  apart  at  the  seams.  Buildings  deteriorate  when  rehabilitation  funds  are 
unavailable;  housing  values  decline  if  buyers  can't  find  mortgages;  modest  income 
people  can't  purchase  a  home;  businesses  stagnate  or  relocate  when  they  can't  get 
loans  to  expand  or  modernize.  Disinvestment  ultimately  destroys  the  economic 
assets  of  a  community. 

When  it  is  available,  however,  credit  serves  as  a  catalyst  for  investment  in  a 
community,  the  extension  of  credit  by  a  financial  institution  is  viewed  by  others  as 
an  expression  of  confidence  in  the  future  of  that  community.  Loans  to  housing  and 
economic  development  projects  result  in  visible  improvements  which  become 
symbols  of  community  improvements.  The  availability  of  credit  has  a  multiplier 
effect,  leading  to  additional  investment  by  developers,  other  financial  institutions, 
and  homeowners,  landlords,  and  business  people  within  the  neighborhood. 

Credit  gaps  exist  when  lenders  perceive  particular  markets  or  borrowers  as 
entailing  higher  risks  or  lower  returns  than  other  types  of  lending  or  when  racial  or 
cultural  barriers  interfere  with  lending  judgments.  Such  perceptions  have  resulted 
in  the  disinvestment  of  entire  communities,  but  they  have  also  resulted  in  a  lack  of 
available  credit  to  lower  income  homebuyers,  minority  borrowers,  small  businesses, 
and  other  types  of  unconventional  borrowers.  Financial  institution  consolidation 
and  increasing  standardization  of  loan  products  further  constrains  the  availability 
of  credit  and  the  possibilities  of  economic  development  for  distressed  communities 
and  individuals. 

While  conventional  credit  can  keep  a  healthy  economy  working,  rebuilding  a 
deteriorated  economy  or  making  loans  to  people  who  have  historically  not  had 
access  to  credit  requires  more  than  conventional  lending  techniques.  Borrowers 
need  more  assistance,  projects  may  need  unconventional  terms.  These  borrowers 
and  communities  need  lending  institutions  that  understand  local  credit  needs,  have 
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a  commitment  to  community  economic  development,  and  have  underwriting 
standards  that  address  local  market  realities.  Perhaps  most  important,  they  need 
institutions  with  an  array  of  financial  and  non-fmancial  interventions  that  reinforce 
each  other  and  rebuild  or  strengthen  a  local  economy. 


Community  Development  Financial  Institutions 


Over  the  last  two  decades  a  range  of  types  of  community  development 
financial  institutions  have  developed  to  address  the  need  for  equal  access  to 
traditional  credit  and  the  need  for  development  credit.  Beginning  as  individual 
experiments  in  local  areas  across  the  country,  these  institutions  have  become  an 
emerging  community  development  industry.  They  include  community  development 
banks,  community  development  credit  unions,  and  community  development  loan 
funds.  In  some  cases  these  institutions  are  defined  with  a  broad  economic 
development  focus,  in  others  they  are  narrowly  focused  on  delivery  of  a  small 
number  of  development  credit  products. 

Community  development  financial  institutions  share  several  common 
characteristics: 

•  They  are  organized  to  serve  economically  distressed  conununities 

•  They  serve  a  targeted  geographic  area  or  sometimes  a  targeted 
constituency 

•  They  have  £is  their  primary  mission  the  development  of  communities 
and  their  residents,  utilizing  the  provision  of  credit  and  other 
development  activities  as  a  means  to  achieve  that  mission. 

•  They  fill  credit  and  in  some  cases  financial  services  gaps  that  are  not 
met  by  traditional  financial  institutions. 

Earlier  Woodstock  Institute  publications  have  examined  in  detail  the  work  of 
community  development  credit  unions,  community  development  loan  funds,  and 
microenterprise  funds.  This  paper  provides  a  definition  and  overview  of  community 
development  banks. 


What  is  a  Community  Development  Bank? 

A  community  development  bank  is  the  most  broadly  defined,  and  potentially 
the    most    comprehensive,  of  the  community  development    financial    institution 
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models.  While  other  community  development  financial  institutions  tend  to 
specialize  in  a  particular  type  of  product  or  credit  activity,  a  community 
development  bank  can  incorporate  both  a  range  of  lending  services  and  a  broader 
range  of  development-oriented  activities. 

A  community  development  bank  is  a  community  development  institution 
that  utilizes  a  commercial  bank,  credit  union,  or  savings  and  loan  as  a  vehicle  for 
providing  development  credit  for  a  targeted  community  or  population,  and  which 
has  proactive,  development-oriented  subsidiaries  and  affiliates.  Community 
development  banks  are  the  most  extensive  and  best  capitalized  type  of  community 
development  financial  institution.  The  depository  institutions  of  community 
development  banks  are  chartered,  regulated,  and  able  to  engage  in  the  same  types 
of  business  as  their  conventional  commercial  fmamcial  institution  covmterparts. 

A  community  development  bank  is  distinguished  from  a  traditional  bank, 
however,  in  two  fundamental  ways.  First,  a  development  bank  has  chosen  as  its 
primary  corporate  mission  the  comprehensive  development  of  a  community  or 
communities,  not  the  provision  of  credit  and  financial  services.  Second,  a 
development  bank  is  based  on  an  understanding  that  access  to  credit  alone  can  not 
revitalize  a  distressed  economy;  that  additional  development  activities  and  efforts 
are  necessary  to  promote  economic  activity  in  disinvested  communities. 


Mission 

A  community  development  bank,  like  any  financial  institution,  must  be 
concerned  about  the  sound  operation  of  a  regulated  financial  institution. 
While  operating  a  sound  and  successful  financial  institution  is  essential  for 
the  success  of  a  development  bank,  the  primary  goal  is  focused  on  the  impact 
that  institution,  and  its  other  activities,  have  on  the  institution's  targeted 
community(ies).  A  development  bank  has  a  dual  standard  of  performance;  it 
must  successfully  operate  a  financial  institution,  and  it  must  foster 
community  development  and  renewal.  Ultimately,  a  community  development 
bank  seeks  to  demonstrate  that  these  are  not  inconsistent  goals. 


Additional  Development  Activities 

A  regulated  financial  institution  is  limited  in  its  ability  to  have  a  significant 
community  development  impact  through  credit  alone.  A  development  bank 
has  targeted  communities  and  populations  with  needs  that  go  beyond 
traditional  credit.  A  bank's  lending  is  constrained  by  regulatory  standards 
designed  to  protect  depositors  and  the  public  from  losses.  While  a  bank  is  not 
simply  a  passive  actor,  a  conventional  financial  institution  cannot  easily  play 
a  proactive  development  role  in  a  community. 
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For  example,  a  bank  can  declare  its  willingness  to  make  multifamily  building 
rehabilitation  loans  in  a  particular  area.  It  can  market  this  product 
aggressively  in  this  area.  But  it  cannot  on  its  own  purchase  and  rehab  the 
big  abandoned  building  on  the  corner,  even  though  this  would  give  other 
investors  the  confidence  to  invest  in  surrounding  buildings. 

A  bank  fstn  make  loans  to  small  businesses  in  its  area,  but  it  can't  make  the 
equity  investments  needed  to  start  new  businesses,  and  it  can't  provide  the 
training  and  job  placement  services  to  help  ensure  that  local  residents  get  the 
jobs  created  through  expanded  business  activity. 

Without  an  approach  which  incorporates  some  of  these  types  of  activities,  a 
bank  may  make  some  loans,  but  not  have  a  long  term  impact  on  the  overall 
development  of  a  community  or  targeted  area. 

This  blend  of  activities  and  goals  means  that  a  development  bank  combines 
the  structure  and  expertise  of  a  for-profit  financial  institution  with  the 
commitment  to  people  and  to  place  one  normally  sees  in  community-based 
non-profit    organizations. 


Structure 

A  full-fledged  development  bank  is  formed  by  a  holding  company  or  parent 
organization  which  owns  (or,  in  the  case  of  a  credit  union,  operates)  an 
insured  depository  institution,  and  has  subsidiaries  and/or  affiliate 
organizations  which  can  supplement  the  bank's  lending  with  technical 
assistance,  direct  community  development  activities,  and/or  higher  risk  or 
more  flexible  financing. 

The  community  development  bank  is  able  to  utilize  a  depository  institution  to 
channel  ordinary  deposits  into  community  development  lending.  The 
subsidiaries  and  affiliates  allow  the  development  bank  to  move  beyond  the 
limits  of  a  bank  structure,  address  deeper  credit  needs,  make  higher  risk 
investments,  and  more  proactively  address  a  broader  range  of  community 
development  needs. 

Affiliated  development  activities  are  determined  by  the  mission  of  the 
institution,  and  the  particular  needs  of  its  targeted  communities.  They  may 
range  from  enterprises  designed  to  provide  equity  financing  to  small 
businesses  or  real  estate  development  companies  to  efforts  to  provide 
education  and  job  training  to  community  residents.  Their  purpose  is  to  build 
capacity  and  resources  within  the  targeted  community  or  constituency. 

Through  their  ability  to  use  the  lending  and  deposit  gathering  properties  of 
insured  depository  institutions  and  the  proactive  community  development 
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properties  of  various  types  of  subsidiaries,  development  banks  can 
implement  a  broad  economic  development  strategy  and  achieve  a  critical 
scale  of  impact  in  a  targeted  area  or  with  targeted  populations.  One  primary 
premise  of  a  development  bank  is  that  mobilizing  a  large  volume  of  capital  for 
development  lending  is  key  to  the  revitalization  of  a  particular 
community/geographic  area  and  the  reestablishment  of  market  forces  to 
sustain  the  community  and  its  residents. 

The  sum  total  of  these  activities,  both  the  regulated  fmancial  institution  and 
its  aitiliated  activities,  is  the  development  bank. 

There  are  only  a  few  full-fledged  development  banks  operating  in  the  country 
today.  SHorebank  Corporation,  which  owns  South  Shore  Bank  in  Chicago,  and 
Southern  Development  Bankcorporation,  which  owns  Elk  Horn  Bank  and  Trust  in 
Arkadelphia,  Arkansas,  are  the  two  largest  development  bank  models.  Self-Help 
Credit  Union,  operated  by  the  Center  for  Community  Self-Help  in  Durham,  North 
Carolina,  is  also  organized  on  the  development  bank  model.  Community  Capital 
Bank  in  Brooklyn  is  the  newest  of  the  development  banks.  It  is  not  currently 
organized  on  the  holding  company  model,  but  has  established  affiliated  community 
development  activities. 

The  three  oldest  community  development  banks  are  profiled  in  the  following 
section. 
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Section  HI:  The  Current  Experience  Of 
Conunmunity  Development  Banks 


Each  existing  community  development  bank  has  a  unique  story.  For  a 
development  bank,  location  dictates  design.  Each  community  development  bank 
has  chosen  its  specific  focus  and  market  based  on  the  needs  of  the  community  it 
seeks  to  serve.  The  existing  development  banks  have  chosen  different  development 
strategies  and  developed  differing  types  of  lending  and  development  expertise. 
South  Shore  Bank's  largest  concentration  is  in  housing  purchase  and  rehabilitation 
loans,  particularly  for  multifamily  buildings.  Southern  Development 
Bankcorporation's  mission  is  to  catalyze  economic  development  in  a  rural  area 
through  financing  for  small,  locally-owned  businesses.  The  Self-Help  Credit  Union 
focuses  on  business  development  and  homeownership  lending. 

The  three  institutions  profiled  here  have  these  key  features  in  common: 

•  A  holding  company  or  parent  organization  owns  or  operates  (as  legally 
appropriate  in  each  instance)  the  financial  institution.  This  means 
that  the  corporation's  overall  vision  is  held  outside  as  well  as  within 
the  financial  institution  itself.  While  this  may  not  be  essential  to  a 
community  development  bank  model,  it  helps  to  ensure  the  financial 
institution's  long  term  accountability  to  the  community  development 
mission,  despite  the  pressures  of  operating  a  sound  financial 
institution,  "rhe  umbrella  structure  enables  the  coordination  of 
multiple  efforts  towards  the  same  goals. 

*  Each  institution  has  multiple  strategies  for  community  development. 
This  is  true  both  within  the  financial  institution  subsidiary,  where 
different  types  of  loan  programs  have  been  developed,  and  in  affiliated 
non-bank  development  activities. 

*  The  development  banks  have  chosen  their  lending  markets  and  their 
development  activities  based  on  an  assessment  of  the  specific  needs  of 
their  targeted  area  and  constituencies.  Based  on  the  particular  needs 
of  their  targeted  communities,  these  three  development  banks  have 
very  different  lending  strategies  and  different  configuration  of 
nonlending  development  programs. 

•  The  institutions  seek  to  capitalize  on  the  synergies  made  possible 
through  the  combination  of  their  lending  and  development  activities. 
Both  are  designed  to  reinforce  each  other  in  building  local  markets  and 
capacities. 
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The  holding  companies  reinvest  a  portion  of  the  return  on  revenue- 
generating  activities  into  other  areas  of  their  activity  that  require 
capitalization  or  development  funds. 

The  banks  have  evolved  their  current  focus  and  activities  over  time  as 
they  develop  new  programs  and  build  their  capacities,  as  their 
knowledge  and  understanding  of  their  target  communities  and 
constituency  deepens,  and  as  their  development  activities  themselves 
generate  new  opportunities  for  lending. 


Shorebank  Corporation 


The  oldest  and  best  known  community  development  bank,  Shorebank 
Corporation  was  formed  in  1973.  when  a  small  group  of  investors  purchased  a 
troubled  bank  in  a  rapidly  deteriorating  inner-city  neighborhood  that  had  changed 
from  90  percent  white  to  90  percent  black  in  ten  years.  The  flight  of  white  residents 
was  accompanied  by  a  flight  of  capital;  banks  redlined  the  area,  landlords  stopped 
maintaining  apartment  buildings,  store  owners  stopped  improving  their  businesses, 
people  stopped  upgrading  their  homes,  and  the  community  entered  a  spiral  of 
economic  and  physical  decline. 

Shorebank's  founders,  four  bankers  working  in  an  adjacent,  stable 
neighborhood,  formed  a  holding  company  and  purchased  South  Shore  Bank.  The 
community's  last  locally-based  bank.  South  Shore  Bank,  had  quit  lending  in  the 
area  and  its  owuers  had  unsuccessfully  sought  regulatory  permission  to  relocate 
downtown.  The  new  owners  set  out  to  demonstrate  that  a  regulated  bank  holding 
company  could  serve  as  a  vehicle  to  reach  a  scale  of  investment  and  targeted 
activities  which  could  stabilize  and  revitalize  a  community  suffering  from 
disinvestment. 

Barely  able  to  raise  enough  capital  from  investors  who  shared  this  untried 
vision,  Shorebank  began  with  the  operation  of  the  bank  alone.  Five  years  later,  in 
1978,  it  was  able  to  raise  additional  capital  to  create  two  other  for-profit 
subsidiaries  and  one  non-profit  affiliate.  Since  1985  it  has  added  three  additional 
subsidiaries  and  eifEiliates. 

Shorebank's  affiliates  and  subsidiaries  provide  a  multifaceted  package  of 
development  components.  South  Shore  Bank  is  a  full-service  commercial  bank 
offering  both  commercial  and  residential  loans.  City  Lands  Corporation  is 
Shorebank's  real  estate  development  company.  It  develops  and  manages  residential 
and  commercial  real  estate  for  the  benefit  of  low  and  moderate  income  residents.  It 
can  target  key  anchor  properties  for  development,  opening  the  market  to  more 
conventional  investors  who  can  receive  financing  from  the  bank  to  rehab  smaller 
properties    nearby.     The    Neighborhood  Fund  is    an    SBA-licensed    Minority 
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Enterprise  Small  Business  Investment  Corporation,  which  finances  businesses  with 
equity  investments  and  long-term  subordinated  debt. 

The  Neighborhood  Institute  (TNI)  is  a  nonprofit,  exempt  affiliate  of  the 
holding  company.  TNI  focuses  on  human  development  as  well  as  housing 
development.  TNI  operates  GED  and  job  training  programs,  job  placement 
programs,  and  manages  three  small  business  incubators.  It  also  includes 
community  organizing,  cultural  activities,  and  senior  services.  TNI  Development 
Corporation,  its  for-profit  subsidiary,  develops  rental  and  cooperative  housing  for 
low  income  residents. 

Shorebank  Advisory  Services  is  a  consulting  firm  that  offers  technical 
assistance  nationwide  on  development  banking  and  other  community  economic 
development  strategies. 

In  addition,  Shorebank  expanded  in  1992  by  establishing  two  business 
development  affiliates,  which,  combined  with  the  loan  production  office  of  the  bank, 
will  be  providing  lending  and  services  in  the  Upper  Peninsula  of  Michigan. 

South  Shore  Bank  itself  makes  both  housing  and  business  loans,  but  it  is  the 
bank's  unique  approach  to  lending  for  multifamily  purchase  and  rehabilitation  that 
has  had  the  greatest  impact  on  the  community.  The  bank  has  successfully  fostered 
a  large  group  of  small-scale  rehabbers  who  rehab,  hold,  and  manage  24-36  unit 
apartment  buildings.  In  making  these  loans,  the  bank  focuses  on  market  and 
character  judgments  more  than  on  standard  ratios—is  the  borrower  paying  a  fair 
price,  can  he/she  stretch  a  rehab  dollar,  manage  the  building,  deal  with  tenant 
problems?  All  the  bank's  mortgages  include  rehabilitation.  The  bank's  detailed 
market  knowledge,  its  status  as  the  primary  lender  in  this  market,  and  its 
commitment  to  say  no  to  deals  where  the  purchase  price,  rehab  costs,  or  the  after- 
rehab  rents  are  too  high  means  it  has  been  able  to  significantly  improve  the 
housing  stock  without  gentrifying  the  neighborhood. 

Since  1973,  the  holding  company  has  made  $  340  million  in  development 
financing.  It  has  financed  purchase  and/or  rehabilitation  of  more  than  30  percent  of 
all  housing  units  in  South  Shore.  At  the  end  of  1992,  it  had  $55  million  in  business 
loans.  The  bank  has  grown  from  $40  million  to  $211  million  in  deposits,  55  percent 
of  which  come  from  depositors  outside  the  South  Shore  community  who  support  the 
bank's  development  efforts.  The  bank  itself  has  operated  at  a  profit  every  year 
since  1975.  In  1991  alone,  the  bank's  development  subsidiaries  rehabilitated  more 
than  1400  units  of  housing,  and  placed  hundreds  of  residents  in  jobs.  In  1986,  the 
bank  expanded  its  lending  operations  into  Austin,  a  west  side  Chicago  neighborhood 
suffering  from  longer-term  disinvestment  and  deterioration. 

Most  importantly,  Shorebank  has  stabilized  the  economy  of  South  Shore, 
created  dreimatic  improvements  in  the  quality  of  housing,  brought  in  new  business 
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activity,  and  instilled  a  new  outlook  on  the  neighborhood  by  both  residents  and 
outsiders. 

While  operating  successfully  and  profitably,  Shorebank  has  had  to  rely  on 
patient  investors  willing  to  see  profits  reinvested  in  bank  expansion  and  in 
subsidiary  operations.  In  20  years,  its  common  stock  investors  have  not  received  a 
dividend.  The  value  of  their  investment,  however,  has  grown  at  an  average  annual 
rate  of  16.5  percent.  Shorebank's  investors  include  foundations,  religious 
institutions  and  a  number  of  individuals. 

Shorebank  managers  know  their  package  works,  but  are  the  first  to  point  out 
that  their  specific  formula  won't  work  everywhere.  "Our  organization. ..is  not  a 
cure-all  foir.  the  most  depressed  places  in  America",  says  Ron  Grzywinski,  a  founder 
of  the  bank  and  chairman  of  Shorebank  Corporation.  "Our  strategy  relies  on  being 
able  to  cultivate  a  group  of  private  individuals  who  are  working  in  their  own  self- 
interest,  which  happens  to  be  the  best  interest  of  the  community."  Shorebaxik  has 
successfully  targeted  the  development  needs  and  opportunities  of  its  particular 
community.  The  interventions  and  development  activities  it  chose  have  had  a 
substantial  impact. 


Center  for  Community  Self-Help 


In  1984,  the  Center  for  Community  Self-Help,  a  four-year-old  nonprofit 
organization  working  to  create  economic  opportunity  for  disadvantaged  North 
Carolinians,  formed  the  Self-Help  Credit  Union.  Starting  with  $77  raised  at  a  bake 
sale,  Self-Help  has  grown  to  more  than  $40  million  in  assets,  becoming  the  nation's 
first  statewide  immunity  development  bank. 

Self-Help's  development  strategies  have  targeted  the  creation  of  affordable 
housing  opportunities;  assistance  to  women-  and  minority-owned  enterprises, 
especially  in  rural  areas  of  the  state;  facilities  development  for  nonprofits  serving 
low  income  and  special  needs  families;  and  promotion  of  statewide  programs  by 
both  public  bodies  and  private  financial  institutions  to  create  development  lending 
programs  on  a  broader  scale. 

The  Center  has  developed  an  integrated  set  of  tools  to  address  this  range  of 
development  activities.  The  Center  began  its  work  in  1980  offering  technical  and 
managerial  assistance  to  struggling  small  businesses  in  the  state.  After  four  years 
it  concluded  that  it  needed  to  provide  access  to  capital  as  well,  and  in  1984  created 
two  lending  vehicles—Self-Help  Credit  Union,  a  regulated  depository  institution, 
and  Self-Help  Ventures  Fund,  a  nonprofit  revolving  loan  fund. 

Self-Help  Credit  Union  is  the  banking  center  of  the  Center  for  Community 
Self-Help.    Self-Help  Credit  Union  is  a  state-chartered,  federally  insured  credit 
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union,  whose  membership  is  open  to  all  members  of  the  Center  for  Community  Self- 
Help.  The  credit  union  limits  its  lending  to  the  state  of  North  Carolina.  The  credit 
union's  main  office  is  in  Durham,  with  branches  in  Asheville,  Charlotte,  and 
Greenville. 

Unlike  most  credit  unions,  Self-Help  Credit  Union  does  not  see  retail  services 
as  key  to  its  mission.  Instead,  the  credit  union's  primary  function  is  as  a  proactive 
lender  gathering  capital  from  supportive  depositors  across  the  country  to  use  for 
loans.  As  a  result,  the  credit  union  offers  only  basic  savings  and  checking  accounts 
(called  share  accounts  £md  share  draft  accounts  in  a  credit  union),  does  not  provide 
cash  transactions,  and  does  not  place  a  priority  on  offering  the  highest  possible 
rates  to  attract  depositors. 

Self-Help's  nonprofit  loan  fund  allows  it  to  extend  credit  that  would  not  meet 
the  regulatory  standards  of  the  credit  union.  It  attracts  investments  from  socially- 
oriented  investors  both  within  and  outside  of  North  Carolina.  Its  investments, 
unlike  the  credit  union's  deposits,  are  not  insured. 

The  parent  organization  for  Self-Help  engages  in  non-financial  activities 
which  address  its  overall  mission.  These  include  extensive  educational  and 
technical  assistance  to  borrowers,  development  of  new  lending  programs  which  it 
promotes  with  other  lending  institutions  and  public  bodies,  and  training  for  loan 
officers  in  conventional  banks,  among  others. 

Though  very  small  by  conventional  financial  institution  standards,  Self-Help 
has  grown  rapidly  to  a  level  where  it  is  able  to  have  a  substantial  development 
lending  impact.  By  the  end  of  1992,  Self-Help  development  bank  made  a  total  of 
$40  million  in  loans,  and  is  poised  to  make  at  least  $12  million  in  additional  loans 
per  year.  It  has  made  more  than  450  mortgages  for  first-time  homeowners  who 
were  unable  to  receive  conventional  mortgages,  predominately  single  minority 
female  heads  of  households.  Self-Help  piloted  an  innovative  mortgage  product,  with 
low  down  payments  and  relaxed  debt-to- income  requirements,  which  Fannie  Mae 
now  offers  nationwide.  In  Charlotte,  more  than  125  public  housing  residents 
became  homeowners  through  Self-Help  programs. 

Self-Help's  1992  business  lending  provided  loans  for  138  small  enterprises, 
with  loans  ranging  from  a  few  hundred  dollars  to  several  hundred  thousand  dollars. 
Self-Help  now  manages  government-funded  pools  of  capital  from  state  and  federal 
programs.  It  also  provides  small  loans  to  day  care  providers  to  enable  startup  and 
expansion  of  child  care  services.  The  loan  fund's  microenterprise  program  provides 
loans  to  very  small,  often  home-based  businesses. 

Despite  its  exclusive  focus  on  borrowers  who  are  unable  to  access 
conventional  credit,  Self-Help's  lending  has  performed  extraordinarily  well.  In 
1991,  the  credit  union  averaged  one  percent  delinquency,  less  than  the  industry 
average. 
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Average  annual  losses  have  been  less  than  0.1  percent  of  average  annual 
outstanding  loans. 

Southern  Development  Bancorporation 

Southern  Development  Bancorporation  was  established  to  address  the 
economic  development  needs  of  rural  Arkansas.  Southern's  mission  is  to  stimulate 
and  expand  the  regional  economy  for  the  benefit  of  low  and  moderate  income 
residents  by  assisting  people  to  establish  and  expand  locally  owned  small 
businesses. 

Organized  on  the  South  Shore  Bank  holding  company  model,  Southern  was 
established  by  26  private,  public,  and  non-profit  investors,  led  by  the  Winthrop 
Rockefeller  Foundation  in  Arkansas.  Southern  began  operations  in  1988  with  the 
acquisition  of  the  Elk  Horn  Bank  and  Trust  Company  in  Arkadelphia,  Arkansas. 

Like  Shorebank  and  the  Center  for  Community  Self-Help,  Southern  utilizes 
for-profit  and  nonprofit,  financial  and  nonfinancial  vehicles  to  address  its  business 
development  mission.  Southern's  affiliates  and  subsidiaries  assist  enterprises 
ranging  from  microenterprises  employing  only  the  owner  to  a  company  employing 
165  people. 

There  are  five  components  of  Southern's  development  bsuik.  Elk  Horn  Bank 
and  Trust  is  a  regulated  commercial  bank  which  makes  consumer,  residential,  and 
business  loans.  Elk  Horn's  "development  loans'  are  business  loans  which  would  not 
be  made  on  similar  rates  and  terms  by  other  banks.  Opportunity  Lands 
Corporation  is  a  developer  of  commercial  and  residential  real  estate. 

Three  components  are  grouped'  together  within  the  Arkansas  Enterprise 
Group,  a  nonprofit  affiliate  of  Southern.  Southern  Ventures,  Inc.  is  a  small 
business  investment  company  licensed  by  the  SBA.  It  is  the  only  active  venture 
capital  company  in  Arkansas  for  investments  of  $50,000-$250,000.  The  Good  Faith 
Fund  is  a  microenterprise  loan  fund  inspired  by  the  Grsimeen  Bank  of  Bangladesh. 
It  provides  extensive  technical  assistance  and  very  small  loans  ($1000  average)  to 
low  income  individual  entrepreneurs.  AEG  Manufacturing  Services  provides 
nonbank  financing  Gong  term  loans,  leases  on  equipment,  and  working  capital),  as 
well  as  financial  consulting,  market  assistance.and  accounting  services  for  small 
manufacturers. 

Southern  managers  believe  that  it  is  critical  to  provide  a  range  of 
development  resources  for  rural  enterprises  in  order  both  to  be  successful  with 
individual  companies  and  to  improve  the  local  economy.  They  also  believe  that  it  is 
critical  to  provide  these  services  for  several  levels  of  enterprise— from  individual 
microentrepreneur  to  medium-sized  firms. 
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Between  May,  1988  and  June,  1992,  the  Southern  companies  have  extended 
over  $14  million  in  development  investments  in  145  enterprises  and  family  farms  in 
rural  Arkansas.  (This  does  not  include  the  conventional  lending  activities  of  Elk 
Horn  Bank.)  Slightly  more  than  half  of  the  borrower  businesses  are  minority 
owned.  The  bank  has  lost  less  than  one  percent  on  the  development  loans  it  has 
originated,  and  delinquency  rates  are  below  the  industry-wide  rates.  Losses  in  the 
nonregulated  components  of  the  development  bank  are  somewhat  higher,  but  in  line 
with  expectations  for  these  more  risky  loans.  From  1989-1992,  Southern  has 
earned  at  or  above  the  industry  bench  mark  of  one  percent  return  on  assets. 

Southern's  integrated  approach  to  business  development  has  demonstrated 
benefits  in  individual  companies.  Only  in  operation  for  four  years.  Southern  cannot 
yet  measure  its  impact  on  the  overall  economy  of  rural  southern  Arkansas. 
Ultimately  Southern  will  measure  its  success  on  the  extent  to  which  it  is  able  to 
create  jobs,  diversify  the  economy  and  ownership  of  wealth,  build  stronger 
companies,  increase  exports  and  decrease  imports  into  the  local  economy  over  the 
long  term. 
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Section  IV:  Key  Components  Of 
Development  Banks 


Each  of  these  institutional  models  share  a  number  of  common  components 
and  structural  characteristics.  Each  of  these  common  characteristics  play  a  crucial 
role  in  the  success  and  the  impact  of  the  overall  enterprise. 


For  these  three  institutions,  the  holding  company  is  the  creative 
center  of  the  model  (in  the  case  of  the  Center  for  Commimity  Self-Help, 
the  'holding  company'  is  the  parent  nonprofit  organization).  It 
coordinates  and  manages  the  activities  of  the  overall  enterprise.  It  is 
the  place  where  the  institution's  overall  community  development 
mission  is  formulated  and  redefined. 

As  the  umbrella  structure  of  the  development  bank,  the  holding 
company  has  responsibility  for  business  planning's  strategic  planning 
and  development  for  the  depository  institution  and  other  subsidiaries 
or  ajSiliates.  It  seeka  to  coordinate  the  work  of  the  various  components 
of  the  institution,  both  with  each  other  and  the  overall  mission.  It 
reviews  and  evaluates  the  work  of  the  institution  and  its  impact  on  its 
targeted  communities. 

Another  key  responsibility  of  the  development  bank  holding  company 
is  fundraising:  primarily  the  raising  of  investment  capital  for  the  bemk 
models,  or  in  the  case  of  the  Self-Help  model,  the  raising  of  funds  for 
operations,  capital  grants,  and  social  investments.  The  holding 
company  or  parent  is  also  likely  to  be  the  mouthpiece  for  the 
organization,  telling  the  story  of  the  institution  and  its  work  to  a 
broader  audience. 

In  the  case  of  Self-Help,  the  parent  organization  also  directly  operates 
the  development  bank's  non-financial  programs.  In  addition,  the 
parent  organization  advocates  for  increased  resources  and  supportive 
policy  and  regulation  for  the  types  of  programs  it  has  implemented, 
both  from  state  government  and  from  conventional  financial 
institutions. 

The  insured  depository  institution  is  the  economic  engine  which 
grounds  the  development  lending  and  financial  services  of  the 
development  banking  operation. 

There  are  several  attributes  of  a  depository  institution  which  make  it  a 
strong  tool  for  community  development    Depository  institutions  are 
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known  and  trusted  models.  The  actual  presence  of  a  financial 
institution  can  increase  community  confidence  in  a  disinvested 
community.  And,  a  regulated  depository  institution  can  convert 
ordinary  individual  and  institutional  deposits  into  development 
lending.  This  ability  to  utilize  ordinary  deposits  can  provide  a 
development  bank  with  access  to  capital  from  outside,  as  well  as 
within,  its  targeted  lending  area,  and  provides  access  to  deposits  which 
would  not  otherwise  be  available  for  this  purpose. 

Using  a  regulated  financial  institution  as  a  community  development 
vehicle  requires  a  market  discipline  not  usually  found  in  a  community 
development  institution.  Community  development  bank  organizers 
feel  that  this  is  an  important  aspect  of  their  operation.  The  bank  (or 
credit  union)  must  safeg\iard  its  depositors'  money,  make  sound  loans, 
and  be  profitable.  It  must  submit  to  regular  examinations  and  keep  its 
performance  in  line  with  other  banks  and  credit  unions.  The  profitable 
operation  of  the  banking  institution  is  what  enables  the  development 
bank  to  be  self-sustaining  and  to  expand.  In  addition,  its  presence  in  a 
community  itself  develops  confidence  in  the  community,  and  sends  a 
message  that  the  community  ia  worth  doing  business  in. 

Because  a  development  bank's  primary  mission  is  community 
development,  however,  it  does  not  seek  to  maximize  profits  for  its 
investors  (or  income  for  its  members,  in  the  case  of  a  credit  union).  A 
development  bank  utilizing  a  for-profit  holding  company  structure 
seeks  investors  willing  to  see  the  profits  from  bank  operations  partially 
reinvested  in  subsidiary  and  affiliate  operations.  A  development  bank 
utilizing  a  nonprofit  depository  institution  seeks  low  cost  deposits  and 
grants  to  capitalize  its  operations  and  reinvests  net  income  in  its 
development  programs. 

As  these  examples  show,  the  insured  depository  institution  can  be 
either  a  bank  or  a  credit  union.  It  could  also  be  a  savings  and  loan  or 
mutual  savings  bank,  although  none  of  the  existing  development  banks 
are  organized  in  that  way.  The  permitted  activities  and  operating 
reqiiirements  differ  somewhat  between  these  types  of  institutions,  and 
each  one  brings  both  opportunities  for  and  restrictions  on  development 
lending  activities.  Credit  unions  and  savings  and  loans,  for  example, 
operate  under  more  restrictions  on  business  lending  activities  than 
banks.  The  reduced  capital  requirements  for  starting  a  credit 
imion,however,  mean  that  they  are  sustainable  at  a  smaller  scale  than 
banks,  and  are  therefore  more  suited  for  making  very  small  loans  or 
marketing  to  smaller  depositors.  The  development  mission  of  the 
institution,  available  resources,  and  specific  local  opportunities 
determine  the  most  appropriate  or  feasible  model  in  a  given  situation. 
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As  the  examples  in  this  paper  indicate,  while  the  availability  of  credit 
is  necessary  for  a  healthy  local  economy,  the  existence  of  credit  in  and 
of  itself  has  a  very  limited  development  impact.  In  these  institutions, 
the  proactive  affiliates  and  subsidiaries  play  several  essentia' 
development  roles: 

They  allow  the  institution  to  develop  new  lending,  capacity 
building,  or  technical  assistance  programs  to  address  community 
development  needs. 

The  affiliates  and  subsidiaries  are  the  development  vehicles  for 
making  deals  happen.  The  development  corporation  can 
proactively  create  and  help  implement  new  development 
projects.  A  bank  alone  cannot  play  these  roles. 

They  can  mobilize  existing  sources  of  subsidies  available  from 
public  and  private  sources  to  make  sure  that  programs  and 
projects  can  serve  their  targeted  constituencies. 

They  are  the  vehicles  for  leveraging  grant  support  for 
nonprofitable  development  activities  and  expansion  into  new 
programs  which  may  eventually  be  profitable.  In  addition  to 
grants,  the  nonprofit  arms  of  development  banks  are  attractive 
vehicles  for  contributions  of  real  estate,  donations  of  in-kind 
services,  and  other  resources. 

They  most  clearly  demonstrate  the  institution's  commitment  to 
its  mission  to  depositors,  investors,  and  contributors 

All  of  these  roles  can  be  played  by  for-profit  and  non-profit 
development  orgsmizations  unconnected  to  a  depository  institution. 
The  power  of  a  community  development  bank,  however,  comes  from 
the  combination  of  the  depository  and  nondepository  components. 
The  depository  arm  can  leverage  substantial  resources  through  its 
ability  to  offer  deposit  insurance,  and,  once  established,  is  a  self- 
sustaining  institution  which  can  operate  without  subsidies.  This  gives 
the  community  development  bank  the  potential  for  considerable  scale 
and  impact,  as  well  as  the  staying  power  to  address  access  to  credit 
and  non-financial  assistance. 

For  each  of  these  institutions,  targeting  lending  and  other  activities 
ensures  that  the  development  bank  can  have  a  significant  impact  in  its 
chosen  areas.  Targeting  provides  a  means  of  concentrating  investment 
in  a  defined  area  so  that  its  impact  can  be  both  measured  and  felt.  It 
is  also  a  form  of  specialization  which  allows  the  institution  to  build  the 
detailed    market    knowledge  necessary  for    successful    development 
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lending.  Targeting  can  be  either  geographic  or  focused  on  particular 
types  of  lending  or  constituencies  (e.g.,  minority -owned  businesses, 
microenterprise  loans).  A  development  bank's  specific  targeting  is  a 
strategic  choice  governed  by  location,  mission,  and  available  resources. 
The  community  development  banks  profiled  here  have  each  taken  a 
somewhat  different  approach  to  targeting  their  development  programs. 

For  example,  the  focused  geographic  targeting  of  Shorebank  reflects 
the  realities  of  neighborhood  disinvestment  patterns  in  Chicago.  The 
bank's  early  exclusive  focus  on  South  Shore  allowed  it  to  concentrate 
its  efforts  on  its  primary  goals-stabilizing  and  improving  the  housing 
stock  and  restoring  market  forces  into  a  disinvested  local  economy. 
The  bank  has  expanded  its  lending  efforts  as  it  determined  that  it  had 
sufficient  resources  to  have  a  substantial  impact  in  another 
neighborhood  or  lending  area. 

The  bank's  specialization  has  given  it  unique  knowledge  of  its  target 
markets,  developed  its  reputation  with  potential  borrowers,  and 
focused  its  limited  resources  for  maximum  impact. 

The  Center  for  Community  Self-Help,  in  contrast,  has  not  limited  itself 
to  a  single  geographic  area,  but  has  targeted  psu-ticular  lending  niches 
statewide.  This  strategy  has  enabled  Self-Help  to  specialize  in  very 
specific  types  of  lending  while  creating  necessary  economies  of  scale,  as 
well  as  to  "cross-subsidize"  more  disbursed  and  therefore  more  costly 
rural  lending  with  loan  volume  from  denser  urban  markets.  In 
addition,  its  statewide  focus  has  enabled  Self-Help  to  obtain  significant 
levels  of  state  government  support  which  would  not  otherwise  have 
been  available  and  to  effectively  advocate  for  supportive  policies  and 
programs  on  the  state  level. 
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The  experience  of  these  institutions  over  the  past  20  years  has 
demonstrated  that  well-managed,  adequately  supported  community  development 
banks  can  successfully  provide  credit  to  address  specific  types  of  community 
development  needs  which  have  been  neglected  by  traditional  fmancial  institutions. 
They  have  created  and  defined  a  new  type  of  financial  institution:  a  private, 
profitable,  public  purpose  institution. 


The  experience  to  date  has  demonstrated: 

•  A  community  development  bank  can  have  broad  economic  impact,  and 
under  the  right  conditions  has  the  power  to  restore  a  functioning 
market  economy  to  a  disinvested  area. 

•  Unconventional  borrowers  can  be  creditworthy--a  community 
development  bank  can  target  its  lending  to  disadvantaged 
communities  and  borrowers  without  access  to  conventional  financing 
while  meeting  or  exceeding  industry  loan  performance  standards. 

•  A  community  development  bank  can  be  operated  profitably,  and  be  a 
self-sustaining  institution  able  to  deliver  services  over  the  long  term  in 
its  target  markets. 

•  Successful  development  banks  require  a  clear  understanding  or  local 
community  development  needs,  a  variety  of  tools  to  meet  those  needs, 
and  creative  approaches  to  filling  credit  gaps  not  being  met  by 
conventional  financial  institutions. 

Notwithstanding  the  successes  of  existing  community  development  banks, 
these  institutions  face  enormous  challenges  in  startup  and  operation.  The 
existence  of  only  a  handful  of  community  development  banks  twenty  years  after  the 
establishment  of  the  first  successful  model  is  testimony  to  the  difficulties.  Those 
banks  now  in  operation  have  built  up  to  their  existing  capacities  through  careful, 
incremental  growth  over  an  extended  period. 

While  the  growth  of  a  community  development  banking  industry 
depends  on  many  factors,  three  stand  out  as  the  most  critical: 

1.  Capital  for  startup  and  expansion.  The  availability  of  capital  is 
the  greatest  economic  barrier  to  the  establishment  and  growth    of 
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community  development  banks.  Community  development  banks 
require  long-term,  patient  investors  to  enable  startup  and  expansion. 
Because  investments  in  community  development  banks  have  not  been 
structured  to  maximize  or  provide  market  returns,  the  availability  of 
capital  has  been  limited  and  therefore  limited  the  expansion  or 
replication  of  development  banks.  A  strong  capital  position  also  allows 
a  community  development  bank  to  grow  and  engage  in  more 
development  activities.  The  most  recent  start-up  community 
development  bank,  Community  Capital  Bank  in  Brooklyn,  required  $6 
million  to  capitalize  the  bank  alone. 

2.  ,    Long-term  or  stable  deposits.  A  stable  deposit  base  is  important  to 

•  community  development  financial  institutions.  It  enables  long-term  or 
fixed-rate  lending,  particularly  when  no  secondary  market  is  available. 
In  some  cases,  lower  cost  deposits  allow  particular  lending  programs  or 
products  which  can  target  special  financing  needs. 

3.  Management  development.  Community  development  banks 
require  financial  expertise,  management  skills,  understanding  of 
community  development  needs,  and  creative,  financially  sound 
approaches  to  addressing  those  needs.  While  conventional  banks  and 
community  development  institutions  develop  persons  with  specialized 
skills  in  one  or  more  of  these  areas,  this  combination  of  expertise  is 
rare.  A  major  expansion  of  institutional  capacity  will  require 
identification  and  training  of  a  next  generation  of  community 
development  financial  institution  managers. 
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statement  of 
Francine  C.  Justa,  Ph.  D.,  Executive  Director 
Neighborhood  Housing  Services  of  New  York  City,  Inc.  (NHS-NYC) 

February  3,  1993 

INTRODUCTION: 

I  am  pleased  to  be  able  to  offer  teatiinony  to  the  Senate 
Committee  on  Banking,  Housing  and  Urban  Affairs.   Thank  you  for 
t^hia  opportunity. 

My  testimony  is  based  on  my  experiences  as  the  Executive 
Director  of  NHS-NYC,  a  10-year  old  coiranunity  development  volume 
lender  operating  citywide  and  in  multi-neighborhood  settings, 
a  member  of  the  Advisory  Board  of  Community  Capital  Dank  which 
opened  in  Brooklyn,  NY  in  January  1991,  and  a  past  faculty 
member  in  the  Urban  Studies  Department  of  Queens  College. 

NEIGHBORHOOD  ROUSINO  SERVICES  OP  NEW  YORK  CITY,  INC.  (NHS-NYC) 
AS  A  COMMUNITY  DEVELOPMENT  LENDER: 

NHS-NYC  operates  a  revolving  loan  fund  for  clients  who  fail  to 
qualify  for  conventional  bank  tinancing.   NHS-NYC  lends  money 
tor  rehabilitation  to  low-and-moderate- income  owners  o£  small 
homes  (1-4  units)  and  to  owners  of  mixed-uee  and  multi-family 
buildings.   We  also  make  emergency  loans  of  up  to  $5,500  within 
72  hours  to  income  eligible  homeowners  citywide.   Loans  are 
made  at  flexible  interest  rates  and  terms,  based  on  the 
borrower's  ability  to  rop«y. 

In  1992  NHS-NYC  directly  lent  $4,114,183  by  closing  226  loans 
targeted  to  the  rehabilitation  of  477  residential  units 
throughout  eligible  neighborhoods  of  New  York  City.   in  the  10 
years  since  1982  NHS-NYC  has  directly  lent  over  $11,500,000  by 
closing  1,012  loans  targeted  to  the  rehabilitation  of  nearly 
2,000  residential  units.   Our  delinquency  rate  is  less  than  2%. 

We  are  a  lender  of  last  resort  helping  residents  fix  their 
roofs,  repair  a  heating  system  or  keep  the  bathtub  from  falling 
through  the  ceiling.   We  provide  a  remedy  for  the  ills  of 
deferred  maintenance  and  we  stem  the  tide  of  neglect  turning 
credit-starved  neighborhoods  into  neiyhbuthoods  of  choice. 

NHS-NYC  also  purchases,  rehabilitates  and  sells  vacant 
buildings  to  low  and  moderate  income  families.   NHS-NYC  was  a 
successful  co-applicant  with  the  City  of  New  York  Department  o£ 
Housing,  Preservation  and  Development  (HPD)  for  a  Hub-funded 
HOPF  3  award  to  develop  55  single-family  homes  for  low-moderate 
income  first-time  homeowners  beginning  in  1993. 
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In  1992  NHS-NYC  began  2  new  programs.   One  is  a  homeownership 
counseling  program  which  will  help  low-income  people  establish 
credit  histories  and  prepare  for  homeownership.   The  other  is  a 
Foreclosure  Prevention  Program  which  will  help  forestall 
foreclosure  on  the  homes  of  low-and-moderate  -income 
fiomeownerb .   Both  programs  rely  on  partnerships  with 
conventional  lending  institutions  which  recognize  the  ability 
of  NHS-NYC  to  do  outreach  and  establish  trusting  relationships 
with  community  residents  and  provide  counseling  and  other 
assistance  in  order  to  qualify  them  for  eventual  uciiticipation 
in  the  conventional  market.   m  1992  over  200  individuals 
received  these  services. 

Over  two  thirds  of  NHS-NYC  clients  are  minority,  nearly  half 
are  female  headed  households  and  nearly  one  third  are  elderly. 
All  are  low-moderate  income  individuals  who  have  tried  and 
failed  to  obtain  loans  from  conventional  sources. 

Our  clients  require  more  attention  than  conventional  sources 
allow  for  and  so  help  from  NHS-NYC  is  comprehensive.   We 
provide  extensive  financial  counseling  to  each  of  our  clients. 
We  monitor  construction  quality  througliouL  the  job.   We  offer 
intensive,  hands-on  workshops  in  topics  such  as  carpentry, 
electrical  wiring  or  plumbing  that  meet  on  a  weekly  basis.   We 
also  offer  educational  workshops  which  cover  a  subject  in  one 
preseiiLaLion  discussing  issues  such  as  home  maintenance, 
foreclosure  prevention,  financial  management  and  meeting 
insurance  needs.   In  1992  NHS-NYC  educational  programs  reached 
1,303  individuals. 

This  type  of  "full-cycle"  lending  --  counseling,  lending, 
rehabilitation  monitoring  and  post-purchase  education  --  is 
time  consuming  and  costly.   It  is  also  necessary  when  dealing 
with  individuals  and  property  that  have  credit  issues,  title 
problems,  rehabilitation  needs,  legal  entanglement  and  overall 
lack  ot    success  with  conventional  credit  borrowing.   Full-cycle 
lending  is  a  critical  ^;omponent  to  a  successful  community 
revitalization  financing  system;  NHS-NYC  serves  this  vital 
niche. 

NEIGHBORWORKS  NETWORK  -  A  NATIONAL  COMMUNITY  DEVELOPMENT 
LENDING  SYSTEM: 

NHS-NYC  is  part  of  a  national  byatem  oi  community  development 
ler.ders  -  the  Neighborworks  Network  -   which  is  monitored  by 
the  congressionally-chartered  Neiyhborliooc  Reinvestment 
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Corporation.   This  network,  compriaed  of  180  community-based 
development  organizations,  is  active  in  over  150  cities  serving 
350  neighborhoods  containing  4.5  million  residents.   In  1992 
this  network  directly  lent  $26  million  and  retained  or  secured 
6,500  atfordable  residential  units.   In  addition,  $17.5  million 
in  loans  were  sold  to  our  national  secondary  market  - 
Neighborhood  Housing  Services  of  America  (NHSA) . 

Neighborhood  Reinvestment  provides  2  essential  elements  to  our 
network.   it  establishes  national  standards  for  the  network  in 
the  areas  of  lending,  service  delivery  and  financial 
management.   Each  NeighborWorks  organi^taUion  is  held 
accountable  to  these  standards.   To  euauie  that  the  local 
NeighborWorks  organizations  are  best  eguipped  to  meet  the  needs 
of  their  distressed  communities,  Neighborhood  Reinvestment  also 
provides  ongoing  technical  assistance,  training  and  seed 
capital.   These  elements  provide  quality  control  enabling  safe 
and  sound  lending  practi'res. 

The  national  asset  base  of  the  network's  local  revolving  loan 
funds,  seeded  by  Neighborhood  Reinvestment  and  further 
capitalized  by  the  private  and  public  sectors,  is  nearly  $200 
million.   The  NHSA  national  secondary  market  leverages  these 
investments.   This  aecundary  market  purchases  at  face  value 
rehab  loans  and  first  mortgages  for  home  ownership  issued  by 
local  NeighborWorks  organizations'  revolving  loan  funds.   NHSA 
pools  the  loans  and  sells  securities  backed  by  these  loans  to 

grivate  institutional  investors  at  interest  ratets  slightly 
elow  market.   The  cash  proceeds  from  the  sale  are  returned  to 
the  local  NeighborWorks  organization's  loan  fund,  thereby 
allowing  more  loans  to  be  made.   To  date,  a  cumulative  cotal  of 
$75  million  has  been  purchased. 

THE  IMPORTANCE  OF  THE  COMMUNITY  REINVESTMENT  ACT  (CRA) 

Low  and  moderate  income  and  minority  communities  are  hurting 
after  years  of  disinvestment  and  neyJecL.   People  in  these 
communities,  working  through  NHS-NYC,  the  NeighborWorks  Network 
and  other  community-based  oigani<:ations  and  networks  are 
working  hard  to  improve  conditions,  but  they  need  the  support 
and  cooperation  of  government  and  business.   In  particulai, 
banks  and  thrifts  play  a  vital  role  in  a  community 
revitd  lizaLloii  financing  system. 

Thanks  to  the  Cominunity  Reinve«tii;eiit  Act  and  Congress  ■  recent 
improvements  to  tliat  law,  conventional  lenders  are  begir.ninq  to 
play  a  bigger  role  in  conununity  development  efforts.   One  way 
that  these  lenders  are  becoming  more  involved  ib  th.roug!-; 
partnerships  with  nor.-conventiona J  coinjnunity  development 
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lenders  such  as  NHS-NYC  and  the  NeighborWorks  Network. 

During  NHS-NYC's  early  history  we  only  had  the  capacity  to  make 
small  loans  exclusively  with  government  -  originated  funds. 
These  funds  came  with  target-area  and  other  restrictions   and 
so  our  ability  to  make  a   truly  significant  impact  in  Urban 
Redevelopment  was  limited.   But  with  a  strenghthened  CRA, 
NHS-NYC  has  been  able  to  leverage  private  conventional  funds 
tor  both  capital  and  operating  support  and  has  become  a  truly 
significant  force  in  the  financing  and  community  revitalization 
of  NYC's  distressed  neighborhoods.   Private  lenders,  encouraged 
by  CRA,  realize  that  through  partnership  with  NHS-NYC  loans  can 
be  made  in  markets  -  both  geographic  and  economic-  that  they 
otherwise  would  not  have  penetrated,  at  a  cost  they  can  afford. 

For  example,  due  to  CRA,  the  private  dollars  invested  in 
NHS-NYC  loan  pools  grew  each  year  between  1989  to  1992  and  so 
did  the  number  of  loans  made,  $  volume  lent  and  units  rehabbed. 
m  1989,  NHS-NYC  directly  invested  $648,000  in  the 
rehabilitation  of  1-4  family  units.   These  were  all 
government-originated  loan  funds  and  they  were  targeted  to  67 
projects.   In  1990  the  direct  investment  increased  to 
1,256,593  which  was  targeted  to  121  projects.  There  were  some 
rivate  funds  involved  in  these  projects.   In  1991  we  directly 
ent  $1,366,138  targeted  to  132  projects  (208  units).   This 
included  about  20%  private  funds.   In  1992,  directly  as  a 
result  ot  CRA,  NHS-NYC  invested  $4,114,163  targeted  to  226 
projects  (477  units);  4B%  of  theae  funds  were  private  dollars 
reinvested  in  housing  in  NYC  to  individuals  with  buildings  that 
were  turned  away  by  banks.   Yet,  we  have  not  had  $1  of  private 
funds  default  to  datel 

In  addition,  NHS-NYC  has  been  able  to  raise  $5  million  in  a 
line  of  credit  at  prime  from  13  different  conventional  lending 
institutions  for  a  mixed-uae  and  multi-family  lending  program 
and  another  $2  million  in  funds  available  for  loans  from  9 
wholesale  banks  which  never  would  have  been  procured  without 
CRA. 

The  Conmunity  Reinvestment  Act  is  making  a  difference.   Even 
when  banks  lend  NHS-NYC  only  $50,000  we  can  lelend  these 
dollars  to  5  to  10  families  who  may  liave  small  repair  or 
emergency  needs  and  not  be  able  to  get  financing  anywhere  else. 
Without  the  encouragement  provided  by  CRA,  our  distressed 
coiuiiiunit,. ies  would  remain  credit-starved. 


? 
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DO  HE  NEED  NEW  COMMUNITY  DEVELOPMENT  BANKS?: 

There  has  been  conGiderable  talk  abuut  Lhe  possible  creation  of 
up  to  100  new  community  development  banks  across  the  nation. 
Yet,  we  have  across  the  nation  many  existing  institutions  and 
networks .that  perform  community  development  lending.   There  is 
a  significant  need  to  recognize  the  existence  of  these  entities 
and  properly  support  them  so  that  they  can  better  fulfill  their 
lending  mission.   NHS-NYC  and  the  NeiyliborWorks  Network  stand 
as  a  prime  example  of  non-conventional  community  development 
lenders  poised  to  make  even  greater  impacts  in  the  communities 
we  serve  if  provided  proper  reaources. 

Other  existing  institutions  that  do  community  development 
lending  include:   state-chartered  thrifts,  S  -i-  L's,  commercial 
banks,  many  with  CDC  a,    (and  among  these  106  minority  banks), 
church  lending  organizations,  community  development  credit 
unions,  community  development  loan  funds,  micro-enterprise  loan 
funds,  city  and  state  lending  programs,  national 
intermediaries,  program  related  investments  (PRI's)  by 
foundations,  SEA  related  lending  organizations,  social  uervices 
organizations  such  as  Settlement  Housing  Funds. 

What  we  all  need  is  appropriately  priced  capital  and  subsidy 
funds  to  support  loan  originations,  financial  counseling, 
rehabilitation  assistance,  loan  servicing  and  organizational 
infrastructure  (administration,  overhead,  space,  equipment, 
training,  marketing) .   We  do  not  need  another  type  of 
inot 5  tut  ion . 

The  regular  banking  system  already  has  the  means  and  the 
obligation  to  serve  all  of  the  community,  including  minority 
and  low  income  neighborhoods.   While  there  are  some  parts  of 
the  poDulation  where  the  transaction  cos'^s  (outreach, 
counseling,  and  other  support  services)  are  so  high  that  loans 
become  unprofitable,  as  well  as  continuing  systemic  racism, 
there  also  exists  NHS-NYC  and  the  Neighborworks  Network,  and 
the  institutions  noted  above  with  considerable  experience  and 
commitment  to  serving  these  people. 

A  strer.ghthened  and  enforceable  CRA  encouraging  banks  to 
fulfill  their  community  responsibilities  through  direct  lending 
as  well  as  lending  through  existing  iioii-cunventional  lenders 
(NHS-NYC  et  al)  combined  with  more  Federal  fu:ids  for  capita  J 
and  acninistrative  costs  is  the  most  cost-ef f it:ien'^  and 
ertective  way  to  develop  a  community  revitdli^aLion  fir.ancing 
system. 
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To  the  degree  that  new  community  development  institutions  are 
created,  they  should  only  be  pzumoted  where  it  is  not  possible 
to  access  any  existing  lending  entity.   Furthermore,  there  must 
be  a  strong  commitment  to  networking  -  the  goal  of  moving  the 
urban  and  rural  poor  into  the  economic  mainstream  requires 
relationahips  with  mainstream  institutions.   I  have  a  strong 
fear  that  community  development  banKs  can  become  marginal  banks 
ITor  marginalized  people  and  rather  than  bringing  people  into 
the  mainstream  they  will  create  a  separatu  (and  unequal) 
stream. 

The  concept  o£  community  development  banks,  and  the  role  of 
non-conventional  lenders,  must  go  beyond  the  provision  of 
credit.   As  we  provide  financing  to  distressed  areas  we  need  to 
be  considered  as  stepping  stones  to  the  larger  conventional 
banking  system  which  has  the  responsibility  of  serving  the 
whole  community. 

SUMMARY: 

+  There  are  existing  systems  and  channels,  such  as  NHS-NYC 
and  the  NeighborWorks  Network,  as  well  as  other 
non-conventional  lenders  that  are  delivering 
residential  community  development  loansj  to  bankable  and 
unbankable  clients  aojned  at  renewing  distressed 
communities. 

+  There  are  real  costs  to  originating  smaller  loans  that  need 
to  be  recovered  but  can  not  be  absorbed  by  the  loan  client. 

+  Existing  systems  re<juire  additional  equity,  operating 
support  and  appropriately  priced  and  flexible  capital  to 
meet  the  needs  of  marginally  bankable  clients  and  the 
larger  unmet  market  or  responsible,  yet  unbankable  clients. 

+  The  resoui'ces  of  the  non-conventional  lenders  need  to  be 
leveraged  by  secondary  outlets  such  as  NHSA,  and  the 
non-conventional  lender  needs  to  adhere  to  high  quality 
standards,  both  financial  and  programmatic. 

+  The  Community  Reinvestment  Act  and  anti-discrimination  laws 
must  be  strengthened  and  iHOie  effectively  and  aggressively 
enforced  to  encourage  broader  community  lending  and 
possible  linkages  with  non-conventional  lenders. 

-^  Community  development  banks  should  be  promoted  only  in 
areas  where  there  is  no  other  source  of  credit  avaxlablc. 
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SUMMARY  CONTINUED  - 

+  Community  development  banks  must  be  stepping  stones  to  the 
economic  mainstream  and  not  marginalized  institutions 
serving  marginalized  people. 

Thank  you  for  the  opportunity  to  submit  this  testimony.   I  am 
available  for  any  follow-up  or  additional  hearings  that  may  be 
"held  on  the  topic  of  "urban  Redevelopment  Initiatives". 


itted. 
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Consumer  Federation  of  America 


STATEMENT  OP  CONSUMER  FEDERATION  OP  AMERICA 

before 

COMMITTEE  ON  BANKING,  HOUSING  AND  URBAN  APPAIRS 
UNITED  STATES  SENATE 

on 

COMMUNITY  DEVELOPMENT   BANKING 
Pebmary  16,  1993 


The  Consumer  Federation  of  America  is  pleased  to  submit  this 
statement  for  the  record  on  community  development  banking.  CFA 
would  like  to  commend  Chairman  Riegle  for  scheduling  hearings  on 
community  development  banking  in  the  first  weeks  of  the  103rd 
Congress.  The  Committee's  early  focus  on  the  financial  needs  of 
distressed  communities  confirms  that  community  development 
initiatives  will  be  a  top  priority  of  this  Congress. 

Since  the  founding  of  the  Consumer  Federation  of  America  in 
1967,  our  national,  state  and  local  members  have  been  deeply 
concerned  about  the  availeibility  of  financial  services  for  low-  and 
moderate- income  consumers.  While  these  consumers,  many  of  whom  live 
in  inner-city  and  depressed  rural  communities,  may  not  have  the 
vast  financial  assets  that  the  banking  industry  is  wont  to  chase, 
their  needs  for  basic  bemking  services  have  never  been  lacking. 

Tragically,  today,  millions  of  households  are  non-participants 
in  our  nation's  subsidized,  regulated  and  insured  banking  system. 
These  consumers  strive  to  make  ends  meet  without  benefit  of  simple 
checking  accounts  —  payment  mechanisms  most  Americans  take  for 
granted  —  and  suffer  the  debilitating  consequences  of  growing 
credit  famines  within  their  communities.  Such  exclusion  is 
intolereUsle  and  unconscionable  under  a  deposit  insurance  system 
that  is  subsidized  and  supported  by  all  taxpayers. 

CFA  is  concerned  that  the  people  least  able  to  pay  are 
required  to  pay  the  most  in  a  financial  system  that  sends  millions 
of  citizens  into  the  arms  of  high-priced  check  cashing  operations, 
loan  sharks,  pawn  shops  and  money  order  firms  just  to  meet  day-to- 
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day  financial  needs.  This  is  a  situation  that  should  not  be 
tolerated  in  a  proud  nation  like  ours. 

However,  we  are  pleased  that  from  the  campaign  trail  there  has 
come  a  Presidential  finding  that  commercial  banks,  despite  the 
Community  Reinvestment  Act,  the  Fair  Housing  Act  and  the  Equal 
Credit  Opportunity  Act,  have  left  an  enormous  gap  in  financial 
services  for  millions  of  Americans  in  many  of  our  nation's  inner 
cities  and  rural  towns.  The  President  in  his  campaign,  and  his 
advisors  since,  have  talked  about  the  great  gulf  of  credit  and 
banking  services  that  have  left  deep  financial  scars  on  the  nation. 
The  President  and  his  advisors  have  also  repeatedly  spoken  of  the 
dire  need  for  immediate  national  action  to  heal  these  wounds. 

CFA  knows  that  rehabilitating  the  Nation's  financial  wounds 
will  require  a  concerted  and  comprehensive  effort  to  ensure  that 
the  existing  banking  system  strives  to  better  meet  the  needs  of 
underserved  communities,  that  Federal  credit  facilities  be  upgraded 
and  rallied  behind  revitalization  efforts  and  that  the  Nation 
experiment,  as  the  President  has  proposed,  with  non-traditional 
community  development  banks  to  stimulate  economic  activity  and  job 
creation  in  communities  that  the  banking  industry  has  abandoned  at 
great  cost  to  the  Nation. 

CFA  strongly  believes  that  the  community  development  banks 
that  the  President  has  proposed  must  be  a  supplement  to  existing 
banking  facilities  for  low-  and  moderate-income  and  particularly 
minority  consumers  and  neighborhoods,  and  not  a  replacement  for  the 
major  source  of  mortgage,  consumer  and  commercial  credit  —  the 
nation's  commercial  banks  and  savings  and  loan  associations.  It  is 
our  belief  that  the  President's  pledge  to  create  community 
development  banks  is  rooted  in  the  goal  of  full-service  banking  for 
all  Americans. 

The  President's  community  development  bank  initiative  is  an 
effort  to  expand  financial  resources  in  distressed  communities  — 
not  an  effort  to  collapse  or  to  replace  existing  resources.  The 
resources  within  the  banking  and  thrift  industries,  credit  unions, 
and  Government  Sponsored  Enterprises  like  Fannie  Mae,  Freddie  Mac, 
the  Federal  Home  Loan  Bank  System  and  the  National  Cooperative  Bank 
must  continue  to  be  utilized,  strengthened  and  targeted  if  the 
problems  of  these  consumers  and  communities  are  to  be  responsibly 
addressed.  This  is  not  a  simple  task  and  there  are  no  simple 
solutions. 


COMPREHENSIVE  APPROACH  REQUIRED 

In  order  to  stimulate  the  economic  revitalization  of  these 
distressed  communities,  CFA  believes  that  a  comprehensive  approach 
must  be  developed.  In  broad  outline,  a  comprehensive  approach  will 
require  maximum  local  flexibility  in  the  utilization  of  Federal 
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resources,  the  comiaitment  of  substantial  support  for  outreach  and 
technical  assistance  to  build  capacity  among  all  participants, 
strict  targeting  of  subsidy  monies  and  the  requirement  that  the 
full  array  of  existing  financial  institutions  —  both  public  and 
private  —  be  called  upon  to  be  partners  in  the  effort. 

The  development  of  a  full-service  financial  infrastructure  in 
these  distressed  communities  will  require  the  that  the  following 
minimal  actions  be  taken: 


1)  Mandate  Basic  Banking  and  Government  Check  Cashing. 

The  community  development  bank  initiative  must  be  integrally 
linked' to  efforts  to  provide  access  to  basic  banking  services  for 
all  consumers  in  the  mainstream  banking  system.  This  is  not  too 
much  to  ask  of  an  industry  subsidized  and  backed  by  the  taxpayers. 

Since  the  deregulation  of  interest  rate  controls  on  deposit 
accounts  beginning  in  1980,  US  banking  institutions  have  embarked 
on  deliberate  strategies  of  improving  their  profitability  at  the 
expense  of  consumers  and  the  well-being  of  local  communities  by 
vastly  increasing  income  from  fees  and  charges  for  banking 
services.  Bank  services  that  used  to  be  free  are  now  honeycombed 
with  fees  and  those  for  which  there  used  to  be  nominal  charges  have 
been  subjected  to  substantial  and  often  prohibitive  increases. 

The  net  result  of  these  changes  has  been  to  send  millions  of 
lower  income  and  elderly  consumers  out  of  the  lobby  and  into  a 
growing  market-  place  of  alternative  and  unregulated  high-cost 
fringe  banking. 

Basic  banking  is  the  first  step  of  including  the  poor,  working 
poor  and  elderly  in  the  nation's  publicly  subsidized  banking 
system.  A  deposit  account  has  important  intangible  values  necessary 
to  conduct  day-to-day  personal  business  and  to  organize  a 
consumers'  financial  affairs.  It  is  difficult,  if  not  impossible, 
to  build  a  credit  record  —  the  key  to  economic  opportunity  in  our 
society  —  without  a  banking  account.  For  consumers,  a  banking 
account  is  more  than  just  getting  your  check  cashed.  It  is  the  very 
means  of  financial  empowerment. 

2)  Preserve  Bank  Representation  in  Low-Income  Communities. 

A  bank  branch  is  an  integral  part  of  the  economic  well-being 
and  development  of  a  local  community.  When  a  bank  branch  closes,  it 
is  more  than  an  inconvenience  —  more  than  an  expense;  a  feeling 
that  a  community  devoid  of  banking  services  is  a  community  at  risk 
sets  in.  When  the  teller,  the  loan  officer  and  the  branch  manger 
disappear,  consumers  and  small  businesses  alike  assume  new  costs 
and  new  burdens  to  meet  their  day-to-day  financial  needs.  Hardly  a 
week  goes  by  today  without  a  major  metropolitan  newspaper 
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chronicling  the  growing  epidemic  of  bank  branch  closures  in  lower 
income  communities. 

To  ensure  that  there  is  no  further  erosion  of  banking  services 
for  consumers  and  communities  that  are  on  the  ragged  edge,  CFA 
calls  for  an  immediate  moratorium  on  branch  closures  in  low-income 
communities.  A  prohibition  on  branch  closures  should  remain  in 
place  until  firm  policy  is  in  place  at  regulatory  agencies  for 
evaluating  claims  that  there  is  an  economic  need  to  close  any 
existing  branch  and  a  system  is  developed  to  guarantee  the 
availability  of  alternative  and  affordable  banking  facilities  for 
impacted  communities. 

A  solution  may  involve  getting  the  National  Credit  Union 
Administration  to  determine  if  a  credit  union  could  be  established 
in  the  community.  It  may  mean  working  with  local  governments  and 
agencies  to  secure  municipal  deposits  and  coordinated  economic 
development  strategies.  But,  clearly,  we  are  not  being  a  very 
imaginative  government  if  we  are  allowing  the  loan  window  to  be 
shut  and  the  branch  door  to  be  padlocked  without  trying  to  ensure 
that  communities  are  not  cut  off  from  access  to  basic  banking 
services . 

3.  Upgrade  Existing  Federal  Credit  Programs. 

Upgrading  Federal  credit  programs  and  credit  institutions  that 
support  private  sector  lending  by  both  for-profit  and  not-for- 
profit  firms  —  like  those  on  the  books  at  the  Federal  Housing 
Commission,  the  Small  Business  Association,  the  Economic 
Development  Administration,  the  Federal  Home  Loan  Bank  System,  the 
National  Cooperative  Bank  and  the  National  Credit  Union 
Administration  —  should  be  integral  components  of  a  comprehensive 
community  development  banking  initiative. 

For  example,  as  other  witnesses  have  testified,  the  National 
Credit  Union  Administration  could  enhance  its  program  for  the 
promotion  of  Community  Development  Credit  Unions  to  provide  needed 
depository  and  credit  services  in  many  areas.  Similarly,  the 
National  Cooperative  Bank  could  use  its  "development  window"  to 
provide  loans  and  technical  assistance  for  consumer-owned 
enterprises  ranging  from  business  to  housing  and  health  care 
cooperatives.  And,  the  12  regional  Federal  Home  Loan  Banks  have,  in 
addition  to  being  a  ready  source  of  below-market  funds , 
considerable  technical  assistance  capabilities  that  could  be 
utilized  to  spur  economic  development  through  the  system's  over 
3,600  member  institutions. 

4.  Enhance  Enforcement  of  Community  Reinvestment  and  Fair 
Lending  Law 

No  community  development  initiative  can  overlook  the 
importance  of  requiring  the  regulatory  agencies  to  put  special 
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emphasis  on  examinations,  regulations  and  guidelines  that  will 
ensure  full  enforcement  of  statutes,  such  as  the  Community 
Reinvestment  Act,  the  Fair  Housing  Act  and  the  Equal  Credit 
Opportunity  Act,  which  have  been  placed  on  the  books  to  promote 
economic  development,  job  creation,  fair  lending,  credit 
availability  and  the  provision  of  banking  services  to  all  sectors 
of  the  economy. 

Each  of  these  initiatives  should  be  included  in  a 
comprehensive  strategy  to  realize  the  President's  goal  of  placing 
these  financially  distressed  communities  on  sound  economic 
footings. 


THE  PEOPLE  IN  COMMUNITY  DEVELOPMENT  BANKS 

CFA  believes  that  the  single  most  important  consideration  for 
the  Congress  as  it  molds  the  President's  community  development 
banking  initiative  is  to  be  guided  by  the  new  Administration's 
motto  of  "Putting  People  First" .  We  recommend  that  consumers  be 
actively  consulted,  represented  and  involved  in  the  development  and 
day-to-day  operations  of  community  development  banks.  The  only  way 
community  development  truly  takes  hold  is  when  the  residents  of  a 
community  believe  they  have  a  real  stake  in  their  communities' 
growth . 

There  are  three  key  elements  to  consumer  empowerment  that 
should  be  at  the  core  of  a  community  banking  initiative: 

1)  Place  real  people  on  the  boards  of  new  community 
development  banks. 

In  1989,  CFA  urged  that  the  Congress  revitalize  the  Federal 
Home  Loan  Bank  System  by  placing  consumer  representatives  on  the 
board  of  each  Home  Loan  Bank  and  that  each  bank  create  an  advisory 
council  composed  of  low- income  housing  advocates  and  consumers.  The 
Home  Loan  Bank  Affordable  Housing  Programs  are  today  a  model  of 
public-private  partnership  because  these  programs  have  been 
developed  and  overseen  by  these  consumer  representatives.  This 
successful  model  of  consumer  representation  should  be  imported  into 
this  Committee's  legislative  product  on  community  development 
banks . 

2)  Provide  support  for  consumer  controlled financial 

institutions. 

Consumer  controlled  financial  institutions  like  credit  unions 
and  consumer  cooperatives  are  institutions  that  for  years  have 
stabilized  the  financial  health  of  local  communities.  Credit  unions 
and  cooperatives  are  the  epitome  of  financial  empowerment  from  the 
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ground  up.  They  deserve  a  significant  role  in  ultimate  legislation 
and  should  have  substantial  funds  earmarked  for  their  development. 

3)  Investment  in  outreach  and  technical  assistance. 

The  importance  of  technical  assistance ,  including  consumer 
education  and  counseling  cannot  be  overemphasized.  The  communities 
that  the  President  identified  as  short  on  capital,  credit  and 
banking  services  are  in  need  of  lots  of  hands  on  help  —  from 
consumer  education  on  the  value  of  a  savings  account  to  how  to 
start  a  family  small  business. 

These  elements  are  critical  components  of  a  successful 
community  development  banking  program. 

COMMUNITY  DEVELOPMENT  BANKS  AND  CRA  FORBEARANCE 

CFA  is  aware  that  many  within  the  banking  industry  have  seized 
upon  the  President's  community  development  bank  initiative  to 
promote  CRA  forbearance.  These  are  misguided  and  unproductive 
suggestions  which  will  only  exacerbate  the  very  problems  that  the 
President's  initiative  is  designed  to  solve.  As  a  result,  CFA  will 
be  compelled  to  oppose  any  legislation  that  links  community 
development  bank  capitalization  to  CRA  forbearance. 

The  idea  that  the  establishment  of  a  network  of  community 
development  banks  will  relieve  banks  of  their  existing 
responsibilities  would  defeat  the  basic  purposes  of  the 
Administration's  proposal  —  the  expansion  of  credit  and  banking 
services  in  low-  and  moderate-income  communities.  As  this  Committee 
is  well  aware,  for  many  years,  banks  —  particularly  the  larger 
institutions  —  have  suggested  that  they  be  allowed  to  make  one- 
time contributions  to  CRA  compliance  and  then  be  excused  from 
further  concern  or  participation  in  the  low-  and  moderate- income 
areas  of  their  communities.  This  has  been  unacceptable  in  the  past 
and  remains  so  today. 

Some  of  the  proposals  that  have  been  circulated  on  community 
development  banks  propose  that  commercial  banks  could  help  finance 
or  provide  capital  for  the  community  development  banks  and  let  this 
contribution  serve  as  their  complete  CRA  program.  With  this 
contribution,  as  the  suggestion  has  it,  banks  would  expect  to 
receive  a  "gold  star"  and  an  outstanding  rating  for  their  check  to 
the  local  development  bank.  Such  a  proposal  would  not  create  more 
credit  or  more  service  —  it  would  simply  shift  the  responsibility 
of  CRA  compliance  to  a  community  development  bank  at  a  net  loss  to 
the  President's  goal  of  expanding  financial  resources. 

Suggestions  have  been  made  that  commercial  banks  be  granted 
CRA  forbearance  for  equity  investments  in  community  development 
banks  up  to  5%  of  their  core  capital,  or  an  amount  equal  to  less 


183 


than  1%  of  their  assets.  Under  this  proposal,  far  less  would  be 
leveraged  than  that  under  today's  CRA  —  a  CRA  that  many,  including 
CFA,  believe  is  woefully  under  enforced  by  regulators  and 
disregarded  by  the  industry. 

For  example,  last  month  Sumitomo  Bank  of  California  announced 
a  CRA  commitment  equal  to  10%  of  its  assets.  Similarly,  last  year 
Nations  Bank,  one  of  the  country's  largest  institutions,  committed 
to  deliver  $10  billion  in  new  community  development  loans  on  top  of 
its  existing  CRA  portfolio.  Again,  an  amount  approaching  10%  of  its 
assets.  Even  under  the  existing  enforcement  regime,  CRA  is  capable 
of  leveraging  ten  times  the  most  optimistic  projections  of  these 
forbearance  proposals. 

There  is  nothing  to  be  gained  by  enacting  proposals  that  would 
result  in  less  leverage  than  is  currently  achieved  under  the  CRA. 
Clearly,  this  is  not  what  the  President  has  in  mind  nor  should  it 
be  a  serious  consideration  of  this  Committee. 

In  addition,  the  suggestions  of  the  forbearance  advocates  fly 
in  the  face  of  existing  regulatory  policy  on  the  treatment  of  these 
types  of  equity  investments.  Since  1971,  the  Federal  Reserve  Board 
has  permitted  bank  holding  companies  to  make  equity  investments  in 
community  development  projects.  These  investments  have  been 
valuable  components  of  many  local  economic  development  and  job 
creating  projects.  Yet,  the  Federal  Reserve  has  carefully  advised 
holding  companies  that  community  development  "investment  activities 
alone  are  no  substitute  for  comprehensive,  ongoing  bank  CRA 
programs"  (Community  Development  Investments.  Board  of  Governors  of 
the  Federal  Reserve  System) . 

The  Director  of  the  Division  of  Consumer  and  Community  Affairs 
at  the  Federal  Reserve,  Griff  Garwood,  recently  clarified,  in 
testimony  before  the  House  Banking  Committee,  the  Board's  policy  on 
community  development  investments: 

"The  Federal  Reserve  believes  that  the  use  of  community 
development  corporations  and  investments  has  limitations 
and  that  these  mechanisms  should  not  be  oversold.... 
[B]ank  related  CDCs  should  not  be  viewed  as  a  panacea  for 
the  ills  of  out  urban  neighborhoods  and  rural 
communities,  nor  as  the  main  vehicle  for  bank 
activity. .  . .  [T]he  community  development  equity  investment 
option  is  an  important  and  useful  tool ,  one  that  we 
believe  can  effectively  supplement  ongoing  bank  lending 
programs .... Under  current  provision  of  the  CRA,  CDCs  and 
project  investments  can  provide  positive  contributions  to 
an  institution's  CRA  performance,  but  they  are  not 
considered  to  be  a  substitute  for  the  institution's  CRA 
program . " 

Finally,  CFA  is  concerned  that  these  proposals  would  not  only 
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not  produce  more  credit,  but  would  institutionalize  the  very 
economic  divisions  within  local  communities  that  generated  the 
President's  call  for  community  development  banks  in  the  first 
place.  These  proposals  would  literally  leave  the  nation  with  a 
separate  but  unequal  banking  system.  The  commercial  banks,  with 
their  Federal  insurance,  would  send  their  check  across  town  to  the 
community  development  bank  and  that  would  be  all  —  the  banks,  with 
their  vast  resources,  would  be  invisiJble  in  those  areas  of  their 
community. 

Such  a  separate  system  would  have  a  corrosive  impact  on 

development  in  the  inner-city  much  as  the  separate  educational 

facilities  did  on  the  population  of  the  South  prior  to  Brown  v. 
Board  of  Education  in  1954. 

It  is  absolutely  essential  that  commercial  banks  remain  part 
of  the  entire  community.  The  Community  Reinvestment  Act  requires 
that  banks  help  meet  the  credit  needs  of  the  entire  community 
including  low-  and  moderate- income  neighborhoods.  Allowing  banks  to 
meet  this  requirement  by  simply  sending  a  check  across  town  would 
defeat  the  letter  and  certainly,  the  spirit  of  CRA. 

Banks,  whether  we  like  it  or  not,  carry  considerable  clout  in 
every  community  in  this  nation  —  tremendous  economic  and  political 
clout.  It  is  important  that  the  banks,  their  officers  and  directors 
have  a  stake  in  all  areas  of  the  community.  As  intended  by  the  CRA, 
we  want  to  see  relationships  develop  between  banks  and  all  the 
sectors  of  the  community.  Only  with  this  ongoing  dynamic  will  banks 
at  long  last  develop  a  "feel"  for  the  community  and  an 
understanding  of  the  differing  cultures  and  economic  circumstances 
that  exist  on  both  sides  of  the  tracks  within  their  communities. 
Community  development  banks  cannot  fill  this  gap  of  understanding 
alone  and  real  economic  development  is  impossible  without  it. 

As  has  been  true  in  increasing  cases,  banks  have  discovered 
that  citizens  of  inner-city  neighborhoods  can  be  good  credit  risks 
and  that  they  can  be  the  source  of  profitable  lines  of  business. 
Great  Western  Savings  and  Loan  of  California  has  testified  before 
this  very  Committee  that  it  makes  money  in  the  inner-city  and  it 
finds  the  lowest  default  rate  among  mortgages  in  the  low-  and 
moderate- income  ranges.  It  is  a  learning  process  that  would  not 
have  been  possible  had  Great  Western  simply  been  allowed  to  send  a 
check  across  town  to  a  community  development  bank. 

CONCLUSION 

A  final  note.  It  is  critical  that  a  community  development 
banking  initiative  not  result  in  the  stigmatization  of  consumers 
and  communities  who  will  become  targeted  populations  of  the  effort. 

This  is  why  opening  up  the  mainstream  commercial  banking 
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system  through  the  provision  of  basic  banking  services  and  ensuring 
adequate  enforcement  of  the  CRA  are  critical  elements  of  a 
successful  comprehensive  approach. 

No  one  can  build  assets  without  a  means  to  cash  a  paycheck, 
pay  monthly  bills  and  safely  save  what  is  left  over  —  however 
meager.  Ensuring  access  to  basic  banking  services  is  the 
prerequisite  of  financial  empowerment  and  lasting  community 
economic  development. 
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Oweesta 

Program 


Your  Investment  in  Reservation-Based 
Economic  Development 


First  Nations  Development  Institute 

69  Kelley  Road 

Falmouth,  VA  22405 

703/371-5615 
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Oweesia 


A 


.  merican  Indians  living  on  reservations  face 
many  barriers  to  economic  development  Since 
capital  has  always  originated  from  large  infusions  of 
federal  funding,  small-scale  financing  is  virtually 
non-existent  Most  Indian  land  on  reservations  is 
held  in  trust  and  tribal  members  have  no  access  to 
mortgages  or  home  equity  loans.  Reservations  lack 
the  vehicles  and  femiliar  forms  of  financing  available 
to  most  other  American  populations. 

The  Oweesta  Program  is  one  such  vehicle. 
Named  for  the  Mohawk  word  for  monev,  the 
Oweesta  Program  was  developed  in  1 987  by  First 
Nations  Development  Institute.  The  Oweesta 
Program  is  the  only  national  program  that  assists 
tribes  in  reservation-based  lending  and  capital 
management  The  Program  does  so  for  a  variety  of 
purposes  and  always  in  culturally-appropriate  wavs. 
The  Oweesta  Program  helps  tribes  manage  trust 
settlements  and  other  financial  assets.  More 
importantly,  it  helps  tribal  members  form  equitable 
and  long-lasting  relationships  with  border  town 
banks  and  other  financial  institutions. 


New,  improved  housing  was  just 
one  of  the  results  of  the  First 
Nations'  work  with  the  Saginaw- 
Chippewa  Tribe  through  the 
Oweesta  Program. 


70-832  0-93-7 
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The 

Oweesta 

Fund: 


Your 

Investmeilt 
in  Reservation 
Economic 
Development 


The  Blackfeet 
National  Bank  in 
Browning, 
Montana  benefits 
from  Oweesia 
Fund  investments. 
The  bank  is 
Indian-owned  and 
managed 


PHCrrO:  TIM  RICE 


An  investment  in  tiie  Oweesta  Fund  puts  capital 
directly  on  reservations  throughout  the  United  States.  The 
Oweesta  Fund  was  used  to  start  the  Lakota  Fund  on  the 
Pine  Ridge  Indian  Reservation  in  South  Dakota,  the  first 
micro-enterprise  loan  fund  in  this  country.  The  Fund  has 
also  made  investments  in  the  Cherokee  Community  Loan 
Fund  in  Tahlequah,  Oklahoma,  the  Tlingit  and  Haida 
Tina'a  Fund  in  Southeastern  Alaska,  the  Navajo 
Community  Fund  in  Shiprock,  New  Mexico,  the  Sisseton- 
Wahpeton  Credit  Union  in  South  Dakota,  and  the 
Blackfeet  National  Bank  in  Browning,  Montana. 

The  Fund  is  also  being  expanded  to  help  provide 
affordable  housing  for  12  tribes  in  Northern  California,  to 
help  the  Fort  Belknap  Community  Coop  secure  much- 
needed  land  for  their  sheep  farming  and  to  aid  the 
Umatilla  Tribe  in  restoring  the  land  base  on  their 
reservation  in  Pendleton,  Oregon. 

The  Oweesta  Fund  is  funded  by  a  pool  of  interested 
and  dedicated  investors  who  lend  money  at  low  or  no 
interest  to  First  Nations  for  re-lending.  In  return.  First 
Nations  works  with  tribes  to  insure  goals  and  objectives 
are  met  Investors  include  private  individuals  and 
religious  groups,  along  wWh  the  Ford  Foundation, 
MacArthur  Foundation  and  other  philanthropic 
organizations. 
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The  Oweesta  Program,  and  its  lending  component, 
the  Oweesta  Fund  are  administered  by  Fust  Nations 
Development  Institute,  a  not-for-profit  reservation-based 
economic  development  organizatioa  Firet  Nations  is  a 
Native  American  organization  dedicated  to  advancing 
culturally-appropriate  development  First  Nations' 
President  and  Founder,  Rebecca  Adamson,  a  Qierokee 
from  North  Carolina,  is  an  internationally  known  expert  in 
economic  development  Ms.  Adamson  also  sits  on  the 
Board  of  Directors  of  the  Calvert  Sodal  Investment  Fund, 
the  Ms.  Foundation  and  the  National  Center  for  Indian 
Enterprise  Development 

Though  headquartered  in  Falmouth,  Virginia.  First 
Nations  does  all  of  its  work  on  reservations  throughout  the 
United  States.  The  Oweesta  Program  is  one  of  6  ongoing 
program  components.  Other  program  areas  include  Field 
Sites,  Policy,  Education,  Research  and  Marketing.  First 
Nations  has  a  staff  of  twenty  and  an  annual  budget  of 
$3millioa 

First  Nations  is  classified  by  the  Internal  Revenue 
Service  under  Section  501(c)(3)  of  the  IRS  Code  as  a 
charitable,  tax-exempt  organization.  Contributions  to  First 
Nations  are  deductible  to  the  extent  permitted  by  law. 
Financial  support  for  our  work  comes  from  private 
foundations,  corporations,  religious  organizations  and  our 
own  earned  revenue.  First  Nations  is  not  supported  by 
any  govemmentnor  does  it  receive  any  Federal  funding. 

First  Nations  is  proud  of  its  record  as  one  of  the 
most  successful  and  oldest  Indian  economic  development 
organizations  in  the  country.  Answers  to  the  most 
commonly  asked  questions  are  included  on  the  following 
pages.  For  more  information,  contact  Debra  Levy  or 
Sherry  Salway  Black,  First  Nations  Development  Institute, 
69  Kelley  Road,  Falmouth,  VA  22405, 703/371-5615. 


The  Lakota  Fund  on  the  Pine  Ridge 
reservation,  was  the  first  Oweesta  site 
and  the  first  micro-enterprise  loan 
fund  in  the  United  States.  Here  an 
artist  sells  her  artwork.  Many  artists 
borrow  from  the  Lakota  Fund. 
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Questions 

and 

Answers 


about  your 
investment 
in  Indian 
Country 


Wfio  Administers  the  Fund? 

The  Fund  is  administered  by  First  Nations  Develcspment 
Institute  as  the  capital  pool  for  its  Oweesta  Program. 

Hoiv  lar^  is  the  Oweesta  Fund? 

It  is  currently  capitalized  at  $1.3  million.  The  Fund 
should  reach  $3  million  by  1995. 

Witat  is  the  minimum  investment? 

First  Nations  prefers  to  work  with  amounts  of 
$25,000  or  more,  although  some  exceptions  have 
been  made  in  the  past  for  lesser  amounts.  The 
minimum  term  is  three  years. 

\VJiat  is  the  interest  rate  paid? 

Most  investors  provide  interest-free  loans.  Interest 
can  be  paiid  up  to  the  Federal  Reserve  Bank's 
Discount  rate  in  effect  at  the  time  the  loan  is  made. 
Please  check  with  our  offices  for  further 
explanation. 
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Hozv  is  the  money  invested? 

Funds  are  put  to  work  in  Indian  Country  immedi- 
ately. Your  investment  will  be  used  to  start  loan 
funds,  finance  housing  and  land  acquisition,  and 
leverage  local  financial  power.  Funds  awaiting 
disbursement  are  invested  in  a  combination  of  the 
following  vehicles: 

(1)  Indian  financial  institutions,  credit  unions  and 

banks  that  work  well  with  tribes,  socially- 
responsible  banks  and  other  instruments; 

(2)  Obligations  issued  or  guaranteed  by  the  United 

States  of  America  or  by  an  agency  of  it; 

(3)  Certificates  of  deposit,  times  deposits  or 

investments  fully  insured  by  the  Federal 
Deposit  Insurance  Corporation  of  the  Federal 
Savings  and  Loan  Insurance  Corporation  in 
any  banking  or  savings  institution; 

(4)  Certificates  of  deposit  or  accounts  with  banks  or 

corporations  endowed  with  trust 

powers  having  capital  and  surplus  in  excess 

of  550,000;  and 

(5)  Commercial  paper  at  the  time  of  investment 

rated  at  least  A-1  by  Standard  &  Poors 
Corporation  or  Prime-1  by  Moody's  Investors 
Service,  Inc. 

Wlieii  is  interest  vnid? 

Interest  is  paid  yearly  or  twice  yearly. 

Can  the  loan  be  assi^nied  to  another  vnrtii? 


Our  standard  investment  agreement  allows  for  the 
assignation  of  the  loan  to  another  party  after  one 
year  of  investment.  Exceptions  can  be  made. 


The  Oweesia  Program  includes  access 
lo  capital  through  the  0\ieesta  Fund 
and  access  to  information  and  educa- 
tion titrough  the  program.   Top:  The 
Oweesia  Fund  is  expanding  to  help 
finance  projects  sucii  as  housing  for  a 
1 2  Tribe  consortium  in  Northern 
California.  Below:   The  Oweesta 
Conference  is  just  one  of  the  many 
educational  programs  offered. 
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The  Oweesta  Fund  is  used  to  capitalize 
culturally-appropriate  economic  devel- 
opment. The  Oweesta  Program  helps 
tribal  members  kone  their  business  skills 
and  distribute  their  products  to  a  wider 
audience. 


Hoiv  secure  is  my  investment? 

As  with  most  types  of  socially-responsible  invest- 
ments, your  investment  is  an  unsecured  loan  to  the 
Oweesta  Fund  and  should  be  thought  of  as  a  high- 
risk  investment.  In  five  years  of  existence,  the  Fund 
has  never  defaulted  or  failed  to  repay  a  loan.  In 
fact,  most  investors  "rollover"  their  investments 
when  they  come  due.  Your  rights  as  a  creditor  are 
neither  superior  nor  subordinate  to  any  other  inves- 
tor in  the  Fund. 

WJicit  types  of  safe^iards  exist? 

First  Nations  invests  only  in  programs  that  meet  our 
standards.  Loan  funds,  for  example,  must  have 
large  loan  loss  reserves;  individual  loans  made  by 
the  fund  cannot  exceed  510,000,  etc.  As  was  men- 
tioned, the  Oweesta  Fund  has  never  defaulted  or 
failed  to  repay  an  investment  on  time. 

Wliat  types  of  reporting  mechanisms  tire  there? 

The  Oweesta  Fund  is  audited  annually  and  copies 
are  available  to  any  investor.  The  Fund  is  adminis- 
tered through  the  Trust  Department  of  the  Kellogg 
Bank,  Green  Bay,  Wisconsin.  Groups  that  have 
received  loans  provide  quarterly  financial  and 
semiannual  program  reports  to  First  Nations.  They 
are  required  to  re-pay  interest  quarterly. 

Wluit  tyyes  of  reyorts  will  I  receive? 

All  investors  receive  copies  of  First  Nations' 
BUSINESS  ALERT  every  other  month  and  copies  of 
any  annual  or  other  reports  produced."?*" 
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RESPONSE  OF  MILTON  O.  DAVIS  TO  WRITTEN  QUESTIONS 

FROM  SENATOR  RIEGLE 

Question  1 — Community  Lending: 

(A)  Are  these  institutions  addressing  fully  the  credit  needs  of  dis- 
tressed communities? 

(B)  What  credit  needs  are  not  being  met  and  why? 

Answer  1: 

A  broad  range  of  credit  needs  in  distressed  communities  contin- 
ues to  be  significantly  underfinanced.  These  needs  include,  among 
others,  small-  and  middle-sized  business  start-up  and  expansion 
loans,  micro  business  transactions,  conventionally  financed  mort- 
gages for  the  purchase  and/or  rehabilitation  of  rental  housing,  and 
credit  for  community  organizations,  home  improvement  and  single- 
family  mortgages. 

The  reasons  for  this  lack  of  credit  fall  broadly  into  three  cat- 
egories. The  first  set  of  reasons  includes  many  deals  which  should 
be  bankable  by  conventional  standards  but  are  not  financed  due  to 
racial  and  cultural  obstacles.  Other  deals  are  avoided  because  most 
banks  seek  what  appear  to  he  more  attractive  markets.  Conven- 
tional banks,  with  the  proper  incentives,  could  meet  these  needs. 

Second,  many  deals  in  distressed  communities  are  only  bankable 
by  specialized  institutions  with  sufficiently  targeted  market  knowl- 
edge and  expertise  to  evaluate,  structure  and  finance  them  appro- 
priately. Distressed  communities  need  access  to  credit  from  lenders 
that  are  willing  to  find  ways  to  make  this  lending  a  source  of  good 
business.  These  credit  needs  in  distressed  communities  often  do  not 
fit  the  standards  set  by  traditional  lenders:  the  loans  are  too  small, 
the  borrowers  are  less  financially  sophisticated;  lenders  are  unfa- 
miliar with  the  neighborhood;  and  lenders  are  unwilling  to  partner 
with  other  sources  of  financing  or  enhancements  to  enable  com- 
prehensive redevelopment  efforts.  Specialized  finance  institutions 
with  a  focus  on  and  commitment  to  community  development  such 
as  community  development  banks  or  loan  funds  are  designed  to 
meet  these  needs. 

The  third  category  is  less  about  credit  than  about  comprehensive 
commimity  development — the  purpose  of  development  banks.  Ac- 
cess to  credit  by  itself  is  insufficient  to  revitalize  a  distressed  com- 
munity. Disinvestment  is  a  market  phenomenon  and,  consequently, 
will  only  be  reversed  by  fundamentally  reinvigorating  local  mar- 
kets. Permanent,  self-sustaining  community  renewal  results  from 
creating  an  environment  where  private  investors  inside  and  outside 
the  community  are  confident  their  investments  will  be  rewarded  as 
healthy  community  dynamics  are  restored.  If  the  focus  is  commu- 
nity development,  perhaps  the  largest  category  are  nascent  credit 
needs:  deals  which  are  generated  by  supporting  entrepreneurial  en- 
ergy through  extended,  mutually  reinforcing,  financial  and  non-fi- 
nancial community  development  interventions.  Comprehensive 
community  development  financial  institutions  can  be  designed  to 
meet  these  needs.  Community  development  bank  holding  compa- 
nies, which  include  a  comprehensive  set  of  nonbank  affiliates,  are 
particularly  suitable  for  this  purpose. 
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Question  2 — CRA  Enforcement: 

(A)  Can  the  credit  and  revitalization  needs  of  distressed  neighbor- 
hoods he  satisfied  completely  through  better  enforcement  of 
CRA?  If  not,  why? 

(B)  How  can  we  strengthen  enforcement  of  CRA  to  better  meet  the 
credit  needs  of  distressed  communities? 

Answer  2: 

As  suggested  by  the  prior  answer,  credit  needs  in  distressed  com- 
munities cannot  he  completely  met  through  CRA  enforcement. 
Disin vested  communities  frequently  require  far  more  intensive 
intervention  than  can  be  provided  through  conventional  banking 
institutions.  Indeed,  even  community  development  banks  function 
only  in  communities  which  retain  or  attract  some  working  class 
base. 

However,  a  large  portion  of  the  credit  needs  (the  first  category 
identified  in  the  answer  to  question  #1)  could  be  met  by  conven- 
tional banks  subject  to  rigorous  CRA  enforcement.  Incentives  for 
conventional  banks  to  meet  those  needs  are  critical,  and  would 
complement  and  reinforce  specialized  efforts  to  meet  the  other  cat- 
egories of  unmet  need. 

There  are  11,000  commercial  banks  in  the  country.  Each  of  these 
institutions  employs  seasoned  loan  underwriting  talent,  has  proven 
credit  mechanisms  and  controls,  and  knows  how  to  operate  within 
a  prudent  and  regulated  context.  Regulatory  enforcement  of  CRA, 
an  Act  in  force  now  since  1977,  has  not  yet  succeeded  in  motivating 
the  vast  majority  of  these  institutions  to  apply  this  talent  to  ade- 
quately addressing  the  credit  needs  within  disinvested  commu- 
nities. Alternative  financial  institutions  do  not  operate  on  a  na- 
tional scale  or  magnitude  that  would  enable  them  to  fill  the  void 
left  when  conventional  banks  do  not  adequately  invest  in  their 
communities.  Clearly,  a  successful  reinvestment  strategy  should 
engage  commercial  banks,  through  CRA  implementation  and  other 
mechanisms,  in  initiatives  that  provide  credit  to  distressed  commu- 
nities. 

In  order  to  ensure  that  there  is  access  to  conventional  credit  in 
disinvested  communities,  clearer  CRA  guidelines  and  better  en- 
forcement are  needed,  particularly  to  reverse  racial  disparities 
within  some  lending  markets.  CRA  examiners  need  to  analyze 
lending  patterns  wiwiin  individual  institutions  and  pay  particular 
attention  to  the  lending  policies  and  practices  of  those  institutions 
that  have  fewer  loans  in  minority  areas  and/or  higher  denial  rates 
for  minorities.  The  evidence  of  disparities  in  some  lending  markets, 
particularly  in  home  mortgage  lending  markets,  is  mounting.  It  is 
imperative  that  Congress  and  banking  regulators  work  to  ensure 
that  every  borrower  has  equal  access  to  credit,  regardless  of  race 
or  gender. 

CRA  regulators  need  to  better  educate  safety  and  soundness  reg- 
ulators to  the  variety  of  tools  used  to  make  loans  in  low-  and  mod- 
erate-income communities  so  that  financial  institutions  do  not  feel 
there  is  a  conflict  between  the  requirements  of  CRA  examiners  and 
the  requirements  of  safety  and  soundness  regulators  in  terms  of 
the  evaluation  of  loan  portfolios.  Small  business  lending,  in  par- 
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ticular,  has  recently  been  negatively  affected  by  these  kinds  of  dis- 
crepancies. 

The  regulatory  agencies,  or  the  Congress,  should  consider  two 
procedural  changes  to  CRA  to  improve  its  effectiveness.  First,  regu- 
lators could  partially  apply  the  practice  of  the  educational  and 
medical  professions,  which  rely  on  peer  review,  by  adding  a  banker 
and  a  qualified  community-based  representative  as  members  of 
every  CRA  examination  team.  In  addition,  an  annual  working  ses- 
sion should  be  convened  to  make  specific  recommendations  on  im- 
proving CRA  enforcement.  The  working  session  should  include  ap- 
proximately fifteen  representatives  of  regulatory  agencies,  bankers 
(and/or  banking  associations),  and  community-based  organizations. 

CRA  should  be  more  performance  and  output  driven:  less  con- 
cerned about  appearance  and  more  about  the  amount  of  credit  that 
gets  extended— di>ec^/y  or  indirectly — to  low-  and  moderate-income 
communities.  This  requires,  among  other  things,  more  clarity  from 
banking  regulators  on  what  counts  for  CRA  "credit."  Examiners 
and  banks  need  to  be  reminded  that  compliance  with  the  law  re- 
quires assuring  the  actual  making  of  loans  (by  the  institution  and, 
in  some  circumstances,  through  intermediaries)  in  low-  and  mod- 
erate-income areas,  i.e.,  getting  dollars  into  communities  that  have 
been  significantly  underserved  by  financial  institutions.  Thus, 
while  documentation  of  compliance  is  important,  lending  is  more 
important  and,  of  course,  the  factor  that  ultimately  counts  in 
achieving  CRA's  public  policy  objective. 

Because  some  credit  needs  can  most  efficiently  be  met  through 
specialized  institutions,  regulators  need  clearly  and  specifically  to 
recognize  that  financial  partnerships  with  intermediaries  can  nelp 
extend  the  ability  of  some  banks,  especially  those  institutions  with- 
out retail  lending  operations,  to  meet  the  credit  needs  of  low-  and 
moderate-income  people.  These  partnerships  could  include  commu- 
nity development  banks,  community  development  loan  funds,  com- 
munity development  credit  unions  and  micro  credit  programs  as 
well  as  nonprofit  community  development  corporations. 

Finally,  positive  financial  incentives  should  be  created  to  further 
encourage  community  reinvestment  lending  by  conventional  banks. 
New,  much  sought  after,  banking  and  non-banking  privileges 
should  be  awarded  to  institutions  that  meet  specific,  high  thresh- 
olds of  CRA  performance. 

Question  3 — Distinction: 

(A)  Can  you  explain  to  the  Committee  what  factors  make  CDBs  dis- 
tinct from  other  institutions? 

(B)  Why  do  you  feel  that  the  creation  of  a  CDS  was  necessary  to  ad- 
dress the  needs  of  your  community? 

Answer  3  (A  and  B): 

Community  development  banks  are  generally  distinguished  from 
conventional  banks  by  their  development  specialization  and  tar- 
geted comprehensiveness  of  banking  and  non-banking  activities. 
They  tend  to  be  distinguished  from  other  community  finance  insti- 
tutions by  scale  (as  regulated  depositories)  and,  again,  often  by 
comprehensiveness  of  activities. 
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Shorebank  defines  a  community  development  bank  as  a  bank 
holding  company  with  a  specialized  structure  which  is  organized  to 
transform  the  market  dynamics  of  a  geographical  target  area.  This 
structure,  including  a  bank  and  community  development  subsidi- 
aries, has  a  number  of  attributes  which  make  it  particularly  well- 
suited  to  promote  the  revitalization  of  distressed  communities. 

1.  A  community  development  bank  is  designed,  to  be,  a  com- 
prehensive community  development  institution  which,  in  addition 
to  a  bank,  includes  other  development  subsidiaries  and  affiliates 
that  complement  the  investment  activities  of  the  bank.  These  sub- 
sidiaries and  affiliates  enable  a  development  bank  to  aggressively 
identify  and  better  evaluate  opportunities  and  initiate  development 
activities;  and  to  address  multiple  dimensions  of  community  re- 
newal, ranging  from  developing  retail  shopping  centers  to  upgrad- 
ing labor  force  skills,  Through  its  non-bank  development  affiliates, 
the  institution  can  invest  equity  capital  in  businesses  owned  by 
others,  rehabilitate  and  construct  residential  and  commercial  real 
estate,  operate  social  development  and  business  technical  assist- 
ance programs,  attract  other  private  and  public  investors,  and  gen- 
erally link  residents,  financial  resources  and  Government  programs 
into  a  coherent  renewal  effort. 

2.  A  community  development  bank  is  further  distinguished  from 
conventional  banks  by  its  specialized  commitment  to  the  revitaliza- 
tion of  a  targeted  area  for  the  benefit  of  current  residents.  Through 
its  leadership,  ownership  and  governance  structure,  the  develop- 
ment bank  makes  its  mission  the  long-term  development  of  a  com- 
munity. It  measures  its  success  in  terms  of  the  development  im- 
pacts it  has  on  that  community.  It  becomes  a  permanent  institution 
whose  success  is  joined  with  the  improvement  of  the  community.  In 
order  to  accomplish  its  mission,  the  development  bank's  leadership 
and  staff  must  bring  together  highly  localized  knowledge  of  the 
community,  technical  banking  skills,  and  a  broad  understanding  of 
the  strategies  and  process  of  economic  development. 

3.  A  development  bank  combined  the  structure  and  expertise  of 
a  for-profit  financial  institution  with  the  commitment  to  place  one 
normally  sees  in  community -based  non-profit  organizations.  By  de- 
veloping specialized  expertise  in  carefully  targeted  areas,  and 
achieving  synergies  through  comprehensive  coordinated  interven- 
tions, a  development  bank  is  able  to  manage  the  tensions  between 
the  goals  of  profitability  and  community  development  impact,  mak- 
ing development  profitable.  In  contrast  to  many  community-based 
organizations,  profitability  is  an  essential  feature  of  a  development 
bank.  Profits  enable  the  bank  to  be  self-sustaining  and  to  grow  and 
assure  that  continuing  business  discipline  will  be  brought  to  the 
task.  However,  while  profitability  is  essential,  the  shareholders  and 
management  of  a  development  bank  recognize  that  its  goal  is  not 
to  maximize  profits,  but  to  help  effect  lasting  community  renewal. 

4.  A  development  bank  also  combines  the  qualities  of  a  commu- 
nity-based, market-driven,  private  institution  with  unusual  scale, 
expertise  and  ability  to  leverage  resources.  A  development  bank  is 
a  uniquely  capable  delivery  agent  for  external  public  and  private 
resources.  Many  private  and  Government  programs  are  not  fully 
available  in  the  communities  for  which  they  are  intended  because 
of  lack  of  sophisticated,  market-based  delivery  systems.  A  develop- 
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ment  bank  uses  foundation  investments  and  grants,  Federal  loan 
guarantees,  secondary  markets,  low-income  housing  tax  credits, 
JTPA  and  numerous  other  programs  to  accomplish  common  objec- 
tives. A  development  bank  can  be  considered  a  "handyman  of 
sorts,  intimately  familiar  with  particular  local  problems,  equipped 
with  a  "toolbox"  of  varied  Grovemment  and  private  "tools"  to  ad- 
dress them,  and  possessing  the  expertise  to  select  and  productively 
use  the  appropriate  tool. 

5.  Finally,  a  development  bank  can  be  flexible  and  innovative. 
Location  dictates  strategy  and  design:  the  organizational  structure 
and  the  strategies  or  tools  it  employs  can  be  adapted  to  a  wide 
range  of  circumstances.  Thus,  whether  a  bank  or  other  kind  of 
large  scale,  regulated  depository  institution  is  most  appropriate, 
and  what  affiliated  activities  are  needed,  will  vary  from  community 
to  community.  For  example,  Shorebank's  structure  reflects  its  goal 
of  revitalizing  older  urban  neighborhoods.  Southern  Development 
Bancorporation  uses  a  different  array  of  affiliates  than  Shorebank, 
because  it  has  been  designed  to  specialize  in  business  and  rural  de- 
velopment rather  than  urban  community  reinvestment. 

Conventional  banks  and  community  development  banks  do  not 
compete;  they  are  natural  partners.  Community  development  banks 
operate  in  a  market  niche  which  is  generally  not  "bankable"  except 
by  such  specialized,  comprehensive  institutions.  In  effect,  they 
"grow"  the  market  for  conventional  banking  much  more  than  they 
take  a  "slice"  of  the  existing  "pie." 

Question  3: 

(C)  How  do  CDBs  fit  within  the  spectrum  of  all  community  lending 
institutions? 

Answer  3  (C): 

CDBs  tend  to  be  the  most  comprehensive  and  well-capitalized 
model.  Through  their  ability  to  use  the  lending  and  deposit  gather- 
ing properties  of  insured  depository  institutions  and  the  proactive 
community  development  properties  of  various  types  of  subsidiaries, 
development  banks  offer  unusual  potential  to  affect  a  broad  eco- 
nomic development  strategy  and  achieve  scale  of  impact.  Unlike 
traditional  banks,  development  banks  are  extraordinarily  proactive 
in  the  design  and  delivery  of  coordinated  bank  and  non-bank  prod- 
ucts to  meet  the  credit  and  community  development  needs  of  dis- 
tressed communities. 

However,  it  should  be  recognized  that  "disinvested"  communities 
are  not  all  alike.  The  degrees  and  categories  of  credit  need  vary. 
In  response  to  different  needs,  a  variety  of  types  of  community  de- 
velopment financial  institutions  has  emerged  to  fill  the  credit  gaps 
in  low-  and  moderate-income  communities.  These  institutions  pro- 
vide a  critical,  alternative  and  accessible  source  of  financing  for 
meeting  the  capital  and  credit  needs  of  distressed  communities  in 
ways  that  increase  employment,  income  or  housing  opportunities 
over  the  long  term  and  with  broad-based  impact. 

Each  of  these  types  of  community  development  financial  institu- 
tions plays  a  separate  and  distinct  role  in  meeting  community  cap- 
ital and  credit  needs.  Some  are  defined  with  a  broad  economic  de- 
velopment focus,  others  are  narrowly  focused  on  the  delivery  of  a 
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small  number  of  development  credit  products.  Greneralized  descrip- 
tions (which  cannot  do  justice  to  the  individual  institutions)  reflect- 
ing some  of  their  distinctions  follow. 

1.  Community  development  credit  unions  are  a  particularly  effec- 
tive vehicle  for  connecting  very  low-income  people  to  mainstream 
money  management  techniques.  The  deposit  and  financial  trans- 
action services  of  CDCUs  make  mainstream  banking  services  acces- 
sible and  affordable  to  people  that  otherwise  might  have  to  use  ex- 
pensive and  unregulated  check  cashers  and  "under  the  mattress" 
savings  accounts.  The  consumer  lending  done  by  CDCUs  is  often 
the  only  source  of  loans  for  expenses  like  education,  home  improve- 
ments, or  used  cars  that  enable  people  to  get  and  keep  jobs.  Lend- 
ing to  individuals  can  have  a  significant  impact  on  a  community 
scale  as  opportimities  for  individual  advancement  make  local  com- 
munity economic  development  a  reality. 

2.  Community  development  loan  funds  specialize  in  making  loans 
for  "unbankable"  deals.  Through  their  lending,  they  often  make 
projects  bankable,  train  borrowers  to  use  credit,  and  fill  a  credit 
gap  that  cannot  be  filled  by  conventional  banks.  CDLFs  serve  as 
a  delivery  mechanism  for  social  investment  capital  that  is  willingly 
invested  at  risk  for  a  financial  return  that  is  generally  below  mar- 
ket rates,  in  order  to  further  the  goals  of  community  development. 
Through  their  willingness  and  ability  to  make  loans  to  community 
projects  that  are  unable  to  attract  conventional  bank  loans,  CDLFs 
fill  a  development  credit  gap  that  often  stands  in  the  way  of  com- 
munity-based development.  CDLFs  foster  new  borrowers,  make 
new  loans  that  enable  borrowers  to  establish  relationships  with 
traditional  financial  institutions,  and  provide  technical  assistance 
to  help  borrowers  establish  the  kind  of  experience  and  track  record 
necessary  to  secure  future  loans  from  banks. 

3.  Microcredit  programs  provide  a  very  specialized  type  of  devel- 
opment credit  to  individual  entrepreneurs  who  seek  to  be  self-sup- 
porting through  income  from  their  businesses.  Although  not  a  com- 
munity-wide strategy  for  economic  development,  microcredit  pro- 
grams do  provide  access  to  capital  to  very  small  businesses  owned 
by  low-income  persons,  often  women  or  minorities,  who  are  other- 
wise unable  to  borrow.  Because  microcredit  programs  are  designed 
to  provide  tailored,  extensive  technical  assistance  and  are  not  lim- 
ited by  the  regulatory  constraints  of  depository  institutions,  they 
have  the  potential  to  make  a  deeper  impact  on  truly  disadvantaged 
populations. 

Question  3 — Follow  Up: 

One  concern  raised  about  the  creation  of  a  network  of  CDBs  or 
other  community-based  lenders,  is  that  it  will  create  a  two-tiered 
banking  system — one  that  serves  the  needs  of  poor  communities  and 
the  other  that  serves  everyone  else.  Is  this  a  legitimate  concern?  Why 
or  why  not? 

Answer  3 — ^Follow  Up: 

This  concern  is  not  legitimate  if,  as  has  been  proposed,  CDBs  are 
not  established  as  a  wholly  distinct  "system"  with  a  special  charter. 
An  essential  feature  to  CDBs'  success  is  precisely  that  they  are 
fully  regulated  commercial  banks  operating  by  tne  same  stand- 
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ards — and  with  the  same  legitimacy,  credibiHty  and  business  dis- 
cipHne — as  any  bank.  They  are  distinct  from  conventional  banks 
because  they  are  specialized  in  community  development  (as,  in- 
deed, many  other  banks  specialize  in  particular  markets),  but  rec- 
ognition that  this  specialization  serves  public  purposes,  and  so  is 
particularly  deserving  of  support,  need  and  should  not  constitute 
them  as  a  different  and  certainly  not  a  lower  tier — system. 

[Question  4  was  missing  on  our  copies] 

Question  5 — Impediments: 

(A)  Why  are  there  so  few  CDBs  and  what  are  the  impediments  to 
the  formation  of  new  institutions? 

Answer  5  (A): 

Shorebank  was  created  in  1973  by  a  management  team  and  in- 
vestors interested  in  testing  the  theory  that  a  bank  holding  com- 
pany, as  a  self-sustaining,  large  scale,  permanent  institution,  could 
engage  in  multi-faceted  community  development,  simultaneously 
helping  revitalize  communities  while  operating  profitably.  For 
nearly  fifteen  years,  its  owners  and  managers  concentrated  on  re- 
fining, implementing  and  learning  the  lessons  from  application  of 
this  model  in  the  South  Shore  community.  The  last  five  years  have 
witnessed  significant  expansion  and  replication,  and  at  least  a 
dozen  communities  are  currently  in  varying  stages  of  planning  de- 
velopment banks.  The  perspective  gained  from  almost  20  years  of 
experience  inventing  the  techniques  and  methods  needed  to  suc- 
ceed leads  us  to  believe  that  this  model  can  be  broadly  replicated 
in  other  communities.  However,  the  challenges  remain  formidable. 

Experienced  personnel  with  the  requisite  skills  and  commitment, 
capital,  and  funds  for  organizing  costs  are  all  equally  g^eat  impedi- 
ments. Community  development  banking  is  a  difficult  and  special- 
ized business  that  is  not  for  everyone.  It  requires  specialized  skills, 
flexibility  and  a  long  term  commitment  to  the  dual  goals  of  profit- 
ability and  community  development.  Formal  bank  training  pro- 
grams are  not  sufficient  preparation  for  management  of  a  commu- 
nity development  bank.  Establishment  of  and  support  for  training 
programs,  and  perhaps  ultimately  of  a  trade  association  type  net- 
work of  CDBs,  deserves  consideration. 

Compared  to  most  community  development  institutions,  develop- 
ment banks  are  complex  and  large  scale,  requiring  commensurate 
amounts  of  organizational  resources  and  capital.  At  the  same  time, 
community  development  banks  have  required  patient  and  dedi- 
cated investors  who  are  willing  to  take  greater  risks  associated 
with  start-up  and  a  new  institutional  model;  who  have  been  willing 
to  forgo  dividends  and  liquidity  in  favor  of  reinvestment  of  profits 
in  development  activities;  and  who  support  a  development  agenda. 
Shareholders  willing  to  fund  start-up  of  and  invest  in  community 
development  banks  on  this  basis  are  a  relatively  narrow  group, 
consisting  largely  of  foundations  and  socially  responsible  religious 
institutions,  corporations  and  individuals.  Start-up  and  risk  factors 
generally  should  decline  as  experience  grows,  but  considerable  ob- 
stacles remain.  With  new  Federal  programming  and  appropriate 
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incentives,  it  may  become  possible  easier  for  CDBs  to  attract  fund- 
ing and  capital  from  a  broader  investor  base. 

Question  5: 

(B)  Are  their  other  community  lending  models  that  should  be  ex- 
plored as  part  of  a  Federal  community  development  banking 
initiative? 

Answer  5  (B): 

Each  disinvested  community  has  unique  capital,  credit  and  com- 
munity development  needs,  as  well  as  strengths  and  resources.  To 
have  an  effective  impact  on  these  needs,  each  community  develop- 
ment initiative  must  be  tailored  to  these  unique  community  charac- 
teristics. As  stated  above,  the  community  development  bank  model 
has  unusual  capacity  for  managing  a  comprehensive,  community 
development  approach.  However,  other  models  may  be  more  appro- 
priate for  particular  communities  with  differing,  or  fewer,  needs. 
For  example,  a  disinvested  community  with  a  strong  community 
development  corporation  and  good  access  to  an  aggressive  commu- 
nity-oriented bank  and  non-bank  financing,  may  be  better  served 
by  a  community  development  credit  union  that  provides  low-income 
people  with  access  to  retail  deposit  and  loan  services. 

While  Federal  community  development  initiatives  should  recog- 
nize and  support  the  whole  range  of  community  development  insti- 
tutions, it  is  critical  that  a  "least  common  denominator"  approach 
not  result  in  folding  all  of  the  institutions  into  one  program,  which 
necessarily  could  not  then  be  appropriately  tailored  for  the  particu- 
lar structures,  purposes  and  needs  of  the  diverse  institutions.  A 
community  development  banking  initiative  should,  for  the  reasons 
detailed  in  my  testimony,  concentrate  on  comprehensive  depository 
institutions.  Complementary  initiatives  should  be  designed  for  the 
other  institutions,  and  specific  programmatic  incentives  and  sup- 
port should  be  created,  which  could  be  accessed  by  any  of  these  in- 
stitutions. 

Question  6 — Limits  of  CDBs: 

(A)  Are  CDBs  a  panacea  for  these  ills? 
Answer  6  (A): 

While  community  development  banks  can  be  a  very  effective 
model  with  high  development  impact,  they  are  far  from  a  panacea 
for  urban  and  rural  problems.  CDBs  are,  in  part,  delivery  mecha- 
nisms and  mediating  institutions,  succeeding  because  they  attract 
and  foster  productive  application  of  human  and  financial  resources 
from  within  and  without  the  targeted  community.  They  com- 
plement, and  cannot  supplant,  the  broad  array  of  Grovernment  and 
private  activity  which  is  necessary  to  restore  distressed  commu- 
nities. Furthermore,  as  discussed  below,  they  can  play  even  this 
limited  function  only  in  certain  tj^jes  of  community  environments. 
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Question  6: 

(B)  What  are  the  limits  of  CDBs?  (C)  What  factors  or  conditions 
must  he  present  in  a  community  for  a  CDS  to  be  successful! 

Answer  6  (B  &  C): 

Considering  the  successes  of  the  few  currently  operating  CDBs, 
the  limits  of  their  capacity  are  as  yet  unknown.  However,  the 
model  is  premised  on  facilitating  entrepreneurial  energy  and  poten- 
tial development  opportunities  to  restart  healthy  market  forces 
while  supporting,  among  other  things,  profitable  operation  of  a 
bank.  Some  communities  have  been  so  devastated  by  years  of  ne- 

f fleet,  disinvestment  and  destructive  forces  that  the  environment  no 
onger  exists  for  a  community  development  bank  to  operate  or  even 
begin  the  renewal  process.  There  are  other  neighborhoods  whose 
markets  may  simply  be  too  small  to  support  a  community  develop- 
ment bank. 

Numerous  factors  affect  how  and  whether  a  CDB  can  be  designed 
appropriately  for  a  particular  community.  These  include  the  vol- 
ume and  quality  of  the  housing  stock;  business  presence  and  devel- 
opment opportunities;  the  presence  of  a  sufficient  working  class 
and  entrepreneurial  population;  community  and  public  amenities 
making  it  possible  to  attract  residents  and  investors;  access  to  ca- 
pable public  and  private  sector  partners;  and  others. 

Question  6: 

(D)  What  other  initiatives  should  we  he  examining  as  part  of  a  Fed- 
eral community  lending  strategy? 

Answer  6  (D): 

As  mentioned  elsewhere,  incentives  and  accountability  under  the 
Community  Reinvestment  Act  provide  necessary,  enormous  and 
complementary  opportunities  to  contribute  to  revitalization  of  dis- 
tressed communities.  Distinct  programs  to  support  start-up  of  al- 
ternative community  lending  and  development  institutions  should 
also  be  created.  Finally,  a  oroad  range  of  specific  programmatic 
support  for  development  products  (such  as  the  SBA  loan  guarantee 
program)  should  be  enhanced  and  coordinated,  including  support 
which  could  be  utilized  by  the  nonbank  affiliates  of  CDBs. 

Question  7 — Safety  and  Soundness: 

Do  institutions  dedicated  to  community  lending  pose  safety  and 
soundness  problems  or  create  significant  risks  to  the  bank  insurance 
funds?  How  do  existing  community  development  banks  compare  to 
their  peers  in  terms  of  loan  losses,  delinquencies,  defaults,  returns 
on  assets  or  earnings,  or  other  indicators  of  the  health  of  the  institu- 
tions? What  role  should  the  Federal  financial  regulatory  agencies 
play  with  respect  to  regulating  institutions  that  might  receive  Fed- 
eral assistance? 

Answer  7: 

Shorebank's  and  Southern's  experience  suggest  that  CDBs  do  not 
pose  special  safety  and  soundness  risks.  The  same  safety  and 
soundness  regulations  currently  applied  to  all  banks  adequately  ad- 
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dress  the  risks,  and  should  continue  to  be  appHed  to  CDBs.  Careful 
selection  and  monitoring  processes  by  the  investing  (/ion-regu- 
latory) "Entity,"  as  described  in  my  testimony,  will  also  mitigate 
any  risks.  Finally,  to  the  extent  other  support,  including  capital 
and  training,  is  provided  by  the  program  to  strengthen  CDBs,  it 
will  further  decrease  their  risk  of  failure. 

The  well-documented  problems  in  the  thrift  and  banking  indus- 
tries did  not  stem  from  reinvestment  in  distressed  communities.  In 
fact,  the  institutions  that  failed  or  got  into  serious  trouble  were 
generally  not  active  lenders  in  low-  and  moderate-income  commu- 
nities. 

The  charts  of  Shorebank  and  South  Shore  Bank  performance 
submitted  with  the  written  testimony  demonstrate  that  their  per- 
formance compares  favorably  to  their  peers,  including: 
^-South  Shore  Bank  has  been  profitable  every  year  since  1975. 
— 1992  was  the  tenth  consecutive  year  in  whicn  the  Bank  achieved 

double-digit  return  on  equity. 
— ^The  Banks  low  1992  net  loan  losses  of  just  cover  one  third  of  one 

percent  (.38  percent)  on  a  $161.2  million  loan  portfolio  continue 

a  trend  of  outstanding  performance  at  a  level  that  has  equaled 

or  surpassed  the  performance  of  peer  group  banks  during  five  out 

of  the  last  seven  years. 

Additional  Questions  Concerning  CRA: 

To  what  extent  should  insured  depository  institutions  receive  cred- 
it toward  fulfillment  of  their  CRA  requirements  for  contributions  to 
or  investments  in  community  development  financial  institutions? 
Should  contributions  to  or  investment  in  community  development  fi- 
nancial institutions  be  sufficient  to  fulfill  an  insured  depository  in- 
stitution's CRA  obligations?  Would  it  be  appropriate  to  exempt  insti- 
tutions from  CRA  examinations  and  requirements  if  they  contribute 
a  sum  equal  to  approximately  .05  percent  of  their  assets  of  5  percent 
of  their  capital  to  a  community  development  financial  institutions? 

Answer  to  Additional  Questions  Concerning  CRA: 

Since  CRA  should  be  clarified  and  enforced  to  emphasize  per- 
formance objectives — outputs  of  financing  to  low-  and  moderate-in- 
come markets — examining  the  extent  of  CRA  credit  should  not  be 
focused  on  whether  the  financing  is  extended  directly,  or  indirectly 
through  intermediary  community  finance  institutions  which  often 
can  more  effectively  extend  it  in  particular  markets.  Rather,  the 
extent  of  CRA  credit  for  such  investments  should  reflect  the  extent 
to  which  the  investments  result  in  provision  of  financing  to  under- 
served  markets.  Considering  the  limited  opportunities  for  and 
attractiveness  of  most  indirect  investments;  the  enormous  assets  of 
the  conventional  banking  system;  and  the  extent  to  which  many 
credit  needs  can  be  better  met  by  the  conventional  banking  system, 
and  would  be  with  appropriate  CRA  enforcement  and  incentives, 
the  proportion  of  total  CRA  activity  which  would  ultimately  be  met 
through  indirect  investments  would  remain  miniscule. 

It  is  extraordinarily  unlikely  that  indirect  investment  could  en- 
tirely fulfill  appropriate  CRA  requirements.  The  extent  to  which  it 
could  do  so  will  depend  on  the  nature  of  particular  institutions  and 
indirect  investment  opportunities.  For  example,  banks  that  do  not 
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have  retail  lending  operations  because  they  have  defined  them- 
selves as  wholesale  banks,  investment  banks  or  specialty  banks 
like  trust  companies  would  more  efficiently  fill  more  of  their  CRA 
lending  requirements  through  capital  investments  in  CDBs,  if  such 
investments  were  available.  The  threshold  should  be  high  enough 
to  ensure  that  the  investment  is  on  a  par  with  those  banks  that 
have  retail  lending  operations.  With  respect  to  banks  that  have  a 
retail  lending  operation,  investment  in  a  CDB  would  primarily  sup- 
plement community  lending  activities. 

CRA  should  be  restructured  to  create,  in  addition  to  minimum 
required  thresholds,  incentives  for  much  higher  levels  of  commu- 
nity financing.  Such  incentives  might  be  structured  in  tiers,  such 
that  financing  at  some  multiple  of  the  minimum  would  create  a 
"safe  harbor,"  and  financing  at  various  established  higher  multiples 
would  entitle  the  institution  to  access  additional  special  privileges, 
such  as  interstate  banking,  insurance  sales,  and  securities  under- 
writing. Among  other  reasons,  because  the  amount  of  CRA  credit 
for  indirect  investments  will  depend  on  the  nature  of  the  institu- 
tion, its  markets  and  the  investee  institution,  a  blanket  "buy-out" 
would  not  be  appropriate,  particularly  not  at  levels  as  low  as  the 
percentages  suggested  in  the  question. 

RESPONSE  OF  LYNDON  COMSTOCK  TO  WRITTEN  QUESTIONS 

FROM  SENATOR  RIEGLE 

Question  1 — Community  Lending: 

Are  these  institutions  addressing  fully  the  credit  needs  of  dis- 
tressed communities?  [referring  to  existing  "commercial  banks,  sav- 
ings and  loan  institutions,  non-profit  organizations,  and  public 
agencies"]  What  credit  needs  are  not  being  met  and  why? 

Answer  1: 

Capital  starvation  is  a  principal  cause  for  the  economic  devasta- 
tion faced  by  so  many  low-  and  moderate-income  communities  in 
the  U.S.  There  is  not  nearly  enough  capital  investment  taking 
place  to  support  an  appropriate  level  of  business  development  and 
job  creation,  housing  development,  and  consumer  credit  in  lower  in- 
come urban  and  rural  areas. 

As  to  the  reasons  for  this  situation,  we  have  to  begin  with  exam- 
ining the  performance  of  the  institutions  that  have  the  capital  base 
and  mission  to  supply  investment  for  small  businesses,  housing  de- 
velopment, and  consumer  credit. 

The  most  important  pool  of  savings  in  this  country,  and  the  most 
important  source  of  investment  for  small  businesses,  housing  devel- 
opment, and  consumer  credit,  is  the  nearly  four  trillion  dollars  in 
the  commercial  banking  system.  What  proportion  of  this  pool  of 
savings  is  invested  in  ways  which  benefit  the  low-  and  moderate- 
income  population  of  the  United  States?  I  refer  now  to  the  com- 
bination of  all  of  the  loans  for  housing  in  low-  and  moderate-income 
commimities,  all  of  the  loans  for  small  businesses  located  in  those 
communities,  and  all  of  the  consumer  credit  provided  to  low-  and 
moderate-income  individuals  by  commercial  banks. 

My  estimate  is  1  percent. 
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I've  come  to  that  conclusion  by  looking  at  Community  Reinvest- 
ment Act  data  for  New  York  City,  and  would  be  happy  to  share 
with  you  the  basis  for  my  estimate.  If  there  have  been  any  studies 
of  this  question  which  could  give  us  a  further  refinement  of  this 
number,  I  would  like  to  learn  about  them. 

As  to  the  reasons  for  the  low  proportion  of  total  bank  assets  in- 
vested in  low-  and  moderate-income  communities,  I  suggest  that  it 
is  only  partially  related  to  loan  risk.  I  have  yet  to  see  anv  evidence 
that  this  type  of  lending  is  unacceptably  risky  when  handled  appro- 
priately. 

I  also  find  it  highly  interesting  that  South  Shore  Bank  has  been 
more  profitable  over  the  past  ten  or  fifteen  years,  on  a  return  on 
assets  or  return  on  equity  basis,  than  literallv  thousands  of  banks 
in  the  U.S.  The  South  Shore  story  is  quite  well  known  in  the  bank- 
ing industry  by  now,  yet  there  is  a  remarkable  paucity  of  imitators. 
One  is  forced  to  conclude  that  other  banks  either  don't  believe 
they're  capable  of  replicating  the  South  Shore  success,  or  simply 
don't  wish  to  focus  on  community  development  even  if  it  is  a  profit- 
able activity.  Whatever  the  reasons  may  be,  I  have  yet  to  hear  any- 
one dispute  that  there  is  an  extremely  low  level  of  capital  invest- 
ment t^ing  place  in  low-  and  moderate-income  communities. 

Question  2 — CRA  Enforcement: 

Can  the  credit  and  revitalization  needs  of  distressed  neighbor- 
hoods be  satisfied  completely  through  better  enforcement  of  CRA 
[Community  Reinvestment  Act]?  If  not,  why? 

How  can  we  strengthen  enforcement  of  CRA  to  better  meet  the 
credit  needs  of  distressed  communities? 

Answer  2: 

We  at  Community  Capital  Bank  support  full  enforcement  of  the 
Community  Reinvestment  Act.  I  believe  that  all  of  my  colleagues 
in  the  community  development  financial  institution  (CDFI)  sector 
share  that  view.  Whatever  community  benefits  are  generated  by 
the  CRA  need  to  continue  and  be  enhanced. 

A  coalition  of  CDFI  practitioners  has  put  forward  a  position 
paper  on  "Principles  of  Community  Development  Lending,"  which 
was  entered  into  the  Committee  hearing  record  on  February  3.  All 
of  the  members  of  that  coalition  have  agreed  that  community  rein- 
vestment ought  not  to  be  viewed  as  an  either/or  situation  between 
conventional  banks  and  CDFIs.  Our  low-  and  moderate-income 
communities  need  all  of  the  help  they  can  get. 

The  existing  CDFIs  are  dedicated  to  community  development, 
and  have  proven  to  be  good  at  it.  Community  development  lending, 
like  any  other  form  of  lending,  requires  skill  and  dedication  to 
make  it  work.  Purpose,  focus,  and  skill  are  the  attributes  that 
make  CDFIs  effective  contributors. 

The  problem  is  that  the  entire  CDFI  sector  is  too  small  to  be  able 
to  address  the  scale  of  needs  of  low-income  communities.  That's 
why  CDFI  practitioners  have  asked  for  help  in  our  efforts  to  ex- 
pand the  capacity  of  the  CDFI  industry  as  fast  as  can  be  accom- 
plished without  sacrificing  quality.  Nonetheless,  even  a  greatly  ex- 
panded CDFI  sector  will  be  insufficient  relative  to  the  total  capital 
needs  of  low-  and  moderate-income  communities.  CDFI  practition- 
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ers  know  that  and  most  actively  seek  to  use  their  institutions  to 
help  leverage  greater  community  reinvestment  by  conventional 
banks. 

There  is  an  opposite  problem  with  conventional  banks.  There  are 
enormous  resources  in  the  banking  sector,  but  it  has  not  been  de- 
ployed in  low-  and  moderate-income  communities. 

In  the  seventeen  years  since  CRA  was  first  passed  at  a  Federal 
level,  I  believe  it  has  had  only  a  minor  effect  on  community  lending 
patterns.  As  far  as  I'm  aware,  the  quantitative  amount  of  total 
community  reinvestment  lending  has  not  significantly  increased 
over  that  period  of  time.  If  that  performance  analysis  is  correct,  the 
Community  Reinvestment  Act  must  be  judged  a  failure  so  far. 
Nonetheless,  we  shouldn't  drop  it,  because  whatever  help  it  does 
provide  is  desperately  needed. 

To  strengthen  enforcement  of  CRA,  I  highly  recommend  that  the 
new  CRA  proposal  of  the  New  York  State  Banking  Department  be 
examined.  The  most  important  element  of  this  proposal  is  quan- 
titative measurement  of  CRA  compliance.  Quantitative  standards 
for  CRA,  which  could  be  analogous  to  the  capital  adequacy  stand- 
ards of  safety  and  soundness  regulation,  are  long  overdue,  in  my 
opinion. 

The  New  York  proposal  has  not  yet  been  implemented,  and  the 
details,  including  the  all-important  CRA  rating  ratios,  have  not  yet 
been  set.  The  principles  of  the  proposal  reflect,  however,  what 
would  probably  be  the  most  significant,  and  positive,  change  in 
CRA  since  the  law  was  first  passed. 

Capital  ratios  have  been  proposed  as  a  basis  for  both  restrictive 
measures  on  banks,  and  for  providing  greater  business  latitude  to 
those  with  excellent  capital  ratios.  A  similar  approach,  combining 
both  "carrot"  and  "stick,"  could  be  taken  with  community  reinvest- 
ment ratios. 

Perhaps  greatly  improved  CRA  compliance  could  lead  to  a  dou- 
bling or  tripling  of  community  reinvestment  lending  by  conven- 
tional banks.  This  would  be  a  significant  change,  and  well  worth 
pursuing.  To  think  that  changes  in  CRA  could  cause  a  greater  ef- 
fect than  this  seems  highly  implausible  to  me,  so  long  as  there  is 
a  continuing  lack  of  fundamental  interest  in  community  reinvest- 
ment. There  is  only  so  much  that  can  be  accomplished  with  regu- 
latory enforcement  and  incentives.  The  problem  is  that  even  a  tri- 
pling of  conventional  bank  community  reinvestment  would  still  be 
grossly  inadequate  relative  to  community  needs.  Again,  the  central 
point  is  that  our  communities  need  all  of  the  help  that  they  can 
get. 

Question  3 — ^Distinction: 

Can  you  explain  to  the  Committee  what  factors  make  CDBs  [com- 
munity development  banks]  distinct  from  other  institutions?  Why  do 
you  feel  the  creation  of  a  CDB  was  necessary  to  address  the  needs 
of  your  community?  How  do  CDBs  fit  within  the  spectrum  of  all 
community  lending  institutions? 

Follow  up:  One  concern  raised  about  the  creation  of  a  network  of 
CDBs  or  other  community -based  lenders  is  that  it  will  create  a  two- 
tiered  banking  system — one  that  serves  the  needs  of  poor  commu- 
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nities  and  the  other  that  serves  everyone  else.  Is  this  a  legitimate 
concern?  Why  or  why  not? 

Answer  3: 

As  to  community  development  banks  specifically,  they  operate 
under  the  same  regulatory  framework  as  other  banks.  Nor  have  I 
heard  any  request  from  practitioners  that  a  separate  regulatory 
structure  be  created.  There  are  major  differences  between  commu- 
nity development  banks  and  other  banks,  however. 

I  would  summarize  these  differences  as:  focus,  which  can  help 
lead  to  a  skill  at  this  work;  relationships  with  complementary  com- 
munity economic  development  services  such  as  technical  assistance 
and  equity  investment;  supportive  shareholders  and  depositors; 
and  commitment. 

To  elaborate,  one  of  the  most  important  differences  is  focus.  At 
Community  Capital  Bank,  we  have  the  entire  resources  of  the  orga- 
nization aimed  at  providing  community  development  loans  in  low- 
and  moderate-income  areas  of  New  York  City.  Our  board  of  direc- 
tors, our  senior  management,  and  our  loan  officers  all  concentrate 
on  community  development  lending.  This  creates  an  environment 
where  we  not  only  have  the  motivation  to  succeed  at  community 
development  lending,  since  our  entire  bank  depends  on  it,  but  we 
have  used  the  concentration  of  effort  to  give  ourselves  the  best  pos- 
sibilities of  success. 

Bank  loans  are  only  one  part  of  the  spectrum  of  community  de- 
velopment finance  needs.  The  existing  community  development 
banks  have  explicitly  recognized  this  by  use  of  the  bank  as  the  an- 
chor for  related  community  development  affiliates.  In  the  case  of 
Community  Capital  Bank,  while  we  have  not  yet  formed  a  bank 
holding  company,  we  do  have  a  nonprofit  venture  development  or- 
ganization, LEAP,  operating  from  the  Bank's  office.  I  am  the  Chair- 
man of  LEAP  as  well  as  Chairman  of  the  Bank.  Shorebank,  South- 
ern Development,  and  Center  for  Community  Self-Help  have  all 
been  able  to  been  more  fully  articulate  this  strategy  as  they  have 
been  in  operation  for  a  longer  period  of  time. 

The  shareholders  at  Community  Capital  were  recruited  to  the 
Bank  specifically  on  the  basis  of  the  Bank's  community  develop- 
ment mission,  as  Shorebank  and  Southern  Development  had  done. 
Shareholders  and  depositors  who  specifically  support  the  commu- 
nity development  mission  will  object  to  too  few  loans  in  low-  and 
moderate-income  communities,  not  too  many. 

Community  development  is  a  long-term  process  that  requires 
sustained  commitment.  Institutions  that  have  that  commitment  are 
essential. 

Community  Capital  Bank  was  created  for  the  sole  reason  that 
adequate  bank  support  for  community  development  has  not  been 
present  in  New  York  City. 

Community  development  banks  are  only  one  of  a  range  of  com- 
munity development  financial  institutions.  I  also  include  commu- 
nity development  credit  unions,  community  development  loan 
funds,  microenterprise  funds,  and  venture  development  organiza- 
tions as  CDFIs.  There  are  other,  related,  types  of  community  devel- 
opment organizations  that  CDFIs  interact  with,  or  which  could  be 
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included  in  a  community  development  bank  holding  company.  An 
affordable  housing  development  company  is  an  example. 

Not  only  are  the  needs  for  community  development  finance 
broader  than  just  bank  loans,  but  a  particular  communit/s  re- 
sources mav  be  better  suited  to  some  CDFI  vehicles  than  others. 
For  example,  a  community  development  bank  tends  to  have  the 
best  capital  access  of  CDFIs,  largely  because  of  access  to  insured 
deposits,  but  it  also  requires  a  large  amount  of  capital  to  start  one. 

As  to  a  two-tiered  banking  system,  we  should  realize  that  would 
be  an  improvement  over  what  we  have  now.  Right  now  we  effec- 
tively have  no  banking  system  at  all  in  most  poor  neighborhoods. 

A  two-tier"  system  could  imply  that  there  will  be  a  separate  reg- 
ulatory status  for  CDFIs.  I  don't  recommend  that  course.  However, 
I  do  think  that  institutions  who  specifically  adopt  a  program  of 
community  economic  development  as  their  principal  purpose  should 
be  assisted  as  to  their  startup  and  expansion,  and  that  it  is  in  the 
public's  interest  to  do  so. 

The  problem  with  the  "two  tier"  approach  is  that  it  implies  that 
conventional  banks  will  not  or  need  not  operate  in  low-  and  mod- 
erate-income areas.  That  is  not  acceptable.  We  should  encourage 
and  require  conventional  financial  institutions  to  participate  in 
community  development.  To  focus  only  on  CDFIs  and  give  up  on 
that  effort  would  be  a  serious  mistake,  and  would  ignore  the  efforts 
that  CDFIs  themselves  make  to  involve  conventional  banks. 

Question  5 — Impediments: 

Why  are  there  so  few  CDBs  and  what  are  the  impediments  to  the 
formation  of  new  institutions?  Are  there  other  community  lending 
models  that  should  be  explored  as  part  of  a  Federal  community  de- 
velopment banking  initiative? 

Answer  5: 

The  most  important  obstacle  to  the  creation  of  more  community 
development  banks  has  been  the  great  difficulty  in  obtaining  suffi- 
cient equitv  capital.  The  social  investment  capital  market,  which 
has  been  the  only  plausible  source  for  obtaining  this  equity,  is  in 
a  formative  state  and  includes  no  underwriting  capability.  A  fur- 
ther limitation  is  the  relatively  small  number  of  experienced  bank- 
ers, especially  those  at  a  senior  management  level,  with  experience 
and  an  interest  in  community  development.  Yet  a  further  problem 
is  the  shortage  of  technical  assistance  available  to  groups  who 
would  like  to  start  a  community  development  bank. 

The  coalition  of  community  development  financial  institutions 
that  I  referred  to  earlier  includes  a  variety  of  types  of  organiza- 
tions. I  urge  that  any  Federal  support  program  be  made  available 
to  the  full  range  of  CDFIs.  Eligibility  ought  to  be  defined  by  an  or- 
ganization's degpree  of  commitment  to  community  development,  the 
relative  importance  and  likelihood  of  success  for  its  programs  in 
supporting  community  economic  development,  and  the  need  for 
Federal  support  in  achieving  that  success. 

Question  6 — ^Limits  of  CDBs: 

Are  CDBs  [community  development  banks]  a  panacea  for  these 
ills  [in  urban  and  rural  distressed  communities]?  What  are  the  Urn- 
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its  of  CDBs?  What  factors  or  conditions  must  be  present  in  a  com- 
munity for  a  CDB  to  be  successful?  What  other  initiatives  should  we 
be  examining  a  part  of  a  Federal  community  lending  strategy? 

Answer  6: 

No  one  has  ever  suggested  that  commvinity  development  banks, 
or  community  development  financial  institutions  generally,  are  a 

f>anacea  for  poverty.  Banks  are  extremelv  useful  tools  for  marshal- 
ing capital  and  investing  it  as  senior  debt.  Reasonable  access  to 
that  form  of  credit  is  essential,  but  not  sufficient.  Other  factors 
that  may  be  necessary  to  address  community  development  range 
from  the  financial  (other  forms  of  debt,  various  types  of  technical 
assistance,  and  equity  capital),  to  the  managerial  (programs  to  help 
create  a  sufficient  pool  of  potential  entrepreneurs  and  business 
managers),  to  basic  issues  of  physical  security,  transportation  ac- 
cess, health  care,  child  care,  education,  and  cultural  stability. 

As  I  noted  above,  there  is  also  the  issue  of  the  limited  number 
and  scale  of  community  development  financial  institutions  relative 
to  the  scale  of  need.  CDFIs  are  accomplishing  important  work,  and 
could  do  more  of  that  work.  It's  in  the  public's  interest  to  help  that 
happen,  but  that  should  not  be  confused  with  a  solution  to  poverty. 
Community  development  banks,  like  other  banks,  require  the  in- 
come from  a  portfolio  of  quality  loans  to  support  the  overhead  of 
the  institution.  The  amount  of  loans  needed  will  vary  according  to 
the  size  of  the  institution,  but  even  a  very  small  bank  will  typically 
need  $10  million  or  more  of  performing  loans  to  achieve  breakeven. 
Further,  a  bank  ought  to  maintain  at  least  some  minimal  diver- 
sification in  that  loan  portfolio.  Smaller  scale  organizations,  such 
as  a  loan  fund  or  credit  union,  can  succeed  with  a  smaller  loan 
catchment  area  and  deal  flow. 

It's  important  that  any  Federal  support  that  may  be  forthcoming 
for  CDFIs  be  flexibly  structured.  New  forms  of  CDFIs  have  contin- 
ued to  spring  up  in  the  past  several  years,  such  as  CDFIs  that  spe- 
cialize in  raising  equity  for  community  development.  These  types  of 
organizations,  which  have  the  same  degree  of  community  develop- 
ment commitment  and  focus  as  a  community  development  bank, 
should  be  eligible  to  apply  for  a  Federal  CDFI  capacity  expansion 
program. 

Question  7 — Safety  and  Soundness: 

Do  institutions  dedicated  to  community  lending  pose  safety  and 
soundness  problems  or  create  significant  risks  to  the  bank  insurance 
funds?  How  do  existing  community  development  banks  compare  to 
their  peers  in  terms  of  loan  losses,  delinquencies,  defaults,  return  on 
assets  or  earnings,  or  other  indicators  of  the  health  of  the  institu- 
tions? What  role  should  the  Federal  financial  regulatory  agencies 
play  with  respect  to  the  regulating  institutions  that  might  receive 
Federal  assistance? 

Answer  7: 

The  four  institutions  that  are  usually  described  as  community 
development  banks  (South  Shore,  Elk  Horn/Southern  Development, 
Community  Capital,  and  Self-Help  Credit  Union)  have  strong  fi- 
nancial records  according  to  their  published  financial  information 
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and  also  from  anecdotal  reports.  No  doubt  the  Committee  could 
confirm  this  information  with  the  relevant  regulators. 

As  to  Community  Capital  Bank  specifically,  at  two  years  old,  we 
are  too  young  for  me  to  make  a  statement  as  to  our  financial  suc- 
cess. We  do  feel  that  we  are  on  the  right  track  so  far.  We  have  no 
delinquent,  nonperforming,  or  classified  loans  to  date.  Our  oper- 
ations area  has  run  smoothly  and  quite  efficiently.  Our  assets  to 
employee  ratio,  for  example,  is  ahead  of  median  for  all  banks,  let 
alone  startup  banks.  Our  deposit  base,  which  now  exceeds  $16  mil- 
lion, has  been  highly  stable  and  continues  to  expand. 

We  have  not  yet  reached  breakeven,  a  situation  which  is  normal 
for  a  two  year  old  bank.  We  started  out  with  the  expenses  of  a  full 
bank,  but  with  no  loan  income  to  cover  those  expenses.  The  growth 
in  our  loan  portfolio  has  reduced  our  monthly  operating  loss,  such 
that  we  anticipate  profitable  operations  within  a  reasonable  time 
frame.  In  the  meantime,  we  continue  to  be  extremely  well  capital- 
ized. 

Accordingly,  I  don't  believe  the  existing  commimity  development 
banks  pose  any  safety  and  soundness  problems.  Further,  I  don't  be- 
lieve that  small  business  and  affordable  housing  lending  in  low- 
and  moderate-income  communities  has  posed  safety  and  soundness 
problems  for  the  banking  industry  generally.  In  general,  I  believe 
these  types  of  loans  have  been  made  according  to  appropriate  bank- 
ing practices,  reviewing  the  debt  capacity,  collateral,  and  character 
of  the  borrower.  That  can  not  be  said,  however,  for  many  of  the 
abusive  lending  practices  which  have  caused  immense  losses  in  the 
banking  and  thrift  industries. 

No  special  intervention  by  banking  regulators  will  be  needed  be- 
cause of  capacity  building  measures  by  the  Federal  Government  for 
the  CDFI  industry.  Those  CDFIs  that  are  supervised  by  banking 
regulators  should  continue  in  the  same  vein.  Any  Federal  agency 
distributing  support  to  CDFIs  will  presumably  use  an  annual  com- 
pliance and  audit  procedure  to  determine  whether  the  support  was 
used  as  agreed.  That  has  no  bearing  on  safety  and  soundness  regu- 
lation. 

Additional  Questions  Concerning  CRA: 

To  what  extent  should  insured  depository  institutions  receive  cred- 
it toward  fulfillment  of  their  CRA  requirements  for  contributions  to 
or  investments  in  community  development  financial  institutions? 
Should  contribution  to  or  investment  in  community  development  fi- 
nancial institutions  be  sufficient  to  fulfill  an  insured  depository  in- 
stitution's CRA  obligations?  Would  it  be  appropriate  to  exempt  insti- 
tutions from  CRA  examinations  and  requirements  if  they  contribute 
a  sum  equal  to  approximately  .5  percent  of  their  assets  or  5  percent 
of  their  capital  to  a  community  development  financial  institution? 

Answer  to  Additional  Questions  Concerning  CRA: 

I  believe  that  depository  institutions  already  generally  receive 
CRA  credit  for  contributions  or  investments  in  community  develop- 
ment financial  institutions.  On  the  basis  that  CDFIs  are  using 
those  funds  to  promote  community  economic  development,  this  is 
an  appropriate  regulatory  practice.  As  to  the  appropriate  amount 
of  credit  for  this  activity,  it  ought  to  depend  on  the  relative  cost 
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and/or  risk  to  the  investor  bank.  A  market  rate,  FDIC  insured  de- 
posit does  not  have  the  same  cost  or  risk  to  the  investor  or  benefit 
to  the  investee  as  an  equity  investment,  let  alone  a  grant. 

If  the  new  CRA  proposal  put  forward  by  the  New  York  State 
Banking  Department  were  universally  adopted,  then  a  quantitative 
measure  of  CRA  compliance  would  be  established,  which  I  refer  to 
as  the  "reinvestment  ratio."  This  would  be  the  bank's  amount  of 
community  reinvestment  loans,  adiusted  for  related  community  re- 
investment activities,  divided  by  tne  total  insured  deposits.  In  the 
State  Banking  Department  proposal,  a  "safe  harbor"  from  CRA 
would  only  be  provided  to  those  banks  that  had  received  an  "out- 
standing" rating  for  three  years  running. 

I  recently  submitted  testimony  to  the  New  York  State  Banking 
Department  suggesting  extra  credit  formulas  for  various  CRA  ac- 
tivities, including  support  for  community  development  financial  in- 
stitutions. I  further  testified  that  the  reinvestment  ratio  standards 
ought  to  be  consistent  with  the  needs  of  the  community.  For  exam- 
ple, I  suggested  that  an  "outstanding"  CRA  rating  should  require 
a  reinvestment  ratio  of  no  less  than  10  percent  at  the  very  least, 
and  perhaps  more.  Accordingly,  I  believe  that  .5  percent  of  assets 
ought  to  be  a  totally  insufficient  community  reinvestment  ratio  to 
provide  a  safe  harbor  from  CRA. 

Using  a  quantitative  approach  to  CRA,  it  would  be  theoretically 
possible  for  a  bank  to  achieve  all  of  its  CRA  compliance  just  by  in- 
vesting with  CDFIs.  In  actual  practice,  however,  there  wouldn't  be 
nearly  enough  CDFI  investments  available  for  a  bank  of  any  size 
to  satisfy  CRA  through  this  method,  assuming  community  reinvest- 
ment ratios  on  the  order  of  magnitude  I  suggest  were  adopted. 

I  understand  very  well  that  banks  feel  that  CRA  has  saddled 
them  with  a  social  burden  that  is  not  imposed  on  other  corpora- 
tions. Banks,  however,  have  chosen  their  regulated  status  to  obtain 
easy  access  to  capital  through  the  bank  charter  and  Federal  deposit 
insurance.  Because  insured  deposits,  are  our  country's  most  impor- 
tant pool  of  savings,  it's  critically  important  that  the  manner  in 
which  those  savings  are  invested  benefit  our  entire  population. 
One-half  of  one  percent  of  our  Nation's  major  pool  of  investment 
funds  going  toward  low-  and  moderate-income  communities  seems 
impossibly  low. 

Thank  you  for  inviting  my  participation  in  your  deliberations  on 
these  important  issues. 

RESPONSE  OF  STEVEN  W.  LOPEZ  TO  WRITTEN  QUESTIONS 

FROM  SENATOR  RIEGLE 

Question  1 — Community  Lending: 

Q.l.a.  Are  these  institutions  addressing  fully  the  credit  needs  of  dis- 
tressed communities? 

A.l.a.  No.  The  majority  banks  have  found  ways  of  loopholing  CRA 
regulations  through  mere  public  relations  and  self  serving  minority 
organizations  or  leaders. 

Q.l.b.  What  credit  needs  are  not  being  met  and  why? 

A.l.b.  Minority  business  persons  have  a  difficult  time  obtaining 
business  loans  from  the  established  banks.  The  reason  they  don't 
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make  loans  to  minority  business  people  or  residence  of  the  inner 
cities,  is  because  the  inner  city  is  perceived  as  a  high  risk  area  and 
the  majority  banks  don't  like  making  small  loans.  It  takes  as  much 
time  to  package  a  small  loan,  as  it  would  a  large  loan  to  a  well 
known  borrower  in  an  acceptable  area. 

Question  2 — CRA  Enforcement: 

Q.2.  Can  the  credit  revitalization  needs  of  distressed  neighborhoods 
be  satisfied  completely  through  better  enforcement  of  CRA?  If  not, 
why? 

A.2.  No,  because  of  the  following  reasons? 

(1)  The  lenders  from  the  major  banks  do  not  understand  how  to 
lend  to  minorities. 

(2)  If  clear  directives  or  commitments  to  lend  to  qualified  minori- 
ties does  not  come  from  the  Chairman  or  Presidents  of  the  major 
banks,  the  minority  communities  will  continue  to  be  kept  outside 
the  economic  beltway — no  lending  will  be  done. 

(3)  The  major  banks  prefer  to  make  larger  loans  to  well  known 
companies  or  to  well  connected  referrals. 

Q.2.  How  can  we  strengthen  enforcement  of  CRA  to  better  meet  the 
credit  needs  of  distressed  communities? 

A.2.  (a)  Before  the  regulators  such  as  the  OCC  perform  audits  on 
a  particular  bank  they  should  contact  the  various  credit  agencies 
for  recent  loan  applicants  based  on  zip  codes.  They  can  then  send 
out  confirmation  letters  to  the  applicants  to  verity  loan  decision,  so 
when  they  audit  the  bank  in  particular  or  branches,  they  would 
know  which  log  books  to  ask  for.  All  loan  applications  should  be  en- 
tered in  a  log  book.  In  most  instances  though,  minorities  get  verbal 
turndowns,  without  their  application  being  logged,  or  a  credit  re- 
port drawn. 

(b)  The  CPA  as  it  stands  today  based  on  the  above  circumstances 
is  difficult  to  quantify.  Some  banks  get  satisfactory  ratings,  just  by 
merely  underwriting  NAACP,  Urban  League  dinners  and  sponsor- 
ing little  league  teams.  Maybe  it'd  help  if  quantifiable  standards 
can  be  delineated  and  legislated.  For  example,  if  Chase  Manhattan 
were  to  invest  10  percent  of  its'  capital  into  a  minority  financial  in- 
stitutions, it  could  be  then  exempted  from  CPA. 

(c)  As  much  as  possible,  regulators  who  understand  inner  cities 
should  audit  urban  banks  or  branches  for  CPA  purposes. 

Question  3 — ^Distinction: 

Q.3.  Can  you  explain  to  the  Committee  what  factors  make  CDBs 
distinct  from  other  institutions? 

A.3.  The  following  factors  distingfuishes  the  CDB  from  regular 
banks: 

(1)  Apart  from  the  bank  owned  by  the  Holding  Company,  it  can 
become  an  equity  partner  in  a  viable  venture — bringing  needed 
managerial  expertise  to  a  project  in  most  cases. 

(2)  The  mission  of  the  CDB  is  to  make  a  distressed  area  bank- 
able. It  is  a  niche  bank. 

Q.3.  Why  do  you  feel  that  the  creation  of  a  CDB  was  necessary  to 
address  the  needs  of  your  community? 
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A.3.  (a)  Due  to  blatant  redlining. 

(b)  The  time  minorities  spend  complaining  about  the  mainstream 
banks  they  could  be  practicing  capitalism  and  creating  jobs  in 
Grand  Rapids,  where  inner  city  banks  obtained  $508  million  in  de- 
posits from  inner  city  residents,  in  1989  they  loaned  barely  1  per- 
cent of  it  in  the  neighborhood  for  mortgages.  No  business  loans 
were  made. 

Q.3.  How  do  CDBs  fit  within  the  spectrum  of  all  community  lending 
institutions? 

A.3.  The  mission  of  the  CDB  is  to  groom  small  businesses  into  big- 
ger businesses.  So  there  should  be  no  apprehension  as  to  the  subse- 
quent participation  of  major  banks — ^Natural  banking  market  pro- 
gression should  be  allowed  to  take  place.  The  CDB  will  also  need 
the  major  banks  in  the  following  manner: 

(a)  Loan  syndication  wherever  possible. 

(b)  Farming  out  some  backroom  operations  to  the  major  banks. 

(c)  Correspondent  banking — all  of  the  above  can  derive  profitable 
fees  and  earnings  for  the  major  banks. 

The  perceived  two-tier  banking  system  should  not  be  a  concern. 
The  main  concern  should  be  to  bring  African  Americans  into  the 
capitalistic  beltway.  This  would  help  to  grow  the  economy  and  ex- 
pand our  taxable  base.  The  greatest  crime  that  can  be  perpetrated 
is  to  believe  that  the  major  banks  will  change  the  error  of  their 
ways. 

Question  4— NONE. 

Question  5— Impediments: 

Q.5.  Why  are  there  so  few  CDBs  and  what  are  the  impediments  to 
the  formation  of  new  institutions? 

A.5.  It  takes  approximately  $600,000  to  start  a  bank  from  scratch. 

(a)  Established  law  firms  are  typically  beyond  the  financial  reach 
of  the  organizers. 

(b)  The  offering  is  invariably  too  small  for  the  brokerage 
houses — so  the  organizers  and  the  President  of  the  Bank  to  be, 
have  to  market  the  stock. 

(c)  The  organizers  have  a  limited  budget  that  cannot  sustain  a 
coordinated  marketing  attack  to  support  the  capitalization  process. 

(d)  Educating  the  community  as  to  the  benefits  of  owning  their 
own  banks. 

(e)  Opposition  from  Main  Street — ^here  in  Grand  Rapids,  two 
major  banks  and  several  corporations  have  quietly  campaigned 
against  the  rise  of  Southside  Bank,  on  the  grounds  that  it  is  unnec- 
essary. In  a  predominant  republican  enclave,  one  would  feel  that 
a  self-help  project  with  some  assistance  would  be  easily  understood. 

Q.5.  Are  there  other  community  lending  models  that  should  be  ex- 
plored as  part  of  a  Federal  community  development  banking  initia- 
tive? 

A.5.  At  this  time,  myself  and  the  Board  members  are  emulating  the 
Southshore  Bank  model. 
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Question  6 — Limits  of  CDBs: 

Q.6.  Are  CDBs  a  panacea  for  these  ills? 

A.6.  Although  CDB  may  not  be  a  cure  all,  their  benefits  could  be 
the  following: 

(1)  Recycling  indigenous  capital  throughout  the  neighborhood  to 
qualified  borrowers  to  help  create  jobs. 

(2)  Gradually  changing  the  image  of  distressed  areas  from  wel- 
fare to  one  of  a  generation  of  entrepreneurs. 

(3)  Witnessing  the  building  of  economic  blocs  in  the  community 
by  a  younger  generation — so  they  can  also  be  imbued  with  a  "can 
do  spirit." 

Q.6.  What  are  the  limits  of  CDBs? 

A.6.  (a)  They  cannot  afford  to  get  involved  in  unprofitable  ventures, 
(b)  They  have  got  to  be  selective  about  the  ventures  they  finance 
based  on  the  competency  of  the  support  staff. 

Q.6.  What  factors  or  conditions  must  be  present  in  a  community  for 
a  CDB  to  be  successful? 

A.6.  A  structure  that  can  provide  capital  to  help  create  economic 
development. 

Neighborhood  groups  psychologically  seeing  or  experiencing  the 
need  for  economic  development. 

Evidence  of  a  viable  income  and  deposit  base. 

Existence  of  small  businesses  waiting  to  be  brought  out  of  incu- 
bators. 

Existence  of  a  core  of  skilled  managerial  expertise. 

Potential  for  growth  in  various  industries. 

Q.6.  What  other  initiatives  should  we  be  examining  as  part  of  a 
Federal  community  lending  strategy? 

A.6.  (a)  SBA  loans  should  be  underwritten  at  bank  discretion. 

(b)  If  the  project  financed  is  viable  a  two  year  period  of  interest 
payment  only,  should  be  an  option. 

(c)  If  the  above  suggestions  were  to  be  accepted,  they  should  be 
subjected  to  periodic  audited  statements,  and  strict  compliance 
with  SBA  audit  guidelines. 

Question  7 — Safety  and  Soundness: 

Q.7.  Do  institutions  dedicated  to  community  lending  pose  safety  and 
soundness  problems  or  create  significant  risks  to  the  bank  insurance 
funds? 

A.7.  They  can  if  the  following  characteristics  are  not  in  place: 

(1)  A  strong  President^CEO  who  has  familiarity  of  the  oper- 
ational infrastructure  of  banking. 

(2)  A  strong  comptroller  CPA  type  who  has  worked  in  a  major 
bank  as  a  comptroller  to  help  plan  and  budget  for  the  bank,  mon- 
itor cost,  etc.  and  product  profitability. 

(3)  A  strong  and  experienced  senior  lender  who  is  familiar  with 
a  variety  of  loans:  Construction,  commercial  finance,  floor  planning, 
letters  of  credit,  mortgage  warehousing,  etc. 

(4)  A  strong  and  experienced  branch  manager  who  knows  lending 
and  branch  operations. 
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(5)  With  an  experienced  competent  management  staff,  support 
staff  training  would  be  ongoing. 

Q.7.  How  do  existing  community  development  banks  compare  to 
their  peers  in  terms  of  loan  losses,  delinquencies,  defaults,  returns 
on  assets  or  earnings,  or  other  indicators  of  the  health  of  the  institu- 
tions? 

A.7.  The  only  model  that  I  am  familiar  with  is  the  Southshore 
Bank,  and  they  appear  to  be  profitable  based  on  financial  report- 
ing. Loan  losses,  delinquencies,  defaults  are  within  industry  norms. 

Q.7.  What  role  should  the  Federal  financial  regulatory  agencies  play 
with  respect  to  regulating  institutions  that  might  receive  Federal  as- 
sistance? 

A.7.  They  should  be  treated  just  like  the  major  banks:  Audits  by 
FDIC,  OCC  and  State  Banking  Departments. 

Additional  Questions  Concerning  CRA: 

Question  A.  To  what  extend  should  insured  depository  institutions 
receive  credit  toward  fulfillment  of  their  CRA  requirements  for  con- 
tributions to  or  investments  in  community  development  financial  in- 
stitutions? 

A.  To  the  extent  that  the  "investment"  is  quantifiable,  so  it  can  be 
given  a  rating — poor,  satisfactory  or  excellent. 

Question  B.  Should  contribution  to  or  investment  in  community  de- 
velopment financial  institutions  be  sufficient  to  fulfill  an  insured 
depository  institution's  CRA  obligations? 

B.  If  there  are  quantifiable  CRA  regulations  in  place  to  measure 
a  satisfactory  CRA  rating  or  an  excellent  CRA  rating,  then  there 
shouldn't  be  any  problems. 

Question  C.  Would  it  be  appropriate  to  exempt  institutions  from 
CRA  examinations  and  requirements  if  they  contribute  a  sum  equal 
to  approximately  .05  percent  of  their  assets  or  5  percent  of  their  cap- 
ital to  a  community  development  financial  institution? 

A.  I  prefer  to  confine  myself  to  investment  instead  of  contributions. 
I  think  the  most  important  thing  is  to  get  the  majority  banks  to 
start  cooperating  with  the  minority  banks  by  investing  in  them;  to 
tackle  the  major  tasks  of  making  distressed  neighborhoods  bank- 
able. Any  target  number,  that  will  help  to  capitalize  a  CDB  and 
make  it  viable,  should  be  a  good  start.  If  5  percent  of  capital  will 
do  it,  then  let  it  be  5  percent. 

RESPONSE  OF  EDWARD  H.  McNAMARA  TO  WRITTEN 
QUESTIONS  FROM  SEANTOR  RIEGLE 

Question  1 — Community  Lending: 

Are  commercial  banks,  savings  &  loans,  non-profit  organizations, 
and  other  lending  institutions  addressing  fully  the  credit  needs  of 
distressed  communities?  What  credit  needs  are  not  being  met  and 
why? 
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Answer  1: 

Although  these  institutions  meet  the  credit  needs  of  several  "lay- 
ers" in  the  spectrum  of  credit  needs,  the  credit  needs  in  distressed 
communities  remain  unmet.  In  housing,  for  example,  these  unmet 
needs  include  financing  for  multifamily  housing  projects,  single 
family  mortgages,  home  improvement  loans,  and  purchase  and  re- 
habilitation loans.  In  enterprise  development  (or  small  business), 
the  needs  include,  among  others,  small  business  working  capital 
and  term  financing,  early  stage  expansion  credit,  and 
microenterprise  lending. 

The  reasons  for  this  Tack  of  credit  are  two-fold:  First,  the  primary 
purposes  or  missions  of  these  organizations  are  broad  and  not  fo- 
cused on  a  neighborhood's  development  (with  the  exception  of  non- 
profits). Second,  distressed  communities  need  more  than  just  credit. 
They  need  coordinated  interventions  that  will  create  demand  for 
credit  and  make  lending  activity  less  risky.  The  effective  delivery 
of  credit  in  these  neighborhoods  often  requires  a  specialized  knowl- 
edge and  experience  to  identify  and  structure  transactions  that  pro- 
viofe  access  to  credit  yet  minimize  risk  to  the  lender. 

The  primary  obligations  of  commercial  banks,  savings  and  loans, 
and  credit  unions  are  to  their  shareholders.  The  consolidation  in 
the  financial  industry  has  put  increased  pressure  on  these  institu- 
tions to  meet  the  expectations  of  their  shareholders.  Wall  Street, 
and  regulators  and  seek  the  most  attractive  markets  possible. 
These  organizations  are  not  the  best-suited  to  meet  the  developing 
credit  needs  in  distressed  communities  for  several  reasons: 
— Loans  in  these  communities  are  less  profitable  due  to  their  small- 
er size,  the  time  needed  to  work  witn  less  financially  experienced 
borrowers,  and  the  lender's  unfamiliarity  with  the  local  market. 
Finding  good  business  opportunities  in  distressed  communities 
requires  time,  patience,  and  effort,  all  of  which  are  additional 
costs  to  be  borne  by  the  lender. 
— The  institutions  are  less  familiar  with  distressed  and  minority 
communities  and  therefore  less  able  to  assess  risk.  Many  loans 
that  would  be  bankable  by  conventional  standards  are  not  being 
made  for  a  variety  of  reasons,  a  situation  which  should  change 
^adually  over  time.  Second,  finding  good  lending  opportunities 
in  these  markets  requires  local  market  knowledge  to  evaluate 
and  structure  loans  to  maintain  a  reasonable  degree  of  risk. 
— Regulated  institutions  build  a  diverse  portfolio  of  loans  rather 
than  concentrating  resources  in  a  particular  geographical  area  or 
community.    In    contrast,    distressed    communities    need    con- 
centrated and  heavy  investment  to  create  change.  An  institution 
that  targets  a  particular  area  is  forced  to  find,  or  make,  good 
business  opportunities  in  that  community  rather  than  seeking 
the  best  possible  opportunities  around  a  broad  service  area. 
Many  of  the  credit  needs  in  distress  communities  are  met  by 
non-profit  organizations.  Although  several  non-profit  organizations 
are  very  sophisticated  lenders,  many  do  not  have  the  lending  expe- 
rience or  capital  to  provide  a  comprehensive  set  of  resources.  They 
are  not  regelated  depositories  and  cannot  leverage  their  capital 
into  a  significantly  larger  amount  of  development  credit. 

As  a  public  agency,  Wayne  County  is  very  aware  of  Grovernment's 
capacities  and  limitations.  Public  sector  agencies  face  pressure 
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from  various  political  agendas,  a  cycle  of  frequent  change,  and  high 
competition  for  public  resources.  Grovernment  does  not  face  the 
sink-or-swim  discipline  of  the  marketplace  that  forces  a  business  to 
adapt  and  succeed  or  fail.  A  non-governmental,  permanent  organi- 
zation can  make  the  revitalization  of  a  particular  community  its 
primary  purpose.  In  addition,  it  can  efficiently  combine  public  and 
private  resources  to  achieve  that  long  term  goal. 

The  second  point  is  perhaps  even  more  important  in  Wayne 
County.  If  a  community  is  fortunate  enough  to  have  conventional, 
non-profit  and  public  sector  lenders  and  no  visible  credit  gap,  there 
may  remain  a  need  for  a  proactive,  initiating  activity  to  create  new 
demand.  Unlike  most  lenders,  a  community  development  bank 
combines  a  regulated  bank  with  non-bank  tools  designed  to  create 
change  in  a  particular  community.  As  the  non-bank  affiliates  un- 
dertake "top  down"  development  projects,  they  encourage  local  resi- 
dents to  invest  in  the  neighborhood  as  well.  This  confidence  evolves 
into  new  demand  for  credit  which  can  be  met  by  the  bank. 

Question  2 — CRA  Enforcement: 

Can  the  credit  and  revitalization  needs  of  distressed  neighbor- 
hoods be  satisfied  completely  through  better  enforcement  of  CRA? 
How  can  we  strengthen  enforcement  of  CRA  to  better  meet  the  credit 
needs  of  distressed  communities? 

Answer  2: 

As  described  above,  the  revitalization  of  distressed  neighborhoods 
requires  more  than  just  credit.  Therefore,  increased  enforcement  of 
CRA  can  only  go  so  far  in  addressing  the  complex  challenges  posed 
in  these  communities. 

Although  improved  enforcement  of  CRA  would  meet  more  of  the 
credit  needs  in  these  communities,  banks  would  continue  to  see  it 
as  a  burden  to  be  minimized.  Banks  and  S&Ls  might  be  more  moti- 
vated to  ensure  access  to  conventional  credit  in  distressed  commu- 
nities if  certain  changes  were  made. 

(1)  CRA  guidelines  should  be  clarified  and  performance  evalua- 
tions should  focus  on  the  amount  of  dollar  invested,  both  directly 
and  indirectly.  At  present,  CRA  compliance  is  not  driven  by  out- 
puts. Guidelines  should  be  clarified  so  banks  know  what  activities 
earn  "CRA  credit."  For  example,  lenders  might  coordinate  with  a 
community-based  organization  with  specialized  market  knowledge 
as  a  way  to  deliver  credit  effectively.  Regulations  should  be  stream- 
lined so  banks  can  focus  on  funding  ways  to  increase  lending  and 
investment  opportunities  rather  than  on  documenting  community 
needs  and  bank  research  efforts. 

(2)  There  should  be  positive  rewards  for  banks  with  outstanding 
CRA  performance.  The  motivation  to  meet  community  credit  needs 
might  be  heightened  by  using  incentives  rather  than  only  punish- 
ment. Banks  with  an  exceptional  CRA  performance  might  earn  ac- 
cess to  desired  activities  or  broadened  powers.  Incentives  should 
not  substitute  for  enforcement,  as  many  smaller  banks  may  not  re- 
spond to  the  incentives. 

(3)  CRA  regulators  should  be  better  educated  about  the  range  of 
tools  used  to  make  loans  in  low-  and  moderate-income  neighbor- 
hoods. The  safety  and  soundness  regulators  tend  to  be  unaware  of 
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the  various  tools  used  to  manage  the  risks  of  lending  to  these  mar- 
kets and  often  contradict  the  recommendations  of  the  CRA  regu- 
lators. Regulatory  agencies  should  give  their  staff  methods  to 
evaluate  the  effectiveness  of  character  lending  rather  than  a  sole 
reliance  on  collateral  values  and  financial  ratios. 

Question  3 — ^Distinction: 

Q.3A..  What  factors  make  Community  Development  Banks  distinct 
from  other  institutions? 

A.3.A.  A  communitj^  development  bank  differs  from  conventional 
lending  institutions  in  several  ways: 

— ^Targeting  of  resources  wdthin  a  particular  geographic  area  with 
the  goal  of  renewing  the  market  forces  and  economy  in  that  par- 
ticular area. 
— ^The  combination  of  banking  with  specialized,  non-banking  activi- 
ties designed  to  meet  the  particular  needs  and  opportunities  of 
that  particular  community.  A  CDB  might  use  a  real  estate  devel- 
oper, for  example,  to  undertake  top-down  housing  and  commer- 
cial rehabilitation  projects  to  make  a  visible  impact  on  the  com- 
munity and  to  change  perceptions  and  confidence.  It  might  use 
a  non-profit  affiliate  to  train  and  place  residents  in  jobs,  provide 
non-bank  credit  and  training  to  very  small  businesses,  or  design 
support  services  for  apartment  building  tenants  or  homeowners. 
— ^A  singular  purpose  of  long-term  revitalization  of  a  particular 
community  and  a  commitment  to  permanence.  A  CDB  has  an 
identity  of  interest  with  the  health  of  the  community  in  which  it 
operates.  If  the  community  improves,  the  business  risk  of  lending 
and  investing  will  decline;  if  the  community  falters  or  continues 
to  slide,  loans  become  more  risky.  In  effect,  a  CDB  combines  the 
expertise  and  commitment  to  profit  of  a  bank  with  the  neighbor- 
hood level  commitment  of  a  non-profit  community  organization. 
— Creative  use  of  multiple  forms  of  resources,  ranging  from  philan- 
thropic money  to  public  subsidy  to  depositors  funds.  A  CDB  is  an 
efficient  user  of  a  wide  range  of  tools  and  resources  to  best  serve 
community  needs. 
— ^A  CDB  attempts  to  create  new  demand  for  credit  by  changing 
perceptions  and  confidence  within  a  targeted  community.  The 
non-bank  affiliates  enter  the  market  first  with  large  scale,  top 
down  development  projects.  As  the  market  begins  to  change,  local 
demand  for  specialized  credit  (such  as  purchase  and  rehab  fi- 
nancing) increases.  As  the  market  becomes  more  stable,  credit 
risk  declines.  These  coordinated  interventions  essentially  "open" 
the  market  and  allow  normal  competition  and  market  supply  and 
demand  to  resume. 

A  community  development  bank  is  distinguished  from  non-regu- 
lated community  based  lenders  by  its  larger  capitalization,  its  abil- 
ity to  leverage  that  capital  by  accepting  deposits,  and  the  regu- 
latory oversi^t  that  ensures  prudent  and  sound  lending  practices. 
Profitability  is  a  critical  feature  of  a  development  bank.  To  be  a 
permanent  institution  within  the  community  and  to  meet  the  fu- 
ture credit  needs  of  its  customers,  a  community  development  bank 
must  earn  profits  to  grow  its  capital  base. 

By  combining  the  community-based  commitment  and  social/fi- 
nancial approach  of  a  non-profit  with  the  resources  and  technical 
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capabilities  of  a  regulated  bank,  a  CDB  is  a  uniquely  capable  deliv- 
ery agent  for  public,  private,  and  philanthropic  resources.  A  devel- 
opment bank  can  marshall  resources  that  would  not  otherwise 
come  into  the  community,  such  as  philanthropic  investment  and 
grants,  Federal  loan  guarantee  programs,  secondary  market  mech- 
anisms, low-income  housing  tax  credits,  JTPA  and  numerous  other 
programs.  Because  it  knows  the  target  market  intimately,  a  devel- 
opment bank  can  choose  the  most  appropriate  tools  and  use  them 
to  reinforce  each  other  and  generate  synergies. 

Q.3.B.  Why  do  you  feel  that  the  creation  of  a  CDB  was  necessary 
to  address  the  needs  of  your  community? 

A.3.B.  In  the  older  communities  of  Wayne  County,  we  have  inactive 
real  estate  markets  that  present  few  opportunities  to  conventional 
lenders.  Although  banks  compete  for  attractive  mortgage  lending 
within  the  City  of  Detroit  to  meet  their  CRA  obligations  and  par- 
ticipate in  partnerships  with  non-profits  to  provide  small  business 
credit,  the  real  estate  markets  remain  an  obstacle.  Although  sig- 
nificant amounts  of  public  resources  have  been  poured  into  these 
commimities,  the  markets  are  failing  to  work. 

We  believe  that  a  private  sector-managed  community  develop- 
ment bank  can  be  the  mechanism  to  jumpstart  the  rebirth  of  our 
urban  neighborhoods.  The  development  bank  will  include  a  regu- 
lated commercial  bank,  a  for-profit  real-estate  developer,  and  a 
non-profit  providing  small  business  support  services  and  housing 
assistance.  Through  a  careful  targeting  of  resources,  it  can  stabilize 
certain  neighborhoods  that  are  threatened  by  blight.  The  opportu- 
nities include  attractive  housing  stock,  affordable  land  values,  and 
a  strong  home  ownership  base  with  block  clubs  and  community  or- 
ganizations. A  community  development  bank  should  be  able  to  halt 
the  spread  of  blight  through  the  remaining  pockets  of  strength  in 
distressed  neighborhoods  throughout  Wayne  County. 

Although  an  effective  delivery  system  for  philanthropic,  private, 
and  public  resources,  a  CDB  is  not  a  panacea.  It  will  rely  on  serv- 
ing a  cross-section  of  Wayne  County's  older  communities  to  com- 
bine areas  of  extreme  disinvestment  and  need  with  the  working 
class/moderate-income  neighborhoods  necessary  to  support  a  bank. 
As  a  permanent,  private  institution  with  a  long  term  development 
objective,  however,  we  believe  a  commimity  development  bank  can 
begin  the  process  of  rebuilding  our  neighborhoods  one  by  one. 

Q.3.C.  How  do  CDBs  fit  within  the  spectrum  of  all  community  lend- 
ing institutions? 

A.3.C.  If  the  spectrum  of  community  lending  institutions  is  de- 
scribed with  conventional  financial  institutions  at  one  end  and  non- 
profit loan  funds  at  the  other,  CDBs  are  somewhere  in  between. 
CDBs  are  much  more  proactive  than  banks  and  S&Ls  in  the  design 
and  delivery  of  coordinated  bank  and  non-bank  products  and  serv- 
ices. CDBs  are  also  better  capitalized  and  have  more  comprehen- 
sive interventions  than  most  non-regulated  community  lenders.  By 
accepting  deposits,  a  CDB  can  leverage  the  amount  of  capital  in- 
vested by  8  to  12  times  and  convert  deposits  into  development  cred- 
it. 
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There  is  a  wide  range  of  credit  needs  within  disinvested  commu- 
nities. Different  market  niches  are  best  filled  by  specialized  institu- 
tions. A  bank  holding  company  can  combine  many  of  these  special- 
ized lenders  within  it  (such  as  a  bank  and  a  non-profit,  for  exam- 
ple), however,  a  bank  also  requires  higher  capitalization  and  higher 
revenues  to  cover  its  operating  costs.  There  are  many  markets 
where  either  the  market  is  too  small  or  the  degree  of  blight  and 
disinvestment  is  too  high  for  a  CDB  to  operate  profitably.  These 
markets  are  best  served  by  specialized  Community  Development 
Finance  Institutions,  such  as  community  development  credit 
unions,  community  development  loan  funds,  and  microenterprise 
lenders  who  target  a  particular  segment  of  the  market  and  meet 
those  credit  needs. 

Follow-up:  Concerns  About  a  Dual  Banking  System 

As  mentioned  above,  Wayne  County  is  very  aware  of  Govern- 
ment's limitations.  A  program  creating  CDB's  as  Government 
banks  would  be  destined  for  failure.  The  success  of  existing  devel- 
opment banks  demonstrates  that  the  most  effective  economic  devel- 
opment institutions  are  market  driven  and  accountable  to  the  busi- 
nesses and  customers  they  serve.  Development  banks  should  con- 
tinue to  have  exactly  the  same  status  and  set  of  requirements  as 
any  other  bank  holding  company  and  regulated  financial  institu- 
tion. The  standards  of  performance  should  remain  high  to  ensure 
a  business-like  approach  to  development  and  to  ensure  prudent  and 
sound  lending  and  management  practices.  As  Shorebank  Corpora- 
tion's financial  results  have  demonstrated,  it  is  possible  to  be  a  de- 
velopment institution  and  a  profitable  bank. 

Question  4 — missing. 

Question  5 — Impediments: 

Why  are  there  so  few  CDBs  and  what  are  the  impediments  to  the 
formation  of  new  institutions?  Are  there  other  community  lending 
models  that  should  be  explored  as  part  of  a  Federal  community  de- 
velopment banking  initiative? 

Answer  5: 

As  the  oldest  CDB,  South  Shore  Bank  has  spent  many  years  fig- 
uring out  what  works  in  distressed  and  underinvested  commu- 
nities. The  Self-Help  Credit  Union  and  Southern  Development 
BanCorporation  have  also  adapted  these  methods  to  rural  environ- 
ments. The  strategy  was  largely  discounted  until  the  1980s  when 
Shorebank  began  to  achieve  scale  and  momentum.  As  evidence 
began  to  mount  that  the  approach  was  creating  change  in  these 
neighborhoods,  Shorebank  received  many  inquiries  from  others 
seeking  advice  on  replication  and  adaption.  We  were  one  of  those 
parties. 

The  biggest  impediments  facing  those  who  want  to  establish  a 
development  bank  include  recruiting  capable  management,  raising 
patient  capital  that  is  willing  to  accept  long  term  returns,  and  fi- 
nancing organizational  and  start-up  costs.  In  addition,  new  devel- 
opment banks  will  need  to  finance  technical  assistance  from  exist- 


70-832  0-93-8 


220 

ing  CDBs  to  avoid  reinventing  the  wheel  in  the  process  of  adapting 
the  model  to  their  local  needs  and  opportunities. 

Like  any  business,  the  most  important  element  in  a  CDB's  suc- 
cess is  capable  management.  Although  there  are  few  "ready-made" 
development  bankers  available,  we  believe  there  are  experienced 
non-bank  lenders  with  the  ability  to  build  and  manage  an  organiza- 
tion. Similarly,  there  may  be  bankers  who  would  like  to  shift  to  a 
greater  development  focus.  Regardless  of  the  management  team  we 
identify,  we  hope  to  receive  guidance  and  management  training 
from  existing  CDBs. 

Credit  needs  and  market  opportunities  vary  among  communities. 
In  those  communities  where  the  credit  needs  are  narrower,  in  par- 
ticular, there  may  be  a  stronger  need  for  a  specialized  non-lender 
such  as  a  community  development  credit  union  to  provide  local 
banking  services,  or  a  loan  fund  to  finance  housing  institutions, 
each  with  a  specialized  role  and  market  niche.  Federal  support  for 
these  organizations  is  important  to  filling  the  credit  gaps  in 
disinvested  communities.  However,  Federal  legislation  should  be  fo- 
cused on  the  particular  support  needs  of  each  type  of  institution, 
rather  than  try  to  meet  the  needs  of  all  community  development 
institutions  simultaneously.  Such  an  approach  usually  results  in 
finding  the  lowest  common  denominator,  rather  than  developing  ef- 
fective and  efficient  legislation. 

Question  6 — Limits  of  CDBs: 

Are  CDBs  a  panacea  for  the  ills  facing  disinvested  communities? 
What  are  the  limits?  What  factors  or  conditions  must  be  present  in 
a  community  for  a  CDB  to  be  effective?  What  other  initiatives 
should  we  be  examining  as  part  of  a  Federal  community  lending 
strategy? 

Answer  6: 

Community  development  banks  can  be  a  very  effective  model  for 
urban  and  rural  economic  development,  but  they  are  not  a  panacea. 
CDBs  are  an  effective  means  of  delivering  resources  within  a  tar- 
geted, distressed  community.  While  a  CDB  tries  to  build  the  capac- 
ity of  local  residents  to  access  and  use  those  resources,  some  com- 
munities require  much  greater  investment  of  time.  A  CDB  looks  for 
market  conditions  to  support  both  the  bank  and  the  non-bank  af- 
filiates, such  as  a  real  estate  developer.  The  bank  needs  a  strong 
working  or  moderate-income  class  population  that  can  borrow  from 
the  bank.  In  contrast,  the  developer  needs  an  area  with  sufficient 
blight  that  it  can  attract  the  subsidy  required  to  undertake  large, 
top  down  rehab  projects.  A  possible  list  of  target  area  selection 
might  include: 

— ^A  sufficient  level  of  distress; 
— A  mixed  income  population  with  some  working  class  economic 

strength; 
— Population  and  market  opportunity  sufficient  to  support  a  bank; 
— Close  to  areas  with  healthy  economic  activity; 
— Salvageable  housing  stock  (if  a  housing  driven  strategy); 
— Defensible  boundaries  (which  allow  targeted  investment); 
— Presence  of  other  development  actors. 
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Other  initiatives  that  would  affect  the  development  impact  of 
CDBs  include  incentives  and  accountability  under  the  Community 
Reinvestment  Act.  In  addition,  new  ways  of  delivering  portfolio- 
based  guarantees  to  small  business  lenders  would  complement  the 
SBA  7(a)  lending  program  and  reduce  the  usage  costs  for  banks 
(such  as  the  Capital  Access  Program  run  by  the  Michigan  Depart- 
ment of  Commerce). 

Question  7 — Safety  and  Soundness: 

Do  institutions  dedicated  to  community  lending  pose  safety  and 
soundness  problems  or  create  significant  risks  to  the  bank  insurance 
funds?  How  do  existing  community  development  banks  compare  to 
conventional  lenders  in  financial  performance?  What  role  should  the 
Federal  regulatory  agencies  pay  with  respect  to  regulating  institu- 
tions that  might  receive  Federal  assistance? 

Answer  7: 

I  will  address  the  first  and  third  questions  only,  as  the  second 
is  best  addressed  by  the  existing  CDBs  themselves. 

First,  if  CDBs  are  regulated  by  the  same  regulatory  authorities 
as  are  other  banks  and  bank  holding  companies,  the  standard  of 
safety  and  soundness  should  not  differ  from  that  of  other  institu- 
tions. Risk  is  mitigated  through  adequate  capitalization,  training 
and  development  of  management,  and  effective  internal  control  sys- 
tems and  procedures.  The  strong  financial  performance  of 
Shorebank  Corporation,  the  CDB  with  which  I  am  most  familiar, 
suggest  that  CDBs  do  not  pose  any  inherently  higher  risks  to  the 
banking  system. 

The  greatest  risk  in  the  establishment  of  CDBs  lies  in  a  too  rapid 
pace  of  establishing  these  institutions.  It  is  more  prudent  to  take 
the  time  to  design  effective  legislation  and  to  identify  the  best  can- 
didates for  any  Federal  support  rather  than  aim  to  produce  quan- 
tity at  the  expense  of  quality. 

In  response  to  the  third  question,  I  again  emphasize  that  CDBs 
should  not  come  under  any  special  rules  or  either  more  or  less 
stringent  oversight  than  any  other  banks.  There  are  many  smaller 
commercial  banks  and  savings  and  loans  across  this  country  that 
have  engaged  in  community  lending  for  many  years  and  who  have 
operated  under  the  same  regulatory  guidelines.  A  CDB  is  different 
in  how  it  combines  that  lending  function  with  other,  non-bank  ac- 
tivities. These  permitted  non-bank  activities  are  regulated  by  the 
Federal  Reserve. 

Federal  assistance  must  be  carefully  designed  to  not  alter  the  in- 
centives and  decision-making  behavior  of  management.  The  stand- 
ard for  safety  and  soundness  and  prudent  lending  must  remain 
high.  Greater  education  of  regulators  about  the  strategy  and  its  ap- 
proach might  make  routine  regulatory  scrutinies  less  painful,  but 
the  performance  expectation  should  be  no  different  than  for  other 
financial  institutions. 

Additional  Questions  Concerning  CRA: 

A.  To  what  extent  should  insured  depository  institutions  receive 
credit  toward  fulfillment  of  their  CRA  requirements  for  contribu- 
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tions  to  or  investments  in  community  development  financial  institu- 
tions (CDFIs)? 

B.  Should  contribution  to  or  investment  in  community  develop- 
ment financial  institutions  be  sufficient  to  fulfill  an  insured  deposi- 
tory institution's  CRA  obligations? 

C.  Would  it  be  appropriate  to  exempt  institutions  from  CRA  ex- 
aminations and  requirements  if  they  contribute  a  sum  equal  to  ap- 
proximately .05  percent  of  their  assets  or  5  percent  of  their  capital 
base  to  a  CDFI? 

Answers: 

A  Insured  depository  institutions  should  receive  some  credit  for 
investments  or  contributions  to  CDFIs,  as  these  community-based 
organizations  can  often  serve  a  niche  market  much  more  effectively 
than  can  a  regulated  bank.  The  extent  of  credit  granted  for  sucn 
investments,  however,  should  not  relieve  the  lending  institution  of 
all  of  its  CRA  obligations.  Banks  are  the  primary  vehicle  for  basic 
banking  services,  consumer  credit,  mortgage  lending  and  other 
forms  of  credit.  Non-profit  and  other  CDFIs  are  designed  to  fill  a 
market  gap,  but  not  to  permanently  replace  a  function  that  rightly 
belongs  with  the  mainstream  financial  system. 

B.  No.  If  a  depository  is  providing  a  wide  range  of  support  serv- 
ices to  the  CDFI  and  is  providing  a  wide  range  of  financial  services 
(such  as  those  provided  by  a  bank)  through  it,  then  perhaps  a  high- 
er percentage  of  CRA  is  warranted.  There  should  be  compliance 
with  the  spirit  of  CRA,  not  only  the  letter. 

C.  No.  As  mentioned  above,  CRA  performance  should  be  evalu- 
ated on  outputs  to  the  community.  If  a  bank  capitalizes  or  grants 
funds  to  a  CDFI  without  the  capacity  to  translate  those  funds  into 
meaningful  access  to  credit  in  the  community,  then  there  has  not 
been  a  significant  increase  in  credit  outputs  to  the  community. 
Banks  have  a  specialized  training  and  experience  in  lending  and 
servicing  loan  portfolios.  That  responsibility  cannot  be  passed  on  to 
CDFIs  which  lack  the  systems,  infrastructure,  and  experienced 
staff  to  make  prudent  loans. 

RESPONSE  OF  RONALD  L.  PHILLIPS  TO  WRITTEN  QUESTIONS 

OF  SENATOR  RIEGLE 

Question  1 — CPA  Enforcement: 

Can  the  credit  and  revitalization  needs  of  distressed  neighbor- 
hoods be  satisfied  through  better  enforcement  of  CPA  alone,  instead 
of  the  creation  of  a  network  of  CDBs  or  other  community -based 
lenders? 

Answer  1:  In  part.  The  credit  and  revitalization  needs  of  dis- 
tressed neighborhoods  (and  rural  communities)  must  be  addressed 
through  continued  and  vigilant  enforcement  of  CPA.  CPA  has 
helped  to  stimulate  bank  involvement  in  credit  markets  that  other- 
wise may  not  occur. 

However,  the  creation  of  CDBs  or  other  community-based  finan- 
cial, housing  and  economic  development  institutions  are  a  nec- 
essary complement  to  CPA  because  these  institutions  identify, 
package  and  present  proiects  to  mainline  banks  for  financing  that 
otherwise  cannot  be  developed. 
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Therefore,  a  CDB  or  bank  affiliation  with  a  community-based  or- 
ganization would  represent  a  more  proactive  application  of  CPA. 

How  can  we  strengthen  enforcement  of  CPA  to  better  meet  the 
needs  of  distressed  communities'? 

Answer  2:  Analysis  of  bank  lending  patterns  continue  to  show 
discrimination  to  minority  communities.  In  many  instances,  the 
bank  lending  officer  is  caught  between  two  conflicting  goals:  loan 
safety,  and  community  reinvestment.  Loans  to  small  businesses 
have  been  particularly  affected  by  this  contradiction.  These  dispari- 
ties must  be  addressed  by  clearer  CPA  guidelines  for  both  bank 
personnel  and  examiners. 

But  banks  do  not  tend  to  understand  or  know  how  to  reach  un- 
derserved  markets.  A  community  development  bank  is  a  model  for 
reaching  underserved  communities,  and  those  who  still  suffer  from 
discriminatory  lending  patterns.  The  community  development  bank 
concept  must  be  broadened  wherein  CPA  endorses  (and  rewards)  a 
bank  affiliation  with  a  nonprofit  community-based  organization  (or 
helps  establish  an  organization  if  none  exists)  to  develop  the  mar- 
ket for  mortgages,  commercial  real  estate,  small  business, 
consumer  and  other  credit  needs. 

In  Maine,  banks  and  consortiums  of  banks  have  affiliated  with 
Coastal  Enterprises  to  extend  credit  targeted  to  certain  rural  popu- 
lations, communities  and  industry  sectors  (e.g.  value-added  natural 
resource  enterprises,  small  business  manufacturing,  microenter- 
prises,  child  care  centers,  affordable  housing  subdivisions,  women, 
AFDC  recipients). 

How  are  community -based  financial  institutions  distinct  from 
banks  and  how  can  we  ensure  that  support  for  these  institutions 
does  not  undermine  the  obligation  of  other  insured  depository  insti- 
tutions to  address  community  lending  needs? 

Answer  3:  Capital  is  a  necessary  but  insufficient  ingredient  in 
community  development.  Community-based  financial  institutions 
are  distinct  from  banks  because  they  perform  a  variety  of  pre-credit 
functions  essential  to  developing  credit-worthy  opportunities.  In  a 
nutshell,  community-based  organizations:  are  intimate  with  their 
communities  and  market  region;  are  professionally  staffed  with 
people  skilled  in  project  development,  and  mobilizing  federal,  state 
and  private  resources;  provide  technical  assistance  to  prospective 
individual  and  small  business  bank  borrowers;  develop  the  plans 
for  and  manage  housing,  health  or  dependent  care  facilities;  and 
mobilize  and  provide  development  capital  essential  to  securing 
bank  participation. 

If  CRA  encourages  partnerships  between  community  organiza- 
tions and  banks,  the  capacity  of  how  to  meet  their  obligations  will 
be  facilitated  rather  than  undermined;  and  the  lending  needs  of 
communities  will  be  significantly  enhanced. 

Question  2 — Community  Development  Needs: 

What  are  the  most  significant  development  gaps  inhibiting  revi- 
talization  of  distressed  communities? 

Answer  1:  Among  the  more  significant  development  gaps  are  the 
presence  of  viable,  community-based  institutions  that  demonstrate 
capacity,  scale  and  permanence  to  develop  their  market  region. 
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Are  there  products  or  services  that  community-based  institutions 
provide  that  banks  do  not,  but  could  provide? 

Answer  2:  Yes.  But  if  a  bank  formed  a  community  development 
bank,  then  it  would  include  the  products  or  services  that  commu- 
nity-based institutions  are  concerned  about,  particularly  the  ap- 
proach to  community  revitalization  that  is  holistic  and  comprehen- 
sive, targeted  and  inclusive  of  a  variety  of  nonprofit  activities  nor- 
mally not  associated  with  existing  banks. 

For  example,  the  bank  would  have  a  relationship  to:  commercial 
real  estate  development;  soft  lending  and  technical  assistance  for 
businesses,  including  microloans;  venture  capital;  use  of  special 
federal,  state  or  private  foundation  programs  for  housing,  commu- 
nity and  business  development. 

Short  of  forming  a  community  development  bank,  by  affiliating 
with  a  community -based  organization,  or  helping  to  establish  one 
if  none  exists,  a  bank  could  ensure  the  products  or  services  needed 
for  the  community  are  being  developed. 

Are  there  products  or  services  that  community-based  institutions 
provide  that  banks  cannot? 

Answer  3:  Yes.  Community-based  institutions  have  developed  a 
culture  of  professionals  dedicated  to  working  in  low-income  neigh- 
borhoods, rural  communities,  and  with  populations  normally  cut  off 
from  the  economic  mainstream.  This  network  includes  community 
development  corporations,  which  have  developed  320,000  units  of 
low-income  housing,  17  million  square  feet  of  commercial  real  es- 
tate, and  made  3,500  small  business  loans  creating  at  least  90,000 
jobs;  community  development  credit  unions;  community  loan  funds; 
and  microloan  groups. 

It  is  not  clear  that  existing  banks  can,  or  should  try,  to  com- 
pletely integrate  this  kind  of  culture.  As  a  first  step,  affiliation 
with  the  special  capacities  of  the  community-based  institution  may 
be  desirable. 

Question  3 — ^Two-Tiered  System: 

Is  this  a  legitimate  concern?  Why  or  why  not? 

Answer  1:  It  is  a  legitimate  concern  if  community  development 
banks  are  seen  as  a  solution  to  the  problems  of  distressed  commu- 
nities irrespective  of  the  existing  banking  system  or  CRA. 

If,  however,  community  development  banking  is  viewed  in  its 
broader  sense,  that  is,  as  a  way  to  enhance  CRA  through  existing 
bank  affiliations  with  community-based  institutions,  then  you  are 
getting  the  best  of  both  worlds:  the  participation  of  existing  banks, 
and  the  partnership  with  community  organizations  intimate  with 
the  market  region. 

In  some  communities,  formation  of  a  new  community  develop- 
ment bank  as  a  special  institution  for  certain  market  niches  may 
be  necessary  and  ought  to  be  valued  as  part  of  a  community  revi- 
talization strategy. 

If  we  adopt  a  policy  of  assisting  community  lending  institutions, 
how  can  we  ensure  that  other  institutions  are  not  let  off  the  hook 
of  providing  credit  in  distressed  communities? 

Answer  2:  Again,  CRA  must  be  upheld  as  the  primary  induce- 
ment to  meeting  the  credit  needs  of  communities.  Community  de- 
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velopment  banking,  and  affiliation  with  community  organizations, 
are  extensions  of  CRA,  not  replacements. 

Question  4 — Community-Based  Lenders: 

How  are  your  institutions  different  from  COBS'?  How  are  they 
similar  to  CDBs? 

Answer  1:  How  do  non-CDB  groups  differ?  Our  institutions,  that 
is,  community  development  corporations,  community  loan  fimds, 
and  microloan  organizations,  are  fulfilling  community  development 
needs  that  go  well  beyond  the  capacity  of  a  bank  to  perform. 

We  are  different  because  we  are  performing  the  nonprofit  devel- 
opment functions  independent  of  serving  as  a  regulated,  depository 
institution.  Credit  unions,  however,  are  regulated,  and  are  much 
more  similar  to  a  CDB  in  that  regard. 

We  are  also  different  because  in  many  instances  we  affiliate  with 
existing  banks  to  gain  their  participation  in  our  community  devel- 
opment initiatives.  For  example,  in  CEI's  case,  we  have  leveraged 
$60  million  in  bank  financing  for  primarilv  business  and  housing 
projects  whose  credit  needs  otherwise  would,  not  be  met. 

How  are  we  similar?  Commonalities  include:  targeting  of  re- 
sources of  low-income  communities;  mobilizing  other  private  and 
public  funds  for  our  projects  (e.g.  SEA  7(a)  guarantee  program,  low- 
income  housing  tax  credits,  job  training  funds). 

What  is  the  justification  for  including  these  institutions  in  any 
new  community  banking  initiative? 

Answer  2:  There  are  several  sound  reasons  for  broadening  eligi- 
bility for  a  commimity  banking  initiative.  First,  the  most  oDvious 
is  the  commonality  of  our  goals,  inclusion  of  mainline  banks  in  the 
process,  and  overall  expanded  political  base  for  the  community  re- 
vitalization  field. 

Second,  by  inference,  this  question  suggests  an  either/or  situa- 
tion. But  a  program  that  supports  a  menu  and  diversity  of  ap- 
proaches would  be  more  strategic,  and  have  a  wider  audience. 
Thus,  in  some  cases,  Federal  funding  to  form  or  further  develop  a 
CDB  or  credit  union  may  be  appropriate  (to  include  consideration 
of  FDIC-troubled  banks);  in  other  cases.  Federal  funding  to  spur  an 
affiliation  between  existing  banks  and  community  organizations 
(e.g.  community  development  corporations,  community  loan  funds, 
microloan  funds)  may  be  appropriate. 

Third,  the  field  of  community  development  is  much  broader  than 
CDBs.  There  are  virtually  only  a  handful  of  CDBs  in  the  25  years 
that  South  Shore  Bank  has  been  in  existence.  On  the  other  hand, 
there  are  several  thousand  community  development  corporations, 
community  development  credit  unions,  community  loan  funds,  and 
microloan  funds.  There  are  also  EDA  development  districts,  munic- 
ipal and  county  development  organizations,  SBA  504  certified  de- 
velopment companies,  and  SBA  Small  Business  Investment  Compa- 
nies. 

Anyone  seriously  interested  in  community  revitalization  would 
not  bypass  the  tremendous  accomplishments,  skills  and  network 
that  exist  outside  o/"  community  development  banking  experience. 

Fourth,  as  a  development  model  there  are  reasons  for  limited 
replication  of  CDBs.  In  part,  this  is  due  to  the  complexity  of  form- 
ing a  bank  and  capitalizing  it  with  significant  patient  deposits  from 
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outside  individual  and  institutional  depositors  (such  as  churches 
and  foundations),  like  South  Shore  has  done. 

Would  this  money  flow  in  an  accelerated  federally-assisted  pro- 
gram to  form  CDBs? 

And  fifth,  another  reason  is  that  the  community  development 
field  has  witnessed  a  continuum  of  need  such  that  credit  per  se  is 
not  the  only  issue  in  a  distressed  community.  Rather,  the  capacity 
to  develop  business,  real  estate  or  housing  projects,  to  provide  tech- 
nical assistance,  training  and  education,  and  to  offer  flexible,  "gap 
financing"  sources  of  capital,  are  key  ingredients  in  the  community 
development  process. 

Only  community  organizations  have  this  extensive  experience.  To 
eliminate  them  fi*om  a  community  banking  initiative  would  be  like 
shooting  oneself  in  the  foot. 

Question  5 — Market  Discipline: 

If  nonprofit  organizations  are  included  in  a  Federal  community 
banking  initiative,  how  can  we  ensure  that  the  projects  developed 
and  financed  by  non-profits  will  be  financially  strong  and  the  Fed- 
eral Government's  interests  are  protected? 

Answer  1:  It  is  absolutely  incorrect  to  assume  that  the  CDB 
strength  as  an  insured,  depository  institution  imposes  a  market 
discipline  on  community  development  projects,  and  that  projects 
are  therefore  financially  feasible,  or  that  nonprofits  do  not  have  the 
same  pressure  to  balance  bottom  line  profitability  against  commu- 
nity impact. 

This  argument  is  particularly  specious  when  you  realize  that  a 
CDB  needs  subsidy  to  ensure  it  can  extend  credit  to  a  project  to 
ensure  its  feasibility.  For  example.  South  Shore  uses  the  SBA  7(a) 
guarantee  program.  It  also  uses  soft  deposits  who  do  not  demand 
a  return  (South  Shore  has  never  paid  a  dividend  to  a  stockholder) 
to  generate  "development  credits"  which  in  turn  are  used  to  "sub- 
sidize" loans,  technical  assistance,  or  other  activities. 

Further,  nonprofit  management  is  no  different  than  a  bank's 
management  and  bottom-line  requirements.  In  fact,  banks,  not 
nonprofits,  have  tended  to  be  the  ones  making  speculative,  un- 
sound investments.  CDBs  do  not  exist  in  any  particular  number  to 
measure  their  performance,  so  there  is  no  comparative  reference. 

At  CEI,  for  example,  we  have  highly  qualified  financial  and  tech- 
nical staff,  a  board  consisting  of  successful  business,  bank,  financ- 
ing and  community  representatives,  and  a  portfolio  of  projects  that 
have  been  through  rigorous  screening  and  due  diligence.  We  have 
a  strong  asset  base  and  net  worth.  It  would  be  hard  for  any  CDB 
advocate  to  suggest  that  we  are  not  disciplined  because  we  are  not 
regulated.  We  are  audited,  and  must  comply  with  a  variety  of  fidu- 
ciary, contractual  and  related  requirements  and  standards. 

Community  development  corporations  have  a  25-year  legacy  in 
community  development.  There  have  been  failures.  But  today, 
many  of  these  organizations  can  demonstrate  track  record;  capac- 
ity; professionalism;  diverse  and  qualified  boards  of  directors;  audit 
compliance;  net  worth  and  financial  stability.  CDBs  alone  have  a 
developed  a  combined  value  of  some  $3-5  billion  in  housing,  busi- 
ness and  commercial  real  estate  financing.  Community  develop- 
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ment  credit  unions,  loan  funds   and  microloan  funds   also   dem- 
onstrate growing  degrees  of  capacity  and  skill. 

The  Federal  Government  can  be  assured  that  its  interests  are 
protected  with  nonprofits,  non-CDBs  because  it  can  a)  rely  on  the 
tremendous  historic  experience  nonprofits  have  gained  in  project 
development  and  management  of  resources  from  HHS,  HUD,  DOL, 
SBA,  FmHA,  EDA,  and  other  Federal  programs;  b)  establish  quali- 
fying criteria  where  applicants  must  demonstrate  there  capacity, 
track  record,  and  experience;  and  c)  monitor  and  evaluate  program 
performance. 

Question  6 — Impediments: 

What  are  the  most  significant  impediments  to  the  formation  of 
new  or  expansion  of  existing  community -based  lenders?  What  types 
of  incentives  would  encourage  their  formation  or  expansion? 

There  are  several  levels  of  impediments  that,  given  a  creative 
Federal  program,  could  be  successfully  addressed: 

a)  Capacity  buildeng.  Community  organizations  need  funds  to 
plan  for  and  develop  strategies  for  community  development;  to  hire 
qualified  staff;  to  provide  for  core  funding  that  does  not  unduly  rely 
on  assets  (or  deposits)  for  earnings. 

b)  Technical  assistance.  Community  groups  require  training 
and  technical  assistance  in  starting  up,  operating  and  expanding 
their  organizations.  At  CEI,  we  receive  1-2  serious  requests  per 
week,  perhaps  50-100  per  year,  from  communities  and  groups  who 
want  to  learn  about  CEI  as  a  model,  and  replicate  our  approach  ei- 
ther as  a  start-up  or  expansion. 

c)  Grants  for  equity  capital.  Given  a  local  plan  and  organiza- 
tional capacity,  the  most  serious  obstacle  to  the  start-up  or  expan- 
sion of  community-based  lenders  is  grants  for  their  equity  capital 
base.  This  capital  is  important  because  it  (1)  contributes  to  the  net 
worth  of  the  organization;  (2)  provides  an  earnings  base  for  oper- 
ations; and  (3)  serves  as  leverage  to  borrow  other  funds  for  project 
financing.  While  no  data  currently  exists  on  the  financial  worth  of 
community  organizations,  any  group  engaged  in  community  financ- 
ing ought  to  have  a  1:1  debt  equity  ratio.  Most  community  financ- 
ing groups  probably  have  a  10:1  ratio. 

d)  Tax  incentives.  Community  groups  could  benefit  by  favorable 
IRS  treatment  of  private  sector  tax  deductible  contributions.  Cur- 
rently, the  IRS  has  reduced  the  deduction  to  something  like  30  per- 
cent or  less.  This  should  be  increased  to  a  100  percent  deduction. 
The  Low-Income  Housing  Tax  Credit  is  being  extended;  a  similar 
proposal  has  been  offered  for  a  Federal  tax  credit  to  stimulate  cap- 
ital investment  in  small  businesses  in  affiliation  with  community 
organizations. 

Question  7 — Implementation: 

What  entity  do  you  believe  is  best  suited  for  administering  a  com- 
munity development  banking  initiative,  and  why? 

A  community  development  banking  initiative  that  included  the 
menu  of  funding  opportunities  and  support  for  the  variety  of  com- 
munity-based organizations  described  could  be  administered  by  any 
one  of  a  number  of  existing  Federal  agencies.  A  major  concern 
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would  be  how  rural  communities  are  treated  and  what  kind  of  ex- 
perience the  agency  has  with  rural  development  issues. 

Existing  Federal  agencies  have  strength  and  limitations.  For  ex- 
ample, while  HUD  has  some  grasp  of  housing  and  urban  projects, 
it  has  very  little  understanding  of  the  culture  of  commercial  lend- 
ing and  financial  institutions,  let  alone  rural  communities. 

The  Treasury  has  virtually  no  experience  with  community  devel- 
opment. Federal  financial  regulatory  agencies  ought  not  to  be  con- 
sidered because  they  need  to  preserve  their  regulatory  status  ver- 
sus a  program  management  and  oversight  status.  The  Federal 
Home  Loan  Banks  have  experience  in  community  development,  but 
this  is  mainly  focused  on  housing. 

A  federally-chartered  corporation  may  be  the  best  route  because 
it  provides  a  fresh  start  and  streamlined  context  for  funding  of  a 
variety  of  initiatives.  However,  a  memorandum  of  understanding 
with  all  the  other  Federal  agencies  noted,  including  Department  of 
Commerce  and  SBA,  and  FmHA,  should  be  developed  in  order  to 
ensure  complementary  resources. 

Additional  Questions  Concerning  CRA: 

To  what  extent  should  insured  depository  institutions  receive  cred- 
it toward  fulfillment  of  their  CRA  requirements  for  contributions  to 
or  investment  in  community  development  financial  institutions? 

Answer  1:  They  should.  I  am  not  familiar  with  the  options  of  in- 
centives. But  as  a  community  development  practitioner,  the  design 
and  implementation  of  a  project  could  be  enhanced  with  expanded 
incentives. 

For  example,  we  are  designing  a  targeted  business  and  self-em- 
ployment loan  fund  for  economic  and  worker  dislocation  around  de- 
fense department  base  closings.  A  consortium  of  banks  is  partici- 
pating. We  expect  contributions  to  assist  in  development  of  the 
project,  and  to  match  a  pool  of  capital  for  loans. 

Should  contribution  to  or  investment  in  community  development 
financial  institutions  be  sufficient  to  fulfill  an  insured  depository  in- 
stitution's CRA  obligations? 

Answer  1:  No.  But  contribution  or  investment  in  a  community- 
based  financial  organization  should  be  given  special  treatment  if 
the  scale  or  impact  of  credit  flowing  to  or  in  relation  to  the  commu- 
nity organization's  projects  is  significant. 

Would  it  be  appropriate  to  exempt  institutions  from  CRA  exami- 
nations and  requirements  if  they  contribute  a  sum  equal  to  approxi- 
mately .05  percent  of  their  assets  or  5  percent  of  their  capital  to  a 
community  development  financial  institution? 

Answer  1:  No,  banks  should  not  be  exempt  from  CRA  generally. 
But  it  is  a  very  good  idea  to  structure  a  funding  relationship  as  a 
percentage  of  assets  or  capital.  Another  approach  would  be  to  have 
a  bank  contribute  5  percent  of  its  earnings  on  an  annual  basis, 
rather  than  a  "one-shot"  contribution. 

Such  contributions  could  be  significant,  and  banks  ought  to  get 
some  "special  credit"  from  it  as  they  would  be  going  outside  of  their 
normal  banking  channels  to  more  proactively  affiliate  with  and 
endow  a  community  organization  through  their  financial  structure. 
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RESPONSE  OF  ROBERT  JACKSON  TO  WRITTEN  QUESTIONS  OF 

SENATOR  RIEGLE 

Question  1 — CRA  Enforcement: 

Can  the  credit  and  revitalization  needs  of  distressed  neighbor- 
hoods be  satisfied  through  better  enforcement  of  CRA  alone,  in- 
stead of  the  creation  of  a  network  of  CRAs  or  other  community- 
based  lenders?  How  can  we  strengthen  enforcement  of  CRA  to  bet- 
ter meet  the  needs  of  distressed  communities?  How  are  community- 
based  financial  institutions  distinct  from  banks  and  how  can  we  en- 
sure that  support  for  these  institutions  does  not  undermine  the  ob- 
ligation of  other  insured  depository  institutions  to  address  commu- 
nity lending  needs? 

Answer  1: 

Enforcement  of  CRA  and  Federal  support  for  community-based 
lending  institutions  are  not  contradictory  or  mutually  exclusive 
goals;  they  should  be  considered  two  essential  parts  of  a  com- 
prehensive effort  to  make  capital  available  in  low-income  urban 
and  rural  communities. 

CRA  alone  will  not  get  the  job  done.  After  more  than  15  years 
of  CRA,  it  is  dear  that  thousands  of  distressed  communities  remain 
cut  off  from  capital.  It  is  also  clear  that  "grade  inflation"  remains 
a  serious  problem;  many  banks  continue  to  be  rate  "outstanding" 
under  CRA  although  their  actual  lending  in  poor  communities  is 
minimal.  Also,  in  manv  areas,  like  the  rural  community  where  my 
credit  union  is  located,  there  are  only  a  few  banks,  so  that  even 
stringent  CRA  enforcement  would  not  open  floodgates  of  capital  the 
way  it  might  in  an  urban  center. 

The  proliferation  of  community  development  credit  unions 
throughout  the  United  States  in  the  last  15  years  is,  in  and  of  it- 
self, an  indication  of  the  limitations  of  CRA  as  a  means  of  spurring 
communitjr  reinvestment.  While  conventional  banks  were  with- 
drawing n"om  low-income  neighborhoods,  many  communities — in- 
cluding mine — decided  to  take  matters  into  their  own  hands  by 
starting  locally-owned  community  development  financial  institu- 
tions CRA  may  be  able  to  push  some  banks  into  reluctantly  rein- 
vesting, but  this  activity  is  no  match  for  a  team  of  enthusiastic 
local  specialists  who  are  in  the  banking  business  for  the  exclusive 
purpose  of  rebuilding  the  economy  of  a  low-income  community. 

Even  with  CRA,  I  don't  know  of  a  single  conventional  bank  in  the 
Mississippi  Delta  that  would  make  some  of  the  housing  loans  to 
sharecroppers  that  my  credit  union  makes  all  the  time.  The  regular 
banks  just  wouldn't  know  how  to  do  it — they  wouldn't  know  the 
people,  they  wouldn't  be  willing  or  able  to  properly  assess  the  risk, 
and  they  certainly  wouldn't  be  willing  to  forego  theirs  usual  level 
of  profitability. 

As  you  know,  I  am  a  member  of  the  Board  of  Directors  of  the  Na- 
tional Federation  of  Community  Development  Credit  Unions,  which 
supports  efforts  to  strengthen  CRA  enforcement.  In  this  regard,  we 
wholeheartedly  support  the  work  of  CRA  advocacy  groups  like 
ACORN,  the  Center  for  Community  Change,  the  National  Neigh- 
borhood Coalition  and  the  Center  for  Responsive  Law.  We  have 
been  in  dialogue  with  these  organizations,  and  have  reached  a  com- 
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mon  position  that  support  for  community  development  financial  in- 
stitutions must  not  in  any  way  lessen  the  obligation  of  other  in- 
sured depository  institutions  to  address  community  lending  needs 
in  keeping  writh  CRA  and  other  Federal  laws. 

Obviously,  a  bank  that  supports  a  community  development  credit 
union  like  mine  should  get  some  level  of  recognition  under  CRA, 
and  indeed  that  is  currently  the  case.  But  it  would  be  a  mistake 
to  allow  a  community  development  banking  initiative  to  allow 
banks  a  "buy-out"  from  CRA.  For  all  the  good  work  that  we  do,  the 
Nation's  300  to  400  community  development  credit  unions  (CDCUs) 
are  only  a  small  drop  in  the  Ducket:  our  combined  assets  of  about 
$500  million  are  loss  than  the  assets  of  a  medium-sized  conven- 
tional bank.  The  Nation  needs  a  two-pronged  approach  that  sup- 
ports the  very  specialized,  grass-roots  work  that  we  do,  while  using 
us  as  an  example  to  the  larger  institutions  of  how  far  they  need 
to  go  to  make  capital  available  in  poor  communities. 

Question  2 — Community  Development  Needs 

What  are  the  most  significant  development  gaps  inhibiting  revi- 
talization  of  distressed  communities?  Are  there  products  or  services 
that  community-based  institutions  provide  that  banks  do  not,  but 
could  provide?  Are  these  products  or  services  that  community-based 
institutions  provide  that  banks  cannot? 

Answer  2: 

While  I  do  not  have  comprehensive  knowledge  of  all  the  problems 
that  prevent  the  revitalization  of  distressed  communities,  I  do 
know  that  a  lack  of  access  to  capital  is  a  critical  development  gap 
that  often  blocks  economic  development.  To  put  it  simply,  we  are 
asking  thousands  of  small  businessmen  and  homeowner  to  make 
capitalism  work  without  supplying  the  capital.  Even  very  poor  peo- 
ple tend  to  save  some  small  amount  regularly;  this  combined  pool 
of  funds  is  the  deposit  base  that  a  CDCU  draws  upon  to  finance 
local  development.  But  if  those  funds  sit  in  a  conventional  bank, 
chances  are  that  the  money  will  be  completely  inaccessible  to  the 
same  low-  and  moderate-income  people  who  deposited  the  funds  in 
the  first  place.  So  homes  will  go  unrepaired,  and  small  businesses 
will  fail,  and  people  will  be  unable  to  purchase  homes  and  begin 
to  build  wealth.  Credit  unions  close  the  capital  gap  left  by  banks. 

Credit,  of  course,  is  the  basic  product  offering  that  banks  could 
provide  in  distressed  communities.  But  there  are  a  host  of  trans- 
action services  provided  by  CDCUs  that  banks  probably  could  pro- 
vide if  they  wanted  to.  Check  cashing,  for  instance,  is  often  needed 
in  poor  communities,  but  many  banks  either  charge  high  fees  or 
refuse  to  offer  the  service  because  they  don't  want  a  lot  of  poor  peo- 
ple coming  through  the  door.  Certainly,  the  basic  service  of  cour- 
teous treatment  is  one  where  banks  have  often  come  up  short  when 
it  comes  to  poor  people. 

Mortgage  lending  is  another  area  where  banks  have  the  means, 
but  not  the  will,  to  provide  services  to  people  of  low-  and  moderate- 
income.  Banks  have  the  capital  and  the  administrative  capacity  to 
make  mortgages,  but  they  need  to  relax  some  of  the  iron-clad  un- 
derwriting standards  that  tend  to  shut  poor  people  out  of  the  hous- 
ing market. 
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By  the  same  token,  CDCUs  offer  a  range  of  services  that  most 
banks  are  simply  unable  to  match.  My  credit  union  and  others  like 
it  spend  a  great  deal  of  time  explaining  the  basics  of  the  financial 
system  to  poor  people  who  have  traditionally  been  simply  turned 
away  by  banks.  We  also  are  able  to  provide  unsecured  loans  based 
on  the  character  of  individuals.  This  ability  comes  from  constantly 
being  in  direct  contact  with  the  residents  of  a  community — some- 
thing banks  no  longer  seem  to  be  able  to  do. 

Our  intimate  knowledge  of  a  particular  community  and  the  peo- 
ple who  live  in  it  constitutes  a  kind  of  "social  capital"  that  can  be 
used  as  collateral  in  communities  where  financial  capital  is  in  short 
supply. 

Question  3 — ^Two-Tiered  System: 

One  concern  raised  about  the  creation  of  a  national  network  of  in- 
stitutions dedicated  to  community  lending  is  that  it  will  create  a 
two-tiered  banking  system.  Is  this  a  legitimate  concern?  Why  or  why 
not?  If  we  adopt  a  policy  of  assisting  community  lending  institu- 
tions, how  can  we  ensure  that  other  institutions  are  not  let  off  of  the 
hook  of  providing  credit  in  distressed  communities? 

Answer  3: 

I  do  not  recommend  that  the  Federal  Government  create  or  de- 
fine an  entire  new  tier  of  financial  institutions.  By  rel3nng  on  sim- 
ple criteria,  it  is  possible  to  identify  which  institutions  are  already 
acting  as  community  development  banks,  credit  unions  or  loan 
funds.  If  the  institution  has  formally  committed  itself  to  make  serv- 
ice to  poor  people  its  primary  focus,  then  it's  probably  a  community 
development  financial  institution. 

However,  we  should  not  be  afraid  of  making  distinctions.  The 
fact  of  the  matter  is  that  decades  of  underinvestment  add  dis- 
investment by  conventional  banks  have  created  a  market  made  up 
of  hundreds  if  not  thousands  of  large,  capital-starved,  underserved 
communities.  Hundreds  of  community  development  credit  unions 
have  arisen  to  meet  this  need,  along  with  dozens  of  community  de- 
velopment loan  funds,  microenterprise  funds  and  reservation-based 
lenders.  These  commimity  development  institutions  specialize  in 
dealing  with  neighborhoods  that  other  financial  institutions  have 
ignored  or  written  off.  If  this  looks  like  segmentation  within  the  fi- 
nancial services  industry,  so  be  it.  More  than  15  years  of  history 
has  shown  that,  even  with  CRA,  our  current  "one-tiered  system" 
ends  up  leaving  vast  numbers  of  Americans  without  an  adequate 
level  of  banking  services. 

As  indicated  in  my  response  to  Question  1,  Federal  assistance  for 
community  lending  institutions  should  not  in  any  way  lessen  the 
existing  reinvestment  requirements  of  banks.  If  a  bank  wishes  to 
support  a  Federal  community  banking  initiative,  for  example,  it 
should  get  some  level  of  favorable  CRA  recognition  by  its  examiner. 
However,  it  could  be  stated  publicly  by  bank  regulators  that  all 
banks  are  expected  to  develop  their  own,  in-house  capacity  to  en- 
gage in  lending  that  is  similar  to  the  kind  being  done  by  local  com- 
munity development  financial  institutions.  The  presence  of  a  local 
community  development  credit  union,  for  instance,  should  raise  the 
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standard  of  what  acceptable  lending  is;  local  banks  could  then  be 
asked  to  try  to  meet  that  higher  standard. 

Question  4 — Community  Based  Lenders: 

How  are  your  institutions  different  from  CDBs?  How  are  they 
similar  to  CDBs?  What  is  the  justification  for  including  these  insti- 
tutions in  any  new  community  banking  initiative? 

Answer  4: 

CDCUs  differ  from  CDBs  in  a  few  key  respects. 

Ownership.  Unlike  a  bank,  a  credit  union  is  organized  as  a  non- 
profit cooperative,  meaning  that  all  control  of  the  institutions  rests 
in  the  hands  of  the  people  who  are  served  by  it.  A  bank  must  an- 
swer to  two  key  constituencies — the  bank's  stock  owners  and  its 
customers — whose  interests  occasionally  diverge.  Stockholders,  for 
instance,  are  interested  in  maximizing  dividends,  while  customers 
might  prefer  to  use  bank  profits  to  lower  the  cost  of  various  serv- 
ices. 

A  credit  union,  by  contrast,  is  a  cooperative  that  can  concentrate 
exclusively  on  serving  its  member/owners.  As  non-profits,  credit 
unions  do  not  offer  financial  compensation  to  their  elected  boards 
of  directors;  they  also  rely  heavily  on  community  volunteers. 

Capital  Structure.  The  capital  structure  of  a  CDCU  is  also  dif- 
ferent from  that  of  a  CDB,  While  a  CDB  accumulates  net  worth, 
or  equity,  by  selling  shares  of  common  stock,  a  CDCU  can  only 
raise  capital  by  setting  aside  a  portion  of  the  profits  from  its  oper- 
ations. A  CDCU  can  also  accept  donations  of  equity  to  increase  its 
net  worth. 

Education/Empowerment  Mission.  Unlike  a  CDB,  a  CDCU  has 
an  explicit  mission  of  teaching  community  residents  how  to  manage 
the  institution  themselves.  By  serving  on  a  credit  union  board  or 
committee  ordinary  citizens  learn  about  the  workings  of  the  finan- 
cial system;  that  knowledge  is  then  put  to  work  on  behalf  of  com- 
munity development. 

Range  of  Consumer  Services.  Unlike  CDBs,  which  tend  to 
focus  exclusively  on  making  credit  available,  CDCUs  have  a  central 
mission  of  providing  a  place  where  citizens  can  be  assured  of  fair 
prices  on  everyday  cash  transactions.  In  many  neighborhoods, 
CDCUs  are  the  only  alternative  to  countless  schemes — legal  and  il- 
legal— that  regularly  cheat  poor  people.  These  include  pawn  shops, 
currency  exchanges,  check  cashing  outlets,  home  repair  scams  and 
loan  sharks. 

The  similarities  between  CDCUs  and  CDBs  easily  overshadow 
the  differences.  Both  kinds  of  institutions  are  dedicated  to  revitaliz- 
ing low-income  neighborhoods  through  the  use  of  savings  and  cred- 
it. CDCUs  and  CDBs  both  rely  heavily  on  "character"  as  a  factor 
in  making  credit  decisions.  Both  have  acquired  the  business  dis- 
cipline that  comes  with  being  Government  regn^lated. 

Most  importantly,  CDCUs  and  CDBs  both  use  a  coordinated  com- 
bination of  financial  institutions  and  non-profit  assistance  corpora- 
tions in  a  comprehensive  approach  to  development  lending.  South 
Shore  Bank,  for  instance,  is  part  of  a  bank  holding  company  that 
includes  a  non-profit  institution  which  helps  turn  housing  devel- 
opers and  small-scale  entrepreneurs  into  better  bank  customers. 
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Without  this  assistance,  many  of  the  bank's  successful  development 
loans  would  be  impossible. 

Many  CDCUs  (including  mine)  have  a  similar  arrangement.  The 
Quitman  County  Development  Organization  acts  as  a  non-profit 
"holding  company"  that  created  and  currently  supports  the  man- 
agement of  the  CDCU.  The  non-profit  offers  training  programs  and 
other  assistance  to  potential  credit  union  borrowers. 

Given  the  structural  and  functional  similarities  between  this  ar- 
rangement and  the  South  Shore  holding  company  model,  I  believe 
that  CDCUs — especially  those  affiliated  with  a  non-profit  partner 
organization — should  be  included  in  any  new  community  develop- 
ment banking  initiative. 

Question  5 — Market  Discipline: 

How  can  we  ensure  that  the  projects  developed  and  financed  by 
non-profits  will  be  financially  strong  and  the  Federal  Government's 
interests  are  protected"? 

Answer  5: 

Although  CDCUs  are  non-profit  organizations,  virtually  all  are 
insured  and/or  regulated  by  the  National  Credit  Union  Administra- 
tion, a  Federal  agency.  In  my  experience,  NCUA  has  never  been 
lax  about  protecting  the  interests  of  the  Federal  Government;  in 
fact,  the  more  likely  danger  is  that  "safety  and  soundness"  concerns 
may  be  carried  so  far  as  to  weaken  the  level  of  development  lend- 
ing that  CDCUs  are  capable  of  undertaking. 

Question  6 — Impediments: 

What  are  the  most  significant  impediments  to  the  formation  of 
new  or  expansion  of  existing  community -based  lenders'?  What  types 
of  incentives  would  encourage  their  formation  or  expansion? 

Answer  6: 

Until  recently,  the  chief  impediment  to  the  formation  of  new 
CDCUs  has  been  the  NCUA's  reluctance  of  NCUA  to  approve  new 
charters.  Since  the  fall  of  1992,  however,  a  new  regulatory  attitude 
has  emerged;  four  new  CDCUs  have  been  chartered  in  the  last  five 
months  in  Denver,  Los  Angeles,  Omaha,  and  New  York. 

Expansion,  unfortunately,  is  a  different  story.  All  too  often,  Gov- 
ernment regulators  actively  discourage  CDCUs  from  making  loans 
for  micro-businesses  and  home  purchases  or  repairs.  These  basic 
development  activities  are  central  to  the  CDCU  mission,  but  they 
require  levels  of  reserve  capital  that  many  CDCUs  do  not  have. 
Without  reserves  that  serve  as  a  cushion  against  loan  losses,  many 
CDCUs  end  up  looking  financially  fragile  in  the  eyes  of  regulators. 
As  a  result,  the  regulators  restrict  CDCU  lending  activity,  which 
in  turn  prevents  them  from  growing. 

Infusions  of  equity  is  the  single  most  helpful  way  to  encourage 
the  expansion  of  CDCUs.  With  an  additional  $100,000  in  reserves, 
for  example,  my  credit  union  could  underwrite  at  least  $1  million 
worth  of  new  loans  for  home  repair  and  other  purposes,  We  would 
also  be  able  to  reduce  some  of  the  regulators'  fears  about  risk. 
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Question  7 — Implementation: 

What  entity  is  best  suited  to  administer  a  program  of  assistance 
to  CDBs  or  other  institutions? 

Answer  7: 

Speaking  as  a  board  member  of  the  National  Federation  of  Com- 
munity Development  Credit  Unions,  my  first  preference  would  be 
the  creation  of  a  quasi-public  National  Neighborhood  Finance  Cor- 
poration, set  up  in  a  way  similar  to  the  Neighborhood  Reinvest- 
ment Corporation.  The  National  Federation  has  advanced  this  idea 
for  years. 

Answer  to  Additional  Questions  on  CRA: 

At  present,  banks  receive  credit  toward  the  fulfillment  CRA  for 
making  grants  to,  or  deposits  in,  a  CDCU.  I  view  this  as  an  appro- 
priate recognition  of  the  reinvestment  work  that  CDCUs  do.  How- 
ever, investing  in  a  CDCU  or  other  community  financial  institution 
should  never  be  enough  to  exempt  institutions  from  its  CRA  obliga- 
tion or  the  requirement  to  submit  to  CRA  examinations.  The  size 
of  the  contribution  is  irrelevant — the  point  is  that  banks  are  obli- 
gated to  serve  their  entirely  service  area  equally.  To  allow  banks 
to  purchase  exemptions  fi-om  this  important  law  would  send  a  dan- 
gerous signal  about  how  serious  the  Federal  Government  is  about 
enforcing  fair  levels  of  reinvestment. 

Our  understanding  of  the  law  is,-that  it  was  never  intended  to 
allow  banks  to  purchase  an  exemption;  rather,  it  is  supposed  to  be 
a  process  through  which  banks  constantly  reevaluate  their  core 
business  and  try  to  make  it  more  responsive  and  relevant  to  the 
needs  of  all  people  in  a  given  service  area. 

RESPONSE  OF  MICHAEL  SWACK  TO  WRITTEN  QUESTIONS 

FROM  SENATOR  RIEGLE 

Q.l.a.  Can  the  credit  and  revitalization  needs  of  distressed  neigh- 
borhoods be  satisfied  through  better  enforcement  of  CRA  alone,  in- 
stead of  the  creation  of  a  network  of  CDBs  or  other  community- 
based  lenders? 

A.l.a.  Revitalization  of  distressed  neighborhoods  can  be  best 
achieved  by  both  better  enforcement  of  CRA  and  the  creation  of  a 
network  of  CDBs.  CRA  will  promote  more  lending  in  lower-income 
communities,  but  traditional  intermediaries  will  never  replace  the 
specialized  roles  played  by  community  development  financial  insti- 
tutions (CDFI).  Traditional  intermediaries  and  CDFI  usually  are 
able  to  develop  a  complementary  relationship.  Traditional 
intermediaries  are  able  to  offer  certain  types  of  products  and  serv- 
ices— but  they  are  quite  different  from  CDFIs.  Community  develop- 
ment financial  institutions  must  be  able  to  offer  a  wider  range  of 
financing  tools  than  traditional  banks.  These  tools  need  to  include 
the  ability  to  provide  equity,  as  well  as  a  range  of  debt  instru- 
ments. The  present  regulatory  environment  would  make  it  difficult 
for  commercial  banks  to  address  these  financing  needs.  This  regu- 
latory environment  limits  the  types  of  risks  that  the  bank  can  take, 
and  limits  the  range  of  financial  tools  available  to  a  bank.  Develop- 
ment banking  is  common  in  many  developing  countries.  These  in- 
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stitutions  provide  financing  in  a  manner  that  enhances  the  finan- 
cial viability  of  the  project  or  business  seeking  financing.  The  goal 
is  a  successful  business  or  project,  not  necessarily  a  large  return 
on  investment. 

Q.l.b.  How  can  we  strengthen  enforcement  of  CPA  to  better  meet  the 
needs  of  distressed  communities? 

A.l.b.  This  is  a  very  difficult  question  to  answer.  If  you  try  to  pro- 
mote greater  compliance  through  the  threat  of  penalties  (e.g.  fines), 
you  run  the  risk  of  encouraging  regulators  to  enforce  the  provisions 
in  a  lax  manners.  That  is,  regulators  will  hesitate  to  give  bad  rat- 
ings because  they  don't  want  to  take  the  step  of  imposing  penalties. 
However,  if  you  do  not  offer  specific  sanctions  for  poor  performance 
(the  current  sanctions  only  "kick-in"  if  a  bank  seeks  to  expand  or 
sell  a  branch),  banks  have  no  real  incentive  to  comply  with  the  law. 
One  improvement  that  could  be  made  within  the  current  law  would 
be  to  put  more  emphasis  on  the  current  regulation  and  provide  bet- 
ter training  to  examiners  responsible  for  CPA  compliance.  My  expe- 
rience suggests  that  most  CPA  examiners  don't  know  what  to  look 
for,  or  what  questions  to  ask.  They  simply  don't  understand  the 
field  of  community  development.  Consequently,  it  is  not  uncommon 
see  banks  that  take  compliance  very  seriously  get  only  satisfac- 
tory ratings  (or  worse)  while  banks  that  do  nothing,  get  the  top  rat- 
ing. This  is  frustrating  for  banks  as  well  as  community  develop- 
ment practitioners.  Examiners  need  more  and  better  training  so 
they  know  what  to  look  for  and  what  to  ask. 

Q.l.c.  How  are  community-based  financial  institutions  distinct  from 
banks  and  how  can  we  ensure  that  support  for  these  institutions 
does  not  undermine  the  obligation  of  other  insured  depository  insti- 
tutions to  address  community  lending  needs? 

A. I.e.  Again,  commimity  development  financial  institutions  must  be 
able  to  offer  a  wider  range  of  financing  tools  than  traditional  banks 
(see  answer  l.a.).  Development  banking  is  fundamentally  different 
from  commercial  banking.  The  purpose  of  development  banking  is 
to  promote  self- sufficient  and  profitable  business  and  housing  ven- 
tures in  poor  urban  and  rural  communities.  Development  banks  do 
not  attract  profit  motivated  investors.  The  South  Shore  Bank  is  a 
commercial  bank  with  a  development  focus.  But  even  their  core  in- 
vestors are  social  investors — investors  who  have  never  been  paid  a 
dividend,  and  whose  stock  is  illiquid.  CDFIs  promote  self-suffi- 
ciency, entrepreneurship,  local  ownership  and  control  of  economic 
resources.  The  "subsidy^  to  CDFIs  (i.e.  in  the  form  of  Government 
investment),  is  paid  back  many  times.  The  South  Shore  Bank  is 
but  one  example  of  this  "repayment."  In  South  Shore's  case,  the 
subsidy  came  from  charitable  foundations  and  religious  organiza- 
tions who  were  willing  to  sacrifice  a  return  on  their  investment. 

One  of  the  primary  purposes  of  a  community  development  finan- 
cial institution  should  be  to  leverage  and  develop  partnerships  with 
the  private  sector.  For  example,  a  community  development  finan- 
cial institution  such  as  a  community  development  loan  fund  should 
be  encouraged  to  enter  agreements  with  traditional  lenders  so  as 
to  leverage  its  own  investment  with  money  from  the  broader  cap- 
ital markets.  The  development  of  secondary  market  mechanisms  is 
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critical  for  CDFIs.  Current  secondary  market  mechanisms  have 
been  unresponsive  to  CDFI  loans  even  when  the  pool  of  loans  being 
offered  by  the  CDFI  is  of  extremely  low  risk.  A  Federal  initiative 
for  CDFIs  should  target  the  development  of  secondary  market 
mechanisms  as  a  priority  of  the  initiative  and/or  stimulate  existing 
federally  supported  secondary  markets  to  be  more  responsive  to 
CDFIs. 

CDFIs  should  be  permitted  to  offer  a  wide-range  of  community 
economic  development  programs  under  one  roof.  They  should  be 
permitted  to  operate  micro-loan  revolving  funds,  venture  capital 
funds,  housing  loan  funds,  and  programs  that  encourage  the  acqui- 
sition by  community  based  organizations  of  their  commimity's  re- 
sources, especially  land.  They  should  also  be  able,  through  direct 
investment  or  loans,  to  participate  in  specific  infrastructure 
projects  that  allow  a  community  to  develop.  For  instance,  on  many 
Native  American  reservations,  access  to  electricity,  water  and  sew- 
ers makes  economic  development  difficult.  A  CDFI  should  be  per- 
mitted to  become  a  partner,  either  through  equity  investments,  or 
loans,  with  tribes  seeking  to  develop  these  facilities. 

Q.2.a.  What  are  the  most  significant  development  gaps  inhibiting 
revitalization  of  distressed  communities? 

A.2.a.  Distressed  communities  definitely  suffer  from  lack  of  capital. 
Many  recent  studies  have  documented  this  gap.  Additionally  lack 
of  quality  education  and  training  for  community  residents  impedes 
the  development  process.  Capital  alone  is  not  the  problem,  but  it 
is  a  significant  problem. 

Q.2.b.  Are  there  products  or  services  that  community-based  institu- 
tions provide  that  banks  do  not,  but  could  provide? 

A.2.b.  Many  CDFIs  offer  technical  assistance  to  potential  borrowers 
and  specialized  loan  or  equity  products.  Banks  could  provide  some 
of  this,  but  regulations  woula  prohibit  certain  types  of  investments 
and  the  provision  of  technical  assistance  is  expensive  for  banks  to 
provide. 

Q.2.C.  Are  there  products  or  services  that  community-based  institu- 
tions provide  that  banks  cannot? 

A.2.C.  See  A.2.b.  above. 

Q.3.a.  Is  this  (concern  of  a  two-tiered  banking  system)  a  legitimate 
concern?  Why  or  why  not? 

A.3.a.  No,  this  is  not  a  legitimate  concern.  Development  banking 
and  commercial  banking  are  two  fundamentally  different  types  of 
banking,  I  have  addressed  this  in  detail  in  A. I.e.  above. 

Q.3.b.  If  we  adopt  a  policy  of  assisting  community  lending  institu- 
tions, how  can  we  ensure  that  other  institutions  are  not  let  off  of  the 
hook  of  providing  credit  in  distressed  communities? 

A.S.b.  As  mentioned  above,  better  enforcement  of  CRA  ought  to  be 
part  of  this  initiative.  There  will  always  be  credit  needs  for  tradi- 
tional intermediaries  to  address — CDFIs  will  not  obviate  the  need 
for  traditional  intermediaries  to  provide  a  wide  range  of  credit  to 
communities  and  individuals. 
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Q.4.a.  How  are  your  institutions  different  from  CDBs?  How  are  they 
similar  to  CDBs? 

A.4.a.  Community  Development  Loan  Funds  (CDLFs),  Community 
Development  Credit  Unions  (CDCUs),  and  microenterprise  funds 
have  some  differences  and  many  similarities  to  CDBs.  CDLFs  and 
microenterprise  funds  differ  from  CDBs  in  that  they  are  non-in- 
sured institutions  that  typically  don't  service  a  consumer  base. 
CDLFs  and  microenterprise  funds  typically  provide  credit  directly 
to  business,  economic  development  and  housing  projects,  but  they 
do  not  provide  consumer  and  depository  services.  CDLFs  and 
microenterprise  funds  are  similar  to  CDBs  in  that  they  accept 
loans  from  a  variety  of  sources  (and  incur  liabilities  to  those  lend- 
ers), serve  multiple  borrowers,  assess  risk  and  underwrite  loans 
carefully  and  systematically,  set  aside  reserves  and  adopt  appro- 
priate portfolio  management  policies. 

Q.4.b.  What  is  the  justification  for  including  these  institutions  in 
any  new  community  banking  initiative? 

A.4.b.  Non-bank  CDFIs  have  proven  track  records,  skilled  and  ex- 
perienced management  and  have  built  extensive  relationships 
among  both  lender  and  borrower  markets  in  their  communities. 
These  institutions  should  be  supported  to  expand  their  activities 
because  they  know  their  markets  and  because  they  have  proven 
that  they  can  lend  and  invest  successfully  in  low-  and  moderate- 
income  communities.  Successful  CDFIs  are  rooted  in  the  commu- 
nities they  serve.  They  draw  significant  amounts  of  capital  from 
their  areas  and  the  boards  of  directors  reflect  the  composition  of 
their  communities.  This  makes  it  possible  for  them  to  gain  the  req- 
uisite understanding  of  credit  needs  and  borrower  capacity  to 
gauge  their  lending  and  investment  properly.  Institutions  created 
without  these  strengths  and  operating  witn  a  mandate  to  lend 
quickly  and  in  a  safe  and  sound  manner,  will  carry  a  heavy  burden 
of  unachievable  expectations.  In  areas  not  presently  served  by 
CDFIs  the  Federal  Government  can  help  to  foster  the  development 
of  new  institutions. 

Q.5.  If  non-profit  organizations  are  included  in  a  Federal  commu- 
nity banking  initiative,  how  can  we  ensure  that  the  projects  devel- 
oped and  financed  by  non-profits  will  be  financially  strong  and  the 
Federal  Government's  interests  are  protected? 

A.5.  Non-profit  CDFIs  do  have  the  same  pressure  to  finance  finan- 
cially feasible  projects  as  for-profit  CDBs.  As  mentioned  earlier, 
non-profit  CDFIs  incur  financial  liabilities  just  as  for-profit  entities 
do.  Non-profit  CDFIs  who  make  bad  decisions  will  go  out  of  busi- 
ness— just  as  for-profit  entities  do.  Non-profits  are  tnus  subject  to 
the  discipline  of  markets.  In  New  Hampshire,  it  is  interesting  to 
note  that  in  the  past  18  months,  5  of  the  7  largest  banks  went  out 
of  business  because  they  had  made  too  many  oad  loans.  The  two 
surviving  banks  survived  only  because  they  had  substantial  capital 
resources  from  out-of-state  owners.  However,  the  non-profit  New 
Hampshire  Community  Loan  Fund  is  still  in  business — with  a 
strong  balance  sheet  and  a  portfolio  of  performing  loans  to  low-in- 
come borrowers.  Institutions  that  make  bad  loans  go  out  of  busi- 
ness regardless  of  their  legal  structure  for-profit  or  non-profit. 
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Q.6.  What  are  the  most  significant  impediments  to  the  formation  of 
new  or  expansion  of  existing  community-based  lenders?  What  types 
of  incentives  would  encourage  their  formation  or  expansion? 

A.6.  Existing  community-based  lenders  need  equity  investment  or 
grants  to  permanent  capital.  Equity  is  critical  to  the  long-term  via- 
bility of  any  financial  institution.  Equity  allows  intermediaries  to 
take  greater  risk,  price  loans  in  a  more  flexible  manner,  attract  ad- 
ditional investment,  and  generate  earnings  that  contribute  to  self- 
sufficiency.  Again,  the  South  Shore  Bank,  which  is  held  up  as  a 
model  CDB,  benefitted  enormously  from  the  large  equity  invest- 
ment from  religious  and  social  investors.  Without  this  investment, 
there  would  not  be  a  South  Shore  Bank.  Additionally,  lack  of  access 
to  long-term  debt  is  a  problem  for  many  CDFIs. 

Another  impediment  to  the  expansion  of  existing  CDFIs  is  the 
lack  of  skilled  loan  officers,  managers  and  directors  with  experience 
in  community  development  lending  and  investment.  CDFIs  also 
need  to  provide  technical  assistance  and  training  to  borrowers.  This 
assistance  enhances  the  probability  that  loans  will  be  repaid.  A 
CDFI  initiative  should  include  funds  for  CDFI  staff  training  as  well 
as  funds  for  technical  assistance  to  borrowers.  See  answer  7  for  ad- 
ditional ideas  on  incentives  to  encourage  the  expansion  or  forma- 
tion of  CDFIs. 

Q.7.  What  entity  do  you  believe  is  best  suited  for  this  task  and  why? 

A.7.  One  of  the  key  issues  facing  CDFIs  is  where  they  are  placed 
in  the  Federal  Government.  I  believe  that  one  of  the  major  chal- 
lenges for  CDFIs  (and  in  some  ways  a  defining  issue  for  CDFIs)  is 
to  make  sure  that  they  are  perceived  as  financial  institutions.  If 
CDFIs  are  perceived  as  financial  institutions,  it  will  be  much  easier 
to  be  gain  access  to  some  of  the  benefits  that  financial  institutions 
enjoy  and  that  CDFIs  need,  such  as  access  to  secondary  markets. 
After  looking  at  the  range  of  "placement"  options  suggested  for 
CDFIs,  I  believe  that  being  placed  within  the  Federal  Home  Loan 
Banks  gives  CDFIs  more  opportunities  than  other  placements. 
Placement  within  the  FHLB  system  would  be  desirable  for  a  num- 
ber of  reasons: 

1.  The  members  of  the  FHLB  system  are  banks — CDFIs  would 
be  seen  as  financial  institutions  not  community  development  pro- 
grams. I  propose  that  CDFIs  would  become  a  new  classification  of 
member  within  the  system.  Membership  within  the  system  could 
g^ve  CDFIs  access  to  member  advances.  Member  advances  allow 
banks  to  borrow  fi-om  the  FHLB  at  very  favorable  fixed-rates  for 
long-  or  short-term.  Although  many  technical  details  (e.g.  capital 
requirements)  would  need  to  be  addressed,  the  benefit  of  member 
advances  would  be  a  tremendous  benefit  to  CDFIs.  Currently,  the 
FHLBs  are  owned  by  member  banks  who  purchase  stock  in  the  sys- 
tem when  they  join.  However,  the  FHLB  of  Boston  recently  created 
a  precedent  by  allowing  two  public  agencies  to  access  funds  as  non- 
member  borrowers  (two  state  housing  finance  agencies).  These  in- 
stitutions have  full  access  to  member  advances.  This  would  open 
the  door  to  CDFIs.  If  there  is  enabling  legislation  for  CDFIs,  it 
could  require  the  FHLB  to  establish  a  new  category  of  membership 
and  specify  access  to  membership  privileges  such  as  advances. 
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2.  Allocation  of  fiinds  and  decision-making  could  be  delegated  to 
the  12  FHLB  regions.  Each  region  could  have  an  advisory  board 
comprised  of  local  and  regional  community  development  lenders — 
and  each  region  could  develop  lending  and  investment  guidelines 
suitable  to  the  specific  region.  The  FHLBs  already  manage  an  af- 
fordable housing  progfram  with  regional  advisory  boards — so  they 
have  some  experience  with  this  type  of  program.  Regional  decision- 
making would  provide  much  greater  flexibility  than  centralized 
(Washington)  decision-making. 

3.  Operating  within  the  FHLB  structure  would  probably  involve 
fewer  bureaucratic  problems  than  would  operating  within  HUD. 
Additionally,  the  program  could  operate  relatively  inexpensively 
within  the  FHLB  system.  The  program  would  be  administratively 
inexpensive,  non -bureaucratic  and  economically  efficient.  I  estimate 
that  the  program  could  be  run  with  a  small  Washington  staff  and 
as  few  as  2-3  people  per  region. 

4.  Operating  within  the  FHLB  structure  could  provide  easier  ac- 
cess to  secondary  market  opportunities.  FHLB  members  routinely 
deal  with  secondary  market  institutions  such  as  Fannie  Mae  and 
Freddie  Mac.  Placement  within  the  FHLB  system  could  provide  ad- 
ditional leverage  for  CDFIs  as  we  try  to  push  these  institutions  to 
develop  products  more  suitable  to  its  portfolios.  I  would  also  sug- 
gest that  the  enabling  legislation  for  CDFIs  should  require  the 
Government  sponsored  enterprises  (GSE)  to  develop  the  products 
necessary  to  service  CDFIs.  The  legislation  might  even  specify  that 
the  GSEs  must  develop  products  for  entities  such  as  limited  equity 
cooperatives  and  community  land  trusts  (i.e.  name  products  in  the 
legislation),  in  consultation  with  CDFIs. 

GOVERNANCE 

Based  on  the  regional  model  administered  through  the  FHLB 
system,  the  following  governance  would  apply. 

1.  The  President  would  appoint  the  director  of  the  program.  This 
person  would  be  based  in  Washington  at  the  Federal  Housing  Fi- 
nance Board.  The  director  of  the  program  would  appoint  regional 
directors,  in  consultation  with  the  regional  branches  of  the  FHLB. 

2.  The  regional  directors  would  appoint  a  board  comprised  of  re- 
gional community  development  lenders.  This  board  would  help  de- 
sign the  policies  and  procedures  governing  the  regional  program 
(within  the  parameters  of  the  enabling  legislation).  The  board  must 
approve  the  policies  and  procedures  before  the  program  is  initiated. 
The  board  would  be  comprised  of  two  representatives  from  each 
state  in  the  region, 

FUNDING 

Allocation  of  funds  through  a  regional  FHLB  system  could  work 
as  follows: 

1.  Appropriations  should  be  allocated  to  each  of  the  twelve  re- 
gions. Allocations  should  be  based  on  a  formula  which  considers 
both  population  and  population  of  low-  and  moderate-income  peo- 
ple. 

2.  Each  re^on  should  be  allocated  at  least  5  percent  of  the  an- 
nual appropriation. 
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3.  Funding  and  investment  decisions  should  be  made  by  region 
with  the  instruction  that  attempts  must  be  made  to  achieve  geo- 
graphic (funding)  diversity  both  within  the  region  and  between 
urban  and  rural  settings. 

4.  Within  each  region,  funding  for  operating  support  may  not  ex- 
ceed 20  percent  of  the  regional  allocation.  Training  programs  and 
technical  assistance  may  be  funded  at  a  level  not  to  exceed  5  per- 
cent of  annual  allocation  per  region. 

5.  Regional  programs  may  attract  additional  private  investment 
by  offering  a  tax  credit  to  both  corporations  and  individuals  who 
invest  in  or  contribute  to  approved  CDFIs  (need  to  define  what  this 
means).  This  would  be  administered  through  each  regional  pro- 
gram. Investments  in  for-profit  intermediaries  would  be  in  the  form 
of  a  tax  credit  of  25  percent  of  the  amount  invested  in  preferred 
stock  (see  explanation  below  of  how  investments  in  for-profits  and 
non-profits  will  differ).  Contributions  to  the  capital  of  non-profit 
intermediaries  would  be  eligible  for  a  tax  credit  equal  to  50  percent 
of  the  contribution.  The  amount  of  tax  credits  offered  by  each  re- 
gion would  be  capped  at  an  amount  no  greater  than  twice  the  an- 
nual regional  allocation.  Administration  of  a  tax  credit  program 
will  be  handled  by  region.  (Note:  The  New  Hampshire  Community 
Development  Finance  Authority  currently  administers  a  state-wide 
program  that  grants  state  tax  credits  to  corporations  that  contrib- 
ute to  the  Authority.  This  has  not  been  a  difficult  program  to  ad- 
minister for  either  the  Authority  or  the  contributor.) 

TYPE  OF  FUNDING 

Primary  funding  of  CDFIs  should  be  in  the  form  of  equity  capital 
investments  in  for-profit  intermediaries,  and  grants  of  permanent 
capital  for  non-profit  intermediaries  as  follows. 

1.  Investment  in  for-profit  intermediaries  should  be  in  the  form 
of  25  year  preferred  stock  investments  with  a  non-cumulative  divi- 
dend of  about  2  percent.  Regulators  should  be  instructed  that  these 
investments  be  counted  as  the  equivalent  of  perpetual  preferred 
stock  (Tier  1)  core  capital  until  the  final  five  years  of  the  term.  For 
the  remaining  term,  the  investments  should  be  considered  the 
equivalent  of  intermediate-term  preferred  stock  (Tier  2)  supple- 
mentary capital. 

2.  Investment  in  non-profit  institutions  (including  CDLFs  and 
CDCUs  should  be  in  the  form  of  grants  to  permanent  capital  [cap- 
ital grants!).  This  money  cannot  be  used  for  operating  funds,  al- 
though the  earnings  on  these  funds  could  cover  operating  costs. 
There  would  be  no  obligation  to  repay  these  grants. 

3.  As  mentioned  earlier,  funds  should  be  specifically  earmarked 
for  operating  support,  technical  assistance  and  training. 

ADDITIONAL  QUESTIONS  CONCERNING  CRA 

Q.  To  what  extent  should  insured  depository  institutions  receive 
credit  toward  fulfillment  of  their  CRA  requirements  for  contribu- 
tions to  or  investments  in  CDFIs?  Should  contribution  to  or  invest- 
ment in  CDFIs  be  sufficient  to  fulfill  an  insured  depository  institu- 
tion's CRA  obligations?  Would  it  be  appropriate  to  exempt  institu- 
tions from  CRA  examinations  and  requirements  if  they  contribute  a 


241 

sum  equal  to  approximately  .05  percent  of  their  assets  or  5  percent 
of  their  capital  to  a  CDFI? 

A.  Contributions  or  investments  by  insured  depository  institutions 
should  be  considered  as  partial  fulfillment  of  CRA  obligations,  but 
it  should  not  replace  the  requirement  that  these  institutions  assess 
community  credit  needs  and  meet  those  needs.  As  mentioned  ear- 
lier, CDFIs  meet  a  particular  need  but  they  do  not  meet  the  full 
credit  needs  of  low-income  communities.  It  is  vitally  important  that 
insured  depository  institutions  continue  to  meet  the  statutory  re- 
quirements of  CRA.  Thus,  contribution  or  investment  in  CDFIs 
should  not  be  sufficient  to  meet  CPA  obligations  and  it  would  not 
be  appropriate  to  exempt  institutions  from  CPA  examinations  for 
contributing  a  portion  of  assets  or  capital. 
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REVERSE  REDLE^ING:  PROBLEMS  IN  HOME 

EQUITY  LENDING 


WEDNESDAY,  FEBRUARY  17,  1993 

U.S.  Senate, 
Committee  on  Banking,  Housing,  and  Urban  Affairs, 

Washington,  DC. 

The  committee  met  at  10:05  a.m.,  in  room  SD-G50  of  the  Dirk- 
sen  Senate  Office  Building,  Senator  Donald  W.  Riegle,  Jr.  (chair- 
man of  the  committee)  presiding. 

OPENING  STATEMENT  OF  CHAIRMAN  DONALD  W.  RIEGLE,  JR. 

The  Chairman.  The  committee  will  come  to  order.  Let  me  wel- 
come all  those  in  attendance  this  morning.  We  certainly  have  a 
large  and  very  interested  and  enthusiastic  gathering  this  morning. 

Let  me  say,  as  we  proceed  this  morning,  we've  got  very  serious 
matters  to  discuss  and  everyone  here  shares  that  feeling.  Many 
have  traveled  a  long  distance  because  of  the  importance  of  these 
issues  and  how  strongly  people  feel  about  it. 

We  have  an  opportunity  today  to  build  an  important  public 
record  and  I  want  to  do  that.  There  may  be  moments  today  when 
things  are  said  or  people  have  strong  feelings  and  want  to  respond 
to  something  that  someone  has  said.  I  want  to  ask  everyone  now, 
at  the  beginning,  to  maintain  the  order  of  the  committee's  work 
today.  It  is  very  important  that  we  do  that,  because  we've  got  a 
chance  today  to  examine  these  issues  carefully  and  fully  and  to  get 
them  out  in  the  light  of  day. 

So  I  am  going  to  need  everyone's  cooperation  to  get  that  done. 
So  I  ask  for  that  now.  I  don't  want  to  have  to  gavel  down  anyone 
in  the  audience  at  any  point.  And  there  should  be  no  need  for  that 
because  we  want  to  hear  what  everyone  has  to  say  and  we  want 
to  be  able  to  build  this  record  fully  and  carefully. 

Having  said  that  at  the  outset,  I  again  appreciate  the  fact  that 
we  have  so  many  people  here  today.  I  think  it  underscores  the  very 
important  requirement  that  we  examine  these  issues  and  do  so 
carefully  and  fully. 

The  committee  today  is  meeting  to  conduct  its  second  hearing  in 
a  series  on  the  problem  of  people  in  our  country  getting  access  to 
capital  in  low-income  and  distressed  communities.  Just  2  weeks 
ago,  we  considered  the  issue  of  community  development  lending. 
Next  Wednesday  we  are  going  to  address  the  serious  problem  of 
mortgage  discrimination,  of  which  there  is  a  very  great  problem  in 
this  country. 
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We  are  proceeding  systematically  through  an  inquiry  to  get  at 
these  problems  and  get  them  out  in  the  open  so  they  can  be  dealt 
with  and  corrected. 

Today  then  our  subject  is  the  discriminatory  practice  of  targeting 
certain  communities  for  credit  on  imfair  terms.  Typically  the  com- 
munity involved  is  a  low-income  or  minority  neighborhood  where 
housing  prices  often  have  appreciated.  The  residents  in  many  cases 
are  unsophisticated  with  respect  to  some  of  the  financial  trans- 
actions and  the  way  they  are  presented,  and  in  many  cases  are  eas- 
ily victimized  by  unscrupulous  financial  salespeople. 

This  committee  has  observed  how  unscrupulous  check  cashing 
outlets  spring  up  in  communities  where  banks  and  thrifts  have  de- 
serted low-income  neighborhoods,  and  in  turn  are  charging  exorbi- 
tant fees. 

Our  subject  today  is  the  lending  side  of  the  check  cashing  prob- 
lem, namely  the  rise  of  what  I  would  call  shady  home  equity  lend- 
ers offering  promises  of  home  improvements  or  credit  consolidation. 
These  lenders  then  often  peddle  high  rate,  high  fee  mortgages  to 
cash  poor  homeowners.  The  borrower,  who  may  not  fullv  under- 
stand or  not  even  receive  disclosures  from  the  lender  about  the 
terms  of  the  loan  in  many  cases  ends  up  struggling  to  meet  over- 
whelming mortgage  payments.  Too  often,  the  borrower  then  ends 
up  losing  the  house  to  foreclosure. 

Now  the  answer  to  this  problem  is  complex  and  it  gets  into  the 
issue  of  how  we  regulate  certain  activities  in  this  country.  Some  we 
do  at  the  Federal  level,  some  we  do  at  the  State  level,  and  that 
issue  comes  into  play  here. 

But  clearly,  better  enforcement  of  laws  that  are  already  on  the 
books  can  help  in  some  instances.  Much  of  the  lending  activity 
being  complained  of  is  presently  legal  and  therefore  is  not  on  its 
face  illegal  activity.  I  want  to  get  to  that  just  a  little  bit  later  be- 
cause we  do  write  the  laws  of  this  country.  And  if  they're  not  the 
way  they  should  be,  then  they  need  to  be  rewritten. 

Better  disclosure  to  consumers  may  also  be  a  solution  here  in 
some  instances.  But  there  may  be  instances  in  which  the  only  solu- 
tion is,  as  I  say,  new  legislation.  So  today,  I  want  to  hear  from  our 
witnesses  on  these  points.  I  want  to  establish  a  public  record.  I 
then  hope  to  work  closely  with  the  Clinton  administration  to  better 
identify  the  roots  of  the  problem  and  then,  in  turn,  to  find  better 
solutions  to  it. 

We  have  two  panels  this  morning.  Our  first  panel  will  discuss 
the  origins  and  extent  of  the  problems  in  home  equity  lending  and 
how  we  might  address  them.  We  have  four  witnesses  on  that  panel. 
The  first  will  be  Scott  Harshbarger,  who  is  the  Attorney  General 
of  the  Commonwealth  of  Massachusetts.  Mr.  Harshbarger  has  con- 
ducted lengthy  investigation  of  this  issue  in  Massachusetts. 

Filling  out  the  first  panel  will  be  Kathleen  Keest,  who  is  a 
consumer  credit  specialist  for  the  National  Consumer  Law  Center, 
Terry  Drent,  housing  coordinator  for  the  Ann  Arbor  Community 
Development  Department  in  my  home  State  of  Michigan,  and  John 
Hamill,  who  is  president  of  Fleet  Bank  of  Massachusetts.  Fleet  has 
had  the  misfortune  to  find  itself  closely  associated  with  this  issue 
in  the  press,  but  this  problem  is  broader  in  scope  than  any  one  in- 
stitution. 
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We  welcome  Mr.  Hamill  here  today  for  his  testimony  and  to  draw 
upon  the  experience  and  the  insight  that  he  can  provide  us. 

The  second  panel  will  focus  on  the  nature  of  the  home  equity 
loan  problem.  The  witnesses  will  be  Annie  Diggs  of  Augusta,  GA, 
and  Eva  Davis  of  San  Francisco,  CA,  two  home  owners  who  say 
they've  been  victimized  by  second  mortgage  lenders.  We  will  also 
hear  from  John  Long,  an  Augusta,  GA,  attorney  involved  in  related 
litigation,  and  Bruce  Marks,  who  is  the  executive  director  of  the 
Union  Neighborhood  Assistance  Corp.  Mr.  Marks,  I  might  say,  has 
been  a  driving  force  in  bringing  the  second  mortgage  problem  to 
light  and  it  is  important  that  he  testify  today. 

We  have  also  received  written  testimony  for  this  hearing  from 
the  Legal  Aid  Foundation  of  Los  Angeles,  the  New  York  City  Office 
of  Consumer  Affairs,  including  a  study  that  they  have  given  us 
that  we  will  make  a  part  of  the  record.  The  Legal  Aid  Foundation's 
Home  Defense  Center  in  Georgia,  and  the  Legal  Aid  of  Bilouxi, 
Mississippi,  and  any  others  that  may  wish  to  submit  testimony  or 
statements  for  the  record.  And  we  will  keep  the  record  open. 

Let  me  note  for  the  record  that  several  of  this  morning's  wit- 
nesses are  involved  in  litigation  related  to  the  subject  of  our  hear- 
ing today.  It  is  of  course  not  the  function  of  this  committee  today 
to  try  to  settle  or  in  any  way  try  to  resolve  these  lawsuits.  That 
just  can't  be  done  in  this  setting.  Our  purpose  today  is  to  try  to  de- 
termine what  the  laws  should  be. 

I  ask  all  of  our  witnesses  if  they  would  keep  that  in  mind  and 
help  us  in  turn  find  the  answers  they  need  and  lay  a  foundation 
in  fact,  so  that  we  know  where  a  new  law  may  well  serve  us  prop- 
erly. 

Finally,  I  want  to  stress  again  the  relationship  of  this  hearing  to 
the  larger  and  pervasive  problem  of  an  inadequate  flow  of  credit  to 
low-income  communities  on  fair  terms  and  without  discrimination. 
This  is  a  major  problem  in  this  country  and  it  has  to  be  dealt  with 
directly. 

As  I  say,  this  is  one  of  several  hearings  in  which  we  are  doing 
it.  But  I  am  determined  that  we  will  face  and  solve  that  problem. 
Racial  discrimination  and  the  denial  of  credit  to  people  who  are 
creditworthy  in  this  country,  because  they  are  being  excluded  from 
the  system,  either  on  racial  grounds  or  geographic  grounds,  or  be- 
cause they  are  in  certain  neighborhoods,  is  absolutely  un-American 
and  it  has  got  to  come  to  an  end.  And  I  am  determined  to  see  that 
it  comes  to  an  end. 

That  is  why  four  of  our  first  six  hearings  in  this  Congress  fo- 
cused directly  on  this  subject.  I  am  very  much  committed  to  work- 
ing with  all  the  members  of  this  committee  and  with  the  Clinton 
administration  that  feels  very  strongly  as  well  on  these  issues  to 
address  these  matters  directly  in  a  specific  legislative  package  and 
as  a  top  priority  that's  got  to  be  dealt  with  now  before  more  dam- 
age is  done  to  our  people  and  to  our  country. 

So  again,  I  want  to  thank  all  of  our  witnesses  for  coming  this 
morning,  many  from  long  distances.  And  we  look  forward  to  your 
testimony. 

Senator  D'Amato. 
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OPENING  STATEMENT  OF  SENATOR  ALFONSE  M.  D'AMATO 

Senator  D'Amato.  Thank  you  very  much,  Mr.  Chairman. 

Mr.  Chairman,  today's  hearing  obviously  focuses  in  on  a  situa- 
tion that  is  evil,  that  is  pernicious,  that  is  unlawful,  and  that  really 
is  a  stain  on  the  financial  community,  as  well  as  one  that  we  share 
for  having  permitted  this  pernicious  practice  of  discrimination  and 
consumer  abuse  to  take  place. 

When  an  elderly  person  is  conned  into  taking  a  second  mort- 
gage— and  I  say  'xonned" — into  taking  a  second  mortgage  to  pay 
for  some  repairs,  and  within  a  matter  of  months  cannot  make  those 
payments,  than  any  decent  credit  analysis  should  demonstrate  very 
clearly  that  he  or  she  did  not  have  tne  income  to  make  the  pay- 
ments on  this  mortgage.  It  is  intolerable  to  then  have  that  elderly 
person's  home  foreclosed  on,  to  put  them  out  of  the  home  that  they 
nave  spent  a  lifetime  of  savings  and  scrimping  only  to  receive  noth- 
ing for  it. 

And  that's  exactly  the  kind  of  thing  that  is  taking  place  in  a 
number  of  our  States,  Mr.  Chairman.  State  law  in  some  cases  is 
so  permissive,  without  mentioning  the  individual  States,  that  it 
often  allows  and  encourages  these  kinds  of  practices. 

For  example,  some  States  have  no  laws  licensing  mortgage  bro- 
kers or  setting  limits  on  interest  rates  on  second  mortgages.  We 
will  hear  today  of  other  States,  like  Georgia,  that  have  laws  that 
actually  authorize  interest  of  up  to  5  percent  a  month.  That's  60 
percent  a  year. 

That's  loan  sharking  clear  and  through  and  it  should  be  made  il- 
legal. 

[Applause.] 

Mr.  Chairman,  too  many  Americans  are  losing  their  homes  as  a 
result  of  these  fraudulent  practices.  Homeowners  in  credit  starved 
areas  are  often  pressured  into  taking  out  second  mortgages,  usually 
on  usurious  terms  and  conditions  to  pay  for  home  repairs,  to  con- 
solidate debts,  or  to  obtain  needed  cash.  Despite  the  illusion  of  big 
money  on  easy  terms,  the  reality  for  these  borrowers  is  often  fore- 
closure and  the  total  loss  of  their  accumulated  home  equity. 

Mr.  Chairman,  so-called  reverse  redlining  is  among  the  most  per- 
nicious forms  of  racial  and  ethnic  discrimination  and  consumer 
fraud.  The  innocent  and  unsuspecting  victims  of  these  outrageous 
practices  have  worked  hard  to  realize  the  American  dream  of  home 
ownership  and  their  dream  of  home  ownership  has  been  twisted 
into  a  living  nightmare  by  the  so-called  "tin  men"  and  loan  sharks. 

Mr.  Chairman,  these  abusive  practices  must  come  to  a  halt.  Un- 
fortunately, current  laws — the  Real  Estate  Settlement  and  Proce- 
dure Act,  known  as  RESPA,  and  Truth-In-Lending — do  not  provide 
adequate  protection  for  consumers  and  borrowers  in  the  second 
mortgage  market.  And  the  con  artists  exploit  these  gaps  to  the  fi- 
nancial and  emotional  detriment  of  our  constituents  and  our  com- 
munities. 

I  have  prepared  legislation,  Mr.  Chairman,  which  I  was  going  to 
introduce  today,  that  will  provide  an  important  first  step  toward 
filling  in  the  gaps  in  consumer  protection.  It  is  called  the  "Home 
Ownership  and  Equity  Protection  Act  of  1993." 

Now,  I  said  that  I  was  going  to  introduce  it  today.  I  am  going 
to  withhold  it  and  circulate  it  so  that  hopefully  we  can  make  it  a 
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bif>artisan  act,  an  act  that  will  give  real  and  true  disclosure,  and 
provide  consumers  with  an  opportunity  after  the  initial  application 
is  made  for  a  person  to  reflect  upon  its  terms.  It  will  call  for  real 
disclosure  and  if,  indeed,  another  48  hours  or  so  can  bring  forth 
sui'gestions  from  this  committee  and  fit)m  staff  to  enhance  and 
m^e  it  a  better  bill,  as  a  first  step  toward  a  solution  to  the  prob- 
lems we  will  hear  about  this  morning,  this  Senator  would  be 
pleased. 

In  short,  the  bill  would  provide  a  3-day  cooling  off  period  between 
the  time  of  the  loan  application  and  closing.  We  establish  strict 

{)enalties  for  noncompliance  with  these  enhanced  disclosure  and  de- 
ivery  requirements.  And  we  mandate  a  comprehensive  Federal 
study  of  the  entire  second  mortgage  market.  I  think  that  is  impor- 
tant, so  that  we  don't  over-regulate.  But  by  the  same  token,  we  get 
a  comprehensive  review.  But  this  enhanced  disclosure  is  something 
that  I  think  is  a  first  step  that  we  should  begin  to  move  on  quickly. 

Under  the  bill,  consumers  will  be  warned  in  writing  at  least 
twice  about  the  dangers  of  taking  out  a  second  mortgage.  The  3- 
day  waiting  period,  as  well  as  the  3-day  recision  period  already  re- 
quired by  Truth-In-Lending,  will  give  homeowners  more  time  to 
consider  and  understand  the  responsibilities  and  risks  associated 
with  loans. 

I  believe  that  our  financial  institutions  have  a  very  real  obliga- 
tion themselves.  They  simply  cannot  hide  behind  the  fact  that 
there  is  some  company  out  there  doing  this.  That  there  are  inde- 
pendent contractors  making  these  deals.  That's  not  good  enough. 
You  cannot  do  that;  it's  wrong. 

[Applause.] 

We  have  a  credit-starved  community.  You  have  an  obligation  to 
see  to  it  that  if  you  make  funds  available,  that  the  people  really 
have  the  ability  to  pay  back.  No  one  wants  to  see  imnecessary  fore- 
closures. It's  wrong.  I  have  had  it  happen  to  someone  in  my  family 
who  should  have  known  better;  he  didn't.  It's  wrong. 

It  is  wrong  for  institutions  that  have  a  very  special  charter  with 
America  and  the  American  people  and  the  American  Government 
not  to  act  responsibly.  It  should  not  be  necessaiy  for  us  to  pass  this 
legislation.  It  obviously  is. 

So  I  hope,  Mr.  Chairman,  that  we  can  at  least  come  forward  with 
a  basic  bill  that  will  provide  more  disclosure  and  begin  to  move  us 
in  the  right  direction.  And  I  hope  that  the  great  financial  institu- 
tions of  our  country  begin  to  exercise  a  greater  degree  of  care  and 
concern  in  this  area. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Thank  you.  Senator  D'Amato.  With  you  and  I 
both  having  stated  our  intentions  today  to  introduce  legislation  of 
a  comprehensive  sort,  I  think  we  will  be  able  to  do  that  on  a  bipar- 
tisan basis  and  offer  it  in  a  way  that  can  move  it  ahead.  I  think 
it  would  be  very  constructive.  And  I  think  today  we  will  get  a  lot 
of  valuable  information  as  well  that  will  help  us  in  guiding  the  con- 
struction of  that  package. 

Senator  Campbell,  let  me  start  down  in  the  order  in  which  mem- 
bers have  arrived  for  any  brief  opening  comments  they  want  to 
make. 

Senator  Campbell,  we  are  pleased  to  call  on  you  next. 
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Senator  Campbell.  Thank  you,  Mr.  Chairman. 
I  have  a  complete  written  statement.  With  your  permission,  I 
would  like  to  introduce  it  into  the  record. 
The  Chairman.  Without  objection,  so  ordered. 

OPENmC  STATEMENT  OF  SENATOR  BEN  NIGHTHORSE 

CAMPBELL 

Senator  Campbell.  Just  to  tell  you,  I  appreciate  your  doing  this 
hearing  and  certainly  intend  to  co-sponsor  your  legislation  to  cor- 
rect some  of  the  problems  we  have  had  with  some  of  the  predators 
who  have  given  the  lending  institutions  a  bad  name  and  taken  ad- 
vantage of  people  who  are  very  often  the  people  who  have  the  most 
difficulty  in  our  communities  trying  to  make  a  living. 

Very  often,  homeowners  have  nowhere  to  go  for  credit  because 
mainstream  institutions  are  reluctant  to  lend  to  low-income  fami- 
lies; and  these  are  the  homeowners  who  are  targeted  by  second 
mortgage  lenders  and  charged  very  high  rates  of  interest. 

I  am  not  well  versed  in  the  banking  industry  as  you  know,  just 
coming  on  this  committee  recently.  But  I  have  always  been  inter- 
ested and  concerned  about  the  disadvantaged  and  minority  commu- 
nities, particularly  inner  cities  and  Indian  reservations,  as  you 
might  know. 

So  I  am  interested  in  learning  a  little  more  about  this.  I  have 
tried  to  collect  all  of  the  written  material  which  I  will  go  over  in 
my  office,  since  I  do  have  a  conflict  this  morning.  But  clearly  we 
have  an  obligation,  a  moral  and  legal  obligation,  I  think,  to  make 
sure  that  those  people  who  have  been  predators  on  the  disadvan- 
taged in  this  country,  to  make  sure  that  that's  stopped. 

We  might  not  be  able  to  go  back  in  time  and  fix  all  of  the  mis- 
takes that  have  been  made  and  all  of  the  unfair  practices  that  have 
been  made.  Hopefully,  courts  will  do  that  and  find  justice  for  those 
people  who  have  been  taken  advantage  of.  But  we  can  surely  move 
forward  and  prevent  it  from  happening  again. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Thank  you  very  much. 

Senator  Bennett. 

OPENING  STATEMENT  OF  SENATOR  ROBERT  F.  BENNETT 

Senator  Bennett.  Thank  you,  Mr.  Chairman. 

I  apologize  in  advance  that  I  have  a  conflict  that  will  not  permit 
me  to  hear  all  of  the  testimony.  But  I  want  to  make  it  clear  that 
this  is  a  matter  that  requires  very  careful  study  and  something 
that  members  of  the  committee  should  pay  very  close  attention  to. 

I  am  delighted,  Mr.  Chairman,  in  your  comment,  in  your  opening 
remarks,  about  the  issue  of  whether  this  is  a  Federal  jurisdiction 
or  a  State  one.  Because  I  think  much  of  the  problem  may  have 
arisen  from  the  fact  that  States  assume  that  there  are  Federal 
laws  on  the  books  that  take  care  of  this  and  therefore  ignore  it. 
And  the  Federal  Government  very  often  is  the  least  effective  agen- 
cy for  enforcing  things  of  this  kind.  And  it  does  require  local  ad- 
ministrators and  local  regulators  who  are  closer  to  the  situation 
and  can  say  this  is  going  on. 

So  I  hope  in  the  testimony  that  we  address  not  only  the  question 
of  the  outrages,  but  the  basic  question  of  where  the  most  intelligent 
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enforcement  should  take  place  and  what  the  Federal  Grovemment 
can  do  to  facilitate  activities  on  the  part  of  State  and  local  regu- 
lators. And  I  am  delighted  that  we  have  some  State  regulators  here 
to  address  that  question. 

I  assure  them  that  even  though  I  do  have  a  conflict  that  will  re- 
quire my  leaving,  that  I  will  read  their  testimony  very  closely  and 
pay  close  attention  to  the  recommendations.  Because  this  is  an 
area  that  we  need  to  pay  very  close  attention  to  and  see  what  we 
can  do  to  alleviate  the  problem. 

The  Chairman.  Thank  you  very  much.  Senator  Bennett. 

Senator  Kerry,  you  may  also  want  to  make  a  comment  about  the 
fact  that  our  first  witness  this  morning  will  be  your  attorney  gen- 
eral from  your  State. 

Senator  Kerry.  Indeed,  I  would  like  to  do  that,  Mr.  Chairman. 

The  Chairman.  A  position  with  which  you  have  some  familiarity. 

OPENING  STATEMENT  OF  SENATOR  JOHN  F.  KERRY 

Senator  Kerry.  And  with  the  gentleman  himself. 

Mr.  Chairman,  I  think  first  of  all  I  would  like  to  join  colleagues 
in  reflecting  my  own  appreciation  for  your  leadership.  And  I  am 
glad  to  hear  Senator  DAmato  withhola  in  an  effort  to  try  to  put 
a  bipartisan  effort  together.  I  am  confident  we  can.  I  think  it  is 
very  important  we  do. 

I  also  want  to  underscore  how  important  I  think  this  hearing  is 
and  this  effbrt  is.  It  is  larger  than  just  the  examination  of  the  pred- 
atory practices  that  have  caused  considerable  and  appropriate  out- 
rage among  a  number  of  citizens. 

But  it  really  goes  to  the  larger  issue  of  a  relationship  between 
institutions,  important  institutions,  financial  institutions  with 
gn'eat  power,  and  people  who  do  not  share  that  power.  It  is  an  effbrt 
by  this  committee  and  others  to  try  to  transfer  some  of  that  eco- 
nomic power  back  to  people  who  have  been  victimized  by  redlining 
and  a  series  of  other  practices  amounting  to  economic  abuse  of  our 
urban  areas. 

I  am  particularly  pleased  that  the  leadoff*  witness  is  our  attorney 
general  from  Massachusetts.  He  rightfully  carries  a  well-earned 
reputation  as  a  law  enforcement  officer,  as  a  crime  fighter,  but  also 
as  a  crime  fighter  who  understands  this  other  relationship  I  am 
talking  about  with  respect  to  the  non-street  crime  that  you  see 
every  day. 

It  has  been  important  for  our  State,  and  I  think  he  is  to  be  sa- 
luted for  that.  The  work  he  did  on  this  is  groundbreaking  and  im- 
portant. It  is  really  the  best  of  what  attorneys  general  and  district 
attorneys  ought  to  do  in  protecting  citizens.  And  I  salute  him  for 
it. 

I  also  want  to  welcome  John  Hamill  here  who  has  the  difficult 
role  of  trying  to  articulate  within  an  audience  that  is  obviously  sus- 
picious of  any  corporate  person  representing  an  institution  tnat  is 
associated  with  the  downside  of  some  of  these  practices.  In  fair- 
ness, I  think  it  is  very  important  for  people  here  to  understand 
that  John  Hamill  is  an  outstanding  business  leader  in  our  commu- 
nity, somebody  we  have  enormous  respect  for. 

I  know  from  my  personal  dealings  with  him  and  efforts  to  get  mi- 
nority lending  increased  and  in  our  effbrts  to  try  to  augment  bank 
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purchasing  among  minority  businesses  and  other  things,  that  his 
own  sensitivity  to  this  issue  is  real  and  that  he  does  not  condone 
these  kinds  of  practices.  And  I  think  it  is  important  to  Hsten  to 
whatever  explanations  are  offered  with  that  in  mind. 

Let  me  also  say  it  is  very  clear  that  this  committee  has  got  to 
come  up  with  some  kind  of  response  to  what  we  understand  to  be 
an  imconscionable  relationship  between  disadvantaged  people  and 
institutions  with  the  power  that  we  have  described.  Not  every  per- 
son or  institution  who  loaned  money  to  poor  people,  incidentally,  on 
second  mortgages,  committed  improprieties.  We  understand  that. 

But  on  the  whole,  there  really  were  substantial  abuses  within 
the  industry  which  wound  up  causing  people  to  lose  their  homes  for 
no  legitimate  reason. 

Over  the  past  2  years,  my  staff  has  interviewed  a  number  of  peo- 
ple from  different  parts  of  Massachusetts  who  met  with  these  lend- 
ing practices.  And  we  have  heard  from  over  70  people  who  received 
loans  from  Dime  Bank  in  New  York  under  circumstances  that  any 
person  of  common  sense  and  decent  conscience  has  to  say  are  unac- 
ceptable. 

We  had  instances  where  we  had  what  was  called  a  "no  doc"  lend- 
ing process.  No  documentation.  No  normal  documentation  for  folks 
who  were  supposedly  a  larger  credit  risk.  The  whole  process  of 
home  buying  was  sped  up.  The  less  sophisticated  borrower  was 
lured.  They  were  only  required  to  put  down  20  percent  downpay- 
ment,  but  in  many  cases  tnere  was  no  documentation  of  their  abil- 
ity to  do  that,  no  income  verification,  no  credit  history. 

These  "no  doc"  loans  made  it  easier  for  fraud  to  occur.  Real  es- 
tate transactions  went  unchecked.  Incomes  were  inflated, 
downpayments  were  sometimes  financed  by  the  developers  them- 
selves as  a  second  mortgage.  Appraisals  were  falsely  inflated.  That 
institution,  and  another  one  that  has  subsequently  been  put  out  of 
business  by  the  RTC  were  the  only  two  who  dealt  this  wav  in  Mas- 
sachusetts, I  want  to  add.  But  they  used  techniques  called  negative 
amortization  where  they  had  a  teaser  interest  rate  with  interest  ac- 
cruing from  the  moment  and  suddenly  it  would  balloon  to  such  a 
degree  that  people  simply  never  had  a  prayer  of  being  able  to  pay 
this.  No  one  can  accept  that. 

So,  Mr.  Chairman,  I  think  it  is  important  to  build  a  record  today 
to  understand  precisely  how  this  occurred  and  what  the  implica- 
tions are.  I  salute  you  for  holding  this  hearing. 

The  Chairman.  Very  good,  Senator  Kerry. 

Senator  Domenici,  did  you  have  an  opening  comment? 

Senator  Domenici.  Mr.  Chairman,  I  have  a  few  pages  of  re- 
marks. Would  you  put  those  in  the  record? 

The  Chairman.  Without  objection,  so  ordered. 

OPENING  STATEMENT  OF  SENATOR  PETE  V.  DOMENICI 

Senator  Domenici.  Mr.  Chairman,  I  think  it  is  conclusive  now 
that  something  is  amiss  with  reference  to  inner  cities  and  minori- 
ties, their  ability  to  borrow  money  either  for  real  improvements  or 
for  home  building.  For  a  long  time,  people  said  it  wasn't  so,  but  it 
is  so.  Frankly,  we  are  quickly  coming  to  the  conclusion  that  you 
cannot  fix  inner  cities  with  Government  programs  solely.  Nothing 
works  that  way. 
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That's  why  vou  have  banks,  that's  why  you  have  a  secondary 
market  which  bundles  up  home  mortgages  and  then  permits  banks 
to  even  lend  more  for  homes.  Frankly,  what  we  are  doing  thus  far 
seems  to  all  be  counter  productive  on  the  Government  end,  and  I 
think  we  need  some  real  answers.  Why  isn't  FHA  more  active? 

Before  we  go  around  criticizing  others,  we'd  better  find  out 
what's  wrong  with  our  Federal  programs.  Something  has  to  be 
amiss. 

The  CRA,  which  we  take  so  much  pride  in  and  credit  for,  isn't 
even  working  in  this  area.  It's  being  finagled  in  ways  that  it  comes 
out  that  there's  still  no  real  help  for  the  individuals  that  want  to 
improve  where  they  live. 

We  allowed  tax  deductions  for  home  equity  loans.  I  say  to  my 
friends  here  on  the  committee,  which  said  you  can  borrow  money 
and  deduct  that  interest.  That's  working  counter  to  the  poor  people 
in  inner  cities  because  what  is  happening  is  they're  pooling  their 
non-equity  indebtedness  and  end  up  with  a  huge  indebtedness  on 
their  house.  And  they  are  ending  up  losing  their  houses  in  the 
name  of  permitting  them  to  deduct  the  interest  payments. 

Mr.  Chairman,  I  don't  have  the  answers,  but  I  think  it's  pretty 
clear  that  we  need  many  resources  applied  to  the  inner  cities  aside 
and  apart  from  Federal  programs.  We  need  what  every  other  part 
of  America  applies  to  the  community,  led  by  mortgages  and  loans 
for  real  home  improvements  and  for  housing.  That  is  not  happen- 
ing. 

The  Banking  Association  of  America  has  to  face  up  to  it.  For 
years  they  said  it  didn't  exist.  Now  if  we've  got  to  believe  the  Fed- 
eral Reserve  on  this  one,  they  looked  at  it  carefully  and  they  told 
us  it  does  exist. 

So  I  just  don't  think  we  ought  to  convene  these  hearings  with  the 
idea  that  we  are  looking  for  excuses.  We  are  looking  for  answers. 
Maybe  we  have  to  change  some  things  to  help  this  occur.  But  it  is 
happening,  there  is  no  doubt  about  it. 

Mr.  Chairman,  and  Ranking  Member  D'Amato,  I  laud  you  for  the 
hearings.  But  more  importantly,  I  really  hope  we  can  get  together 
and  find  some  ways  to  improve  this  situation.  Without  it,  it's  not 
going  to  work. 

Putting  in  more  community  development  block  grants,  I  say  to 
the  members  it's  just  going  to  be  a  little  superficial  thing.  It's  not 
going  to  fix  the  resources  that  ought  to  be  flowing  to  individual 
family  members  who  need  that  kind  of  help. 

Thank  you  very  much. 

The  Chairman.  Thank  you.  Senator  Domenici. 

I  want  to  note  that  Senator  Murray  was  here  and  had  to  leave 
to  attend  to  something.  We  will  make  her  statement  a  part  of  the 
record. 

The  Chairman.  Senator  Shelby. 

OPENING  STATEMENT  OF  SENATOR  RICHARD  C.  SHELBY 

Senator  Shelby.  Thank  you,  Mr.  Chairman. 

I,  too,  am  disturbed  by  the  notion  of  the  elderly  and  the  less  so- 
phisticated among  us  being  preyed  upon  by  the  over-zealous  finan- 
cial institutions.  I  believe,  Mr.  Chairman  that  this  type  of  conduct 
is  unconscionable  at  best.  There's  a  lot  of  fraud  in  this  type  of  lend- 
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ing  in  America.  Fraud  must  be  stopped.  I  don't  believe  there  is  any 
place  for  fraud  or  predatory  lending  of  this  tjqje  in  America. 

[Applause.] 

The  recent  settlement  in  my  State  of  Alabama  indicates  that  this 
has  been  and  may  continue  to  be  a  problem  in  Alabama.  I  am  in- 
terested in  learning  more  about  the  problem  of  reverse  redlining. 
And  I  am  very  interested  in  what  we  can  do  to  ensure  that  unwit- 
ting borrowers  are  not  taken  advantage  of  by  predatory  lenders. 

Particularly  troubling  to  me,  Mr.  Chairman,  is  the  idea  that  a  lot 
of  borrowers  are  unaware  that  they  are  using  their  homes  to  secure 
a  home  equity  loan  on  a  second  mortgage.  These  borrowers  may  get 
in  over  their  heads  and  end  up  in  a  lot  of  cases  losing  their  homes. 
Mr.  Chairman,  I  believe  no  borrower  in  America  should  be  un- 
aware of  what  collateral  he  or  she  has  used  to  secure  a  loan  of  any 
type. 

However,  Mr.  Chairman,  having  said  this,  I  think  as  these  hear- 
ings go  along,  we  have  to  be  careful  about  interfering  in  the  mar- 
ketplace, interfere  as  little  as  we  have  to.  We  use  the  term  "redlin- 
ing" to  describe  a  community  that  has  been  shut  off  from  credit. 
The  term  "reverse  redlining"  suggests  that  a  community  has  access 
to  much  too  much  credit,  a  notion  that  is  not  all  bad  if  it  were  car- 
ried out  right,  if  we  had  conscionable  people  making  those  loans. 

Mr.  Chairman,  I  have  an  additional  statement  I  would  ask  to  be 
made  part  of  the  record.  And  I,  too,  want  to  commend  you  as 
Chairman  for  bringing  about  the  leadership  in  having  these  hear- 
ings and  I  want  to  commend  Senator  D'Amato  for  his  foresight  and 
leadership  in  the  same  area. 

The  Chairman.  Thank  you.  Senator  Shelby. 

Senator  Boxer. 

OPENING  STATEMENT  OF  SENATOR  BARBARA  BOXER 

Senator  Boxer.  Thank  you  very  much,  Mr.  Chairman.  I  will  be 
brief. 

I  also  want  to  echo  the  praise  that  has  been  heaped  upon  you 
and  Mr.  D'Amato  this  morning.  I  also  want  to  say  to  the  people 
who  are  here  that  I  think  it  is  absolutely  terrific  that  you  came  out. 
What  you've  heard  already  should  give  you  great  heart  and  great 
hope. 

I  have  been  in  this  system  for  a  long  time  and  to  hear  the  kind 
of  commitment  that  you  have  heard  from  the  majority  and  the  mi- 
nority today  is,  I  think,  a  very  good  sign  that  something  good  is 
going  to  happen  and  that  you — ^the  public — ^have  played  a  role  by 
bringing  these  issues  forward. 

Mr.  Chairman,  many  times,  as  you  know,  the  people  who  are 
most  hurt  in  these  pernicious  schemes  are  often  the  people  without 
a  voice.  That  is  why  it  is  so  important  for  us  to  be  their  voice. 

Twenty  years  ago  I  was  a  newspaper  reporter,  Mr.  Chairman, 
and  I  wrote  a  story  about  an  elderly  woman  who  had  this  little 
dream  house  and  this  little  dream  picket  fence  and  roses  in  the 
front,  and  she  succumbed  to  one  of  these  people  who  came  and 
said,  "gee,  I  can  give  you  some  more  money  and  you  can  buy  some 
gifts  for  your  grandkids."  But  it  was  never  explained  to  her  that 
in  just  a  few  months,  maybe  a  year  or  two,  she  would  be  hit  with 
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a  balloon  payment  that  would  be  more  money  than  she  ever  hoped 
to  get  her  hands  on.  So  she  lost  the  house. 

We  wrote  the  story  and  everyone  was  stunned  and  shocked  and 
everyone  thought  this  certainly  would  never  happen  again.  But  it's 
still  happening,  20  years  later.  But  I  am  sitting  in  this  seat  and 
I  feel  privileged  to  be  able  to  do  something  now  rather  than  just 
write  about  how  to  fix  the  problem. 

I  am  going  to  work  with  you,  Mr.  Chairman.  The  bottom  line  is 
our  home  is  our  castle.  And  we  can't  let  someone  pretending  to  be 
a  knight  in  shining  armor  take  that  castle  away.  That  can  no 
longer  continue. 

So  I  will  work  with  you  and  do  everything  I  can  to  make  sure 
we  fix  this  problem. 

The  Chairman.  Thank  you  very  much,  Senator  Boxer. 

[Applause.] 

I  think  what  we  have  here  today  is  a  pretty  good  example  of  de- 
mocracy in  action.  We  have  a  lot  of  citizens  here  and  I  am  very  en- 
couraged by  that. 

Mr.  Harshbarger,  you  have  been  previously  identified.  We  are 
going  to  start  with  you. 

I  am  going  to  ask  each  of  our  witnesses  on  this  first  panel  to  try 
to  keep  your  summary  comments  to  about  5  minutes  if  you  will  so 
we've  got  time  for  questions.  As  you  know,  we  have  got  a  second 
panel  coming  behind  you  that  will  illustrate  some  of  the  very  prob- 
lems that  you  are  going  to  talk  about,  but  on  individual  terms.  I 
want  to  make  sure  that  we've  got  enough  time  this  morning  to  get 
through  all  of  that.  So  if  we  can  try  to  adhere  to  that,  that  would 
be  very  helpful. 

Mr.  Harshbarger,  we  will  start  with  you. 

STATEMENT  OF  SCOTT  HARSHBARGER,  ATTORNEY  GENERAL 
OF  THE  COMMONWEALTH  OF  MASSACHUSETTS 

Mr.  Harshbarger.  Senator,  thank  you  very  much.  I  commend 
you  as  Chairman  and  the  members  for  focusing  on  this  issue  and 
obviously,  my  colleague,  and  a  leader  on  this  issue,  from  Massachu- 
setts, Senator  Kerry.  It  is  nice  to  be  here. 

I  am  Scott  Harshbarger,  the  attorney  general  of  Massachusetts. 
I  thank  you  for  this  opportunity  to  outline  the  work  of  my  task 
force,  which  investigated  the  home  improvement  and  mortgage 
scams  in  Massachusetts.  I  would  ask  that  my  full  testimony  be  en- 
tered in  the  record. 

The  Chairman.  Without  objection. 

Mr.  Harshbarger.  I  would  also  ask  that  the  report  of  our  task 
force,  which  contains  in  detail  a  number  of  our  recommendations 
for  you  as  well  as  for  others  in  Massachusetts,  also  be  entered  into 
the  record. 

The  good  news.  For  the  past  2  years,  we  have  undertaken  a  com- 
prehensive program  of  enforcement,  regulatory  and  legislative  ac- 
tion to  remedy  the  harm  done  to  vulnerable  consumers  in  Massa- 
chusetts by  unscrupulous  lenders  and  home  improvement  mortgage 
contractors.  The  bad  news.  Our  investigations  documented  and  un- 
covered the  worst  kind  of  urban  economic  violence  which  blatantly 
victimized  thousands  of  vulnerable  homeowners. 
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These  vulnerable  homeowners,  elderly,  people  of  color,  and  peo- 
ple in  our  inner  cities,  were  targeted  by  certain  brokers,  lenders, 
and  contractors  to  take  out  second  mortgages  with  unconscionable 
terms  and  conditions.  If  the  consumer  had  sufficient  equity  in  his 
or  her  home  to  cover  the  loan  in  case  of  a  default,  irresponsible 
lenders  motivated,  as  best  we  can  tell,  primarily  by  greed  gave 
scant  attention  to  whether  consumers  could  repay  their  loans  with 
their  monthly  income. 

As  a  result,  the  consumers  were  burdened  with  unmanageable 
debt  and,  in  numerous  cases,  lost  their  home  through  foreclosure. 

The  words  of  one  victim  best  sum  up  the  impact  that  these  scams 
have  on  people.  She  said  to  me,  "They  did  to  me  what  a  man  with 
a  gun  in  a  dark  alley  couldn't  do;  they  stole  my  house." 

Following  the  complaints  that  we  received — and  many  of  the 
leaders  of  uie  community  groups  involved  in  this  are  here  and  will 
speak  to  you  this  morning — I  mobilized  the  Home  Improvement 
and  Mortgage  Task  Force  from  the  Office  of  the  Attorney  General 
to  address,  on  a  variety  of  fronts,  this  insidious  form  of  urban  eco- 
nomic violence. 

To  date,  the  Task  Force  has  initiated  thirteen  enforcement  ac- 
tions. These  actions  have  already  produced  more  than  $40  million 
in  legally  enforceable  benefits  to  Massachusetts  consumers,  par- 
ticularly consumers  of  low-  and  moderate-income.  The  targets  and 
the  participants  in  these  actions  were  banks,  home  improvement 
contractors,  and  a  variety  of  other  mortgage  company  officials. 

We  also  promulgated  unprecedented  and  creative  regulations  to 
curb  future  abuses,  and  new  mortgage  licensing  and  home  improve- 
ment laws  have  been  enacted  to  legislate  positive  change.  We  rec- 
ommend them  for  your  consideration. 

But  the  obvious  question  is,  how  and  why  did  this  happen. 

First,  many  inner-city  communities  across  Massachusetts  and 
elsewhere  in  this  country  were  entirely  abandoned  by  mainstream 
lending  institutions  during  the  1970's  and  1980's.  As  a  result  of  the 
vacuum  that  was  created  when  the  mainstream  financial  institu- 
tions left,  the  only  credit  available  to  inner-city  consumers  was 
from  the  then  unregulated  and  unlicensed  second  mortgage  compa- 
nies. 

This  economic  exploitation  was  aided  by  unethical  brokers  who 
extracted  unconscionable  fees  from  consumers,  and  who,  in  some 
instances,  had  undisclosed  financial  and  corporate  ties  to  lenders 
whose  primary  goal,  apparently,  was  the  acquisition  of  real  estate 
in  a  then  rising  market. 

I  believe  a  second  reason  why  these  scams  flourished  is  that  for 
over  a  decade,  there  has  been  a  wholesale  abandonment  of  our 
cities  in  this  country  by  many  States,  and  by  the  Federal  Govern- 
ment. 

If  these  scams  had  in  fact  occurred  or  were  occurring  in  middle 
class  suburbs  of  this  country,  as  we  saw  with  the  savings  and  loans 
scandals,  the  Federal  "cavalry"  would  already  have  arrived  on  the 
heels  of  the  scam  artists. 

But  instead,  the  social  fabric  of  many  inner-city  urban  neighbor- 
hoods was  allowed  to  be  torn  apart  and  communities  destabilized. 
And  these  destabilized  communities,  as  you  know,  and  as  Senator 
Kerry   in    particular   knows    from    experience,    are    the   breeding 


255 

ground  for  further  forms  of  economic  violence  and  other  types  of  vi- 
olence. 

Our  Task  Force  uncovered  and  documented  allegations  of  wrong- 
doing by  home  improvement  contractors,  lenders  and  brokers, 
against  vulnerable  consumers. 

We  have  given  examples  in  my  prepared  testimony  and  our  re- 
port of  what  was  documented. 

I  stress  that  only  because  this  is  a  field  where  allegations  are 
often  made.  Our  investigation  documented  misrepresentations  of 
the  nature  of  the  transaction  to  the  consumer,  illusory  induce- 
ments, pressure  and  coercive  tactics,  failure  to  disclose  key  ele- 
ments of  the  transactions,  forgeries  and  falsification  of  documents, 
and  unconscionable  or  unafFordable  loan  terms,  many  of  which  ex- 
amples have  been  described  by  members  of  the  committee  here  this 
morning. 

Our  attack  therefore  was  multipronged.  In  addition  to  13  actions 
that  targeted  banks,  mortgage  companies,  home  improvement  com- 
panies, and  individual  home  improvement  salesmen  and  mortgage 
company  executives,  we  did  promulgate  new  consumer  protection 
regulations  to  create  a  "level  playing  field"  for  all  the  lenders,  par- 
ticularly legitimate  lenders  who  were  playing  by  the  rules  and  were 
protecting  the  consumers  from  these  abuses. 

We  played  a  major  role  in  working  with  the  State  Legislature  to 
secure  the  passage  of  a  new  law,  regulating  home  improvement 
contractors,  registration,  licensing  and  a  guarantee  fund  to  protect 
consumers. 

And  we  initiated,  and  with  the  support  of  over  100  lenders  in 
Massachusetts,  a  voluntary  moratorium  which  was  then  followed 
by  a  legislativelv-passed  moratorium  that  precluded  foreclosures 
during  the  period  of  our  investigation. 

Please  allow  me  to  mention  just  a  few  things  in  terms  of  rec- 
ommendations. 

We  must  look  at  the  Community  Reinvestment  Act,  and  ensure 
that  its  requirements  are  absolutely  enforced  and  that  the  Act 
mandates  address  issues  that  have  been  focused  on  here  today.  Let 
me  give  just  some  examples. 

Given  that  the  unscrupulous  preyed  upon  the  vulnerable  and 
filled  the  vacuums  that  the  mainstream  financial  institutions  left, 
we  must  insist  that  more  banks  put  branches  in  lower  income  com- 
munities. We  must  insist  that  they  market  credit  products  de- 
signed to  meet  the  needs  and  resources  of  low-income  consumers, 
and  market  them  aggressively. 

The  banks  must  reach  out  actively  to  low-  and  moderate-income 
consumers,  and  become,  if  you  will,  more  "user  fi-iendly,"  as  they 
did  in  the  middle  1980's  for  the  "yuppie  community."  I  apologize  to 
those  who  may  have  been  in  that  group. 

[Applause.] 

It  is  also  clear  that  we  need  far  more  flexible  and  liberal  lending 
criteria  for  mortgages  in  a  number  of  areas.  And,  in  addition,  we 
must  insist  that  long-term  plans  of  banks  include  locating  in  urban 
communities. 

We  must  also  ask  the  banks  to  look  at  their  financial  relation- 
ships to  other  lenders.  The  fact  is,  in  these  situations,  consciously 
or  unconsciously,  mainstream  banks  in  Massachusetts  did  finance 
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high  rate  equity  lenders  who  made  loans  in  areas  where  those 
banks  were  not  participants. 

We  also  must  think  about  the  education  of  consumers  in  some 
meaningful  way,  to  ensure  that  they  know  how  to  protect  them- 
selves. 

And  I  suggest  we  should  adopt  regulations  similar  to  those  that 
we  adopted  in  Massachusetts,  in  terms  of  home  improvement  and 
mortgage  abuses,  as  well  as  legislation  relating  to  licensing. 

This  problem  won't  be  eradicated  overnight.  There  is  no  magic 
panacea  or  simple  solution,  but  if  together,  the  banks,  the  main- 
stream lenders,  responsible  brokers,  responsible  home  improve- 
ment contractors,  local  community.  Federal  and  State  agencies,  for 
once  engage  in  a  partnership,  and  not  to  compete  with  each  other, 
but  work  together  to  try  to  address  these  problems,  we  can  have 
a  public  private  partnership  that  I  believe  will  change  the  urban 
economic  landscape  from  one  of  deprivation  and  disintegration  to 
one  of  hope  and  opportunity. 

And  you,  Mr.  Chairman,  are  to  be  commended  for  your  commit- 
ment to  not  simply  hold  hearings  but  to  take  action.  And  we  stand 
ready  and  willing  to  assist  in  any  way  we  can.  Thank  you  very 
mucn. 

The  Chairman.  Thank  you  very  much.  That's  very  valuable  testi- 
mony. I  appreciate  also  the  submission  of  materials  from  your  work 
and  studies.  That  will  be  very  helpful  to  us. 

Next,  Kathleen  Keest,  who  is  a  consumer  credit  specialist  with 
the  National  Consumer  Law  Center  in  Boston,  and  is  also  the  au- 
thor of  the  Center's  study  called  "Second  Mortgage  Lending  Abuses 
and  Regulation." 

We'd  like  to  hear  from  you  now,  Ms.  Keest. 

STATEMENT  OF  KATHLEEN  KEEST,  NATIONAL  CONSUMER 
LAW  CENTER,  BOSTON,  MA 

Ms.  Keest.  Thank  you  for  your  invitation.  Again,  with  everyone 
else,  I'd  like  to  thank  you  for  focusing  the  attention  on  this. 

As  you  noted,  others  today  are  going  to  be  telling  you  in  graphic 
terms  what  the  human  costs  of  this  phenomenon  are.  I'm  here  to 
be  your  boring  speaker  today,  and  tell  you  why  I  think  some  of 
these  things  have  happened,  and  what  I  think  can  be  done  about 
it. 

One  of  the  major  contributors,  we  feel,  has  been  deregulation. 
Usury  rate  ceilings  have  been  around  for  thousands  of  years.  They 
were  around  for  a  very  good  reason,  that  being  that  greed  is  unfor- 
tunately apparently  an  immutable  human  trait  in  human  nature. 

Similarly,  because  there  is  inherent  unequal  bargaining  power  in 
consumer  transactions,  particularly  consumer  credit  transactions, 
the  regulation  of  consumer  lending  has  been  around  for  at  least  the 
better  part  of  a  century. 

But  in  the  early  part  of  the  1980's,  when  there  was  an  anoma- 
lous mismatch  between  statutory  rate  caps  and  market  rates,  we 
threw  the  baby  out  with  the  bath  water,  and  deregulated  virtually 
everything,  while,  as  Senator — I  believe  it  was — D'Amato  said, 
some  States  have  nothing  at  all. 

Congress  contributed  as  well.  Not  all  of  what  we  call  second 
mortgages  are  really  second  mortgages.  Some  are  first  mortgages 
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which  are  also  home  equity  loans.  And  Congress,  in  1980,  pre- 
empted State  interest  rate  caps  on  those  loans.  That  has  contrib- 
uted. 

Congress,  in  1982,  preempted  any  State  regulations  on  some  of 
the  other  creative  financing  things.  Tricks  that  have  been  men- 
tioned here,  like  negative  amortizing  loans  and  balloon  payments. 
Along  with  the  Federal  trend  toward  deregulation,  many  States 
gutted  their  laws  as  well.  This  deregulation  then  set  the  unscrupu- 
lous free  to  do  what  they  will. 

The  second  thing  that  happened  was  the  appreciation  of  real  es- 
tate values. 

What  happened  was  that  there  was  an  entire  new  pool  of  wealth 
created,  and  what  we  call  the  equity  skimmers  or  equity  thieves 
felt  that  it  was  there  for  them  to,  as  Woody  Allen  put  it,  rob  with 
a  paper  and  pen. 

This  led  to  what  is  called  asset-based  lending,  which  is  OK  in 
commercial  loans,  at  least  some  of  them,  but  when  you're  talking 
about  consumers  who  look  to  their  regular  daily  income  to  pay 
their  loans  back,  it  doesn't  make  any  sense  to  look  at  the  value  of 
the  collateral  unless  the  House  is  going  to  write  the  check  every 
month. 

It  only  makes  sense  if  the  homeowner  is  going  to  liquidate  and 
if  they  have  no  intention  of  it,  it  doesn't  make  any  sense  to  be  mak- 
ing loans  that  these  people  cannot  possibly  afford  with  large  bal- 
loons of  large  monthly  payments.  It  just  led  to  reckless  underwrit- 
ing because  the  lenders  had  nothing  to  lose  while  the  borrowers 
had  everything  to  lose. 

The  third  thing  that  happened  was  the  rise  of  the  secondary 
mortgage  market,  which  helped  a  lot  in  terms  of  increasing  the 
pool  of  mortgage  money  available,  but  it  also  made  these  people, 
these  second  mortgage  operators,  it  gave  them  a  backend  income 
stream  from  which  thev  could  continue  to  operate.  And  it  encour- 
aged their  reckless  underwriting,  because  they  didn't  have  to  deal 
with  the  consequences. 

And  the  investors  buying  the  paper  felt  that  they  didn't  have  to 
deal  with  the  consequences  because  they  could  successfully  or  not. 
Ultimately,  they  felt  that  they  could  assert  what  is  called  the  "hold- 
er in  due  course"  doctrine  to  protect  themselves,  and  separate 
themselves  from  any  responsibility. 

We've  talked  a  lot  already  about  who  this  happens  to.  I  just  want 
to  point  out  that  one  of  the  things  we  found  from  our  national  per- 
spective is  that  in  the  areas  where  there  has  been  the  most  permis- 
sive legal  environments,  regulatory  environments,  is  where  it's 
been  worst,  along  with  the  areas  where  the  real  estate  values  rose 
most,  like  Massachusetts,  Florida,  the  southwest. 

Then  of  course  it  happens  most  to  the  vulnerable  populations,  in- 
cluding the  rural  poor,  as  well  as  inner  cities,  rural  Mississippi, 
rural  Alabama,  and  of  course,  in  addition,  to  the  people  who  have 
no  choices. 

I  just  want  to  make  a  point  that  a  lot  of  times  these  loans  got 
justified  by  saying  that  these  were  high  risk  borrowers.  In  tne 
paper  that  Senator  Riegle  alluded  to,  we  take  issue  with  that.  I 
simply  want  to  make  reference  to  that,  rather  than  go  into  it  here, 
that  it's  not  really  true  that  that's  the  real  reason. 
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In  terms  of  recommendations,  there  are  a  lot  of  recommendations 
that  we've  made  in  an  appendix  which  is  submitted  with  our  writ- 
ten brief,  which  I'd  ask  to  he  made  part  of  the  record. 

The  Chairman.  Without  objection. 

Ms.  Keest.  Among  the  three  most  important  are,  one,  reregula- 
tion.  If  you  have  a  floating  ceiling,  that  takes  care  of  the  problem 
of  a  mismatch,  and  it  also  concerns  the  problem  that  usury  ceilings 
were  around  to  serve  for  the  last  3000  years.  I  would  ask  Congress 
not  to  preempt  any  States  that  want  to  do  something  even  more 
protective. 

Second  is  to  eliminate  the  '^holder  in  due  course"  doctrine  for 
consumer  loans. 

And  the  third  is  to  make  improvident  lending  and  equity  skim- 
ming an  unfair  and  deceptive  or  unconscionable  act,  and  include  a 
private  means  of  enforcement.  I  see  mv  time  is  up. 

I  haven't  heard  any  suggestions  that  this  is  going  to  happen 
today,  but  I  do  want  to  urge  caution  people.  I  know  there's  a  lot 
of  talk  about  regulatory  burden.  And  when  I  hear  the  bankers  talk 
about  it,  all  I  hear  them  mention  is  the  consumer  protection  laws. 
And  to  gut  those  in  the  name  of  relieving  regulatory  burden  is  not 
going  to  help  matters  at  all. 

There  are  a  lot  of  other  explanations,  there  are  a  lot  of  other  rea- 
sons why  there's  a  lot  of  paper  work  burden,  and  Truth-In-Lending 
is  really  not  one  of  them.  So  I  would  urge  you  to  not  listen  to  that 
siren  call. 

I  want  to  thank  you  again  for  having  the  opportunity  to  testify. 
Like  Mr.  Harshbarger,  if  there's  anything  we  can  do  to  help  the 
committee  in  its  considerations,  we'd  be  more  than  happy  to  do  it. 

The  Chairman.  Thank  you. 

Let  me  just  say  that  those  consumer  protection  laws  are  not 
going  to  be  gutted  by  this  committee,  not  while  I'm  here  as  Chair- 
man. I  can  assure  you  of  that.  ^  ^ 

[Applause.] 

Let  me  just  say,  that  Mr.  Terry  Drent  has  given  very  important 
leadership  in  Ann  Arbor,  Michigan,  for  which  I  and  others  are  ap- 
preciative. Further,  he  has  actually  assisted  several  homeowners 
with  severe  financial  problems  that  have  arisen  because  of  these 
second  mortgage  abuses. 

Mr.  Drent,  we're  pleased  to  have  you  and  we'd  like  to  hear  from 
you  now. 

STATEMENT  OF  TERRY  DRENT,  ANN  ARBOR  COMMUNITY 
DEVELOPMENT  DEPARTMENT,  ANN  ARBOR,  MI 

Mr.  Drent.  Good  morning,  Senator. 

It's  an  honor  to  speak  to  this  committee  today,  chaired  by  our 
distinguished  Senator  from  Michigan. 

I'm  Terry  Drent  of  the  Community  Development  of  the  City  of 
Ann  Arbor. 

Many  people  living  on  fixed  incomes  in  Michigan  and  the  rest  of 
the  country  are  facing  a  crisis.  For  many,  the  costs  of  medical  care, 
housing,  and  basic  sustenance  is  so  high  that  people  feel  they  have 
to  supplement  their  incomes  with  debt  just  to  survive. 

Many  of  these  people  are  being  preyed  upon  by  unscrupulous 
mortgage  companies,  with  a  practice  that  we  know  as  reverse  red- 
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lining.  These  firms  are  targeting  low-income  families,  claiming  to 
be  able  to  assist  them  in  paying  their  bills.  Many  who  avail  them- 
selves of  these  solutions  find  that  they're  worse  off,  and  some  are 
being  actually  forced  out  of  their  homes. 

People  living  on  fixed  incomes  are  most  susceptible  to  the  abuse 
by  mortgage  companies  because  they  see  their  expenses  increase 
more  than  their  incomes.  You  know  that  if  someone's  income  is  de- 
rived from  Social  Security  or  any  other  COLA  based  progpram,  the 
most  it's  going  to  increase  is  the  rate  of  inflation,  which  has  been 
about  3.5  percent  a  year  over  each  of  the  last  4  years.  In  that  time, 
we've  seen  medical  costs  increase  by  as  much  as  15  to  20  percent. 
The  cost  of  home  repair  is  also  very  nigh. 

Many  people  are  also  struggling  to  pay  their  property  taxes  on 
their  homes,  which  have  increased  dramatically  in  recent  years,  as 
State  and  local  governments  continue  to  face  budget  imbalances, 
many  due  to  Federal  budget  cuts. 

So  people  are  in  situations  where  they  have  to  choose  between 
buying  food  or  perhaps  paying  property  taxes  or  paying  for  health 
care  or  pajdng  property  taxes,  or  fixing  a  furnace  in  winter  time 
or  paying  property  taxes.  Like  most  of  us,  they  choose  to  pay  for 
the  things  that  will  keep  them  alive,  and  they  don't  pay  the  prop- 
erty taxes. 

We've  discovered  that  some  mortgage  companies  study  the  delin- 
quent tax  rolls  published  by  county  treasurers,  and  these  mortgage 
companies  entice  homeowners  with  loans  to  pay  their  back  taxes 
and  their  medical  costs. 

Frequently,  the  interest  rate  is  double  market  rate,  and  there  are 
many  high  administrative  fees  and  points. 

One  of  the  reasons  these  mortgage  companies  are  successful  in 
enticing  people  to  accept  these  loans  is  that  in  Michigan  and  many 
States,  if  you  are  unable  to  pay  the  property  taxes,  the  State  will 
collect  them  by  selling  them  at  the  delinquent  tax  sale. 

So  a  tax  purchaser,  frequently  a  company,  will  step  in,  pay  the 
taxes,  get  a  lien  on  the  property,  and  start  the  process  to  take  the 
home. 

Some  of  these  companies  also  own  mortgage  companies.  It's  an 
embarrassment  to  me  that  Michigan  is  probably  the  worst  State  for 
this  in  the  country.  In  Ann  Arbor,  we  had  an  elderly  widow  with 
Alzheimer's  disease  who  was  unable  to  pay  her  property  taxes,  and 
subsequently  they  were  purchased. 

A  mortgage  company  contacted  her  through  the  delinquent  tax 
roll  and  put  a  lot  of  pressure  on  her  to  sign  mortgage  papers,  say- 
ing she'd  lose  her  home  if  she  didn't.  They  offered  her  a  $35,000 
loan  at  18  percent  interest. 

The  Chairman.  At  18  percent? 

i*lr.  Drent.  Yes,  sir.  When  she  actually  needed  13  percent  to  pay 
her  taxes.  Her  income  was  $770  a  month  derived  from  Social  Secu- 
rity. This  mortgage  payment  would  have  cost  her  $680  a  month. 
She'd  still  have  to  pay  her  property  tax  bill.  Now,  that  would  leave 
about  $90  a  month  to  live  on. 

So  we  worked  with  a  local  bank,  Great  Lakes  Bancorp.  And  in 
consideration  of  the  Community  Reinvestment  Act,  they  were  able 
to  extend  her  a  loan  for  $15,000  at  9  percent  interest.  Her  mort- 
gage payment  with  her  taxes  is  about  $326  a  month,  and  she's 
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going  to  be  able  to  stay  in  her  home.  But  not  everyone  is  that 
lucky. 

There's  another  case  in  Southeastern  Michigan  where,  again,  an 
elderly  widow  with  early  onset  of  Alzheimer's  disease  couldn't  af- 
ford her  property  taxes  and  medical  bills.  In  1989,  she  got  a  mort- 
gage for  $12,729  with  a  3-year  balloon  payment.  She  defaulted.  Her 
income  was  $520  a  month  derived  from  Social  Security.  Her  mort- 
gage payment  was  $350  a  month.  So  she  defaulted  after  3  years. 
The  bank  refinanced.  She  defaulted  again.  They  refinanced  again. 
A  third  financial  deal.  In  18  months,  her  debt  load  increased  from 
$12,729  to  $39,500.  Of  this  increase,  this  woman  only  saw  $4,066. 
The  rest  of  it  went  to  points  and  administrative  fees. 

Right  now,  through  a  court  agreement 

The  Chairman.  They're  basically  just  stealing  her  equity  through 
those  inflated  figures. 

Mr.  Drent.  Absolutely.  It  was  clear  that  this  woman  could  never 
pay  this  loan  off. 

Right  now,  in  the  court  agreement,  she  has  8  months  to  refi- 
nance or  she's  going  to  lose  her  home  before  the  year  is  out,  and 
truly  become  a  burden  on  the  community.  This  is  a  house  she  paid 
off  once.  She  paid  off  her  mortgage. 

There's  another  person  in  Ypsilanti,  Michigan,  who  is  mentally 
disabled.  His  mother  left  him  her  home  so  he'd  always  have  a  place 
to  live.  His  State  disability  income  equals  $220  a  month.  A  mort- 
gage or  a  tax  company  bought  his  property  taxes  and  exchanged 
the  lien  on  his  property  for  a  mortgage  at  25  percent  interest.  His 
payment  is  $250  a  month,  again,  on  an  income  of  $220  a  month. 
Right  now,  he's  borrowing  from  friends  and  family  to  be  able  to  live 
and  pay  this  mortgage.  He  lives  on  about  $25  a  month  after  his 
payment.  Soon,  he  will  be  one  of  our  homeless  mentally  ill. 

There  are  many  abuses  in  the  nonconforming  mortgage  market. 
What  once  were  considered  usurious  mortgages  are  now  the  norm. 
Many  lower  income  homeowners  are  being  victimized. 

The  city  of  Ann  Arbor  isn't  specifically  against  nonconforming 
mortgages.  In  fact.  Mayor  Brader  of  the  city  of  Ann  Arbor,  and  the 
City  Council  and  the  City  Administrator  are  working  with  local 
banks  to  form  a  loan  pool  to  help  low-income  people. 

However,  we  feel  that  there  are  consumer  protections  that  can  be 
put  in  place  to  protect  the  low-income,  the  vulnerable  and  the  dis- 
advantaged from  an  under-checked  and  under-regulated  segment  of 
the  banlung  industry. 

We  have  some  recommendations  that  I'd  like  to  read  into  the 
record. 

We'd  like  you  to  consider  repealing  the  exemptions  from  State 
usury  laws  in  the  Federal  Banking  Statutes. 

We'd  like  you  to  establish  a  Federal  Usury  Law,  regulating  inter- 
est rates  as  a  specific  percentage  above  prime  rate  and  controlling 
the  total  financing  charges  imposed. 

Strengthen  and  clarify  the  notice  of  foreclosure  prevention  serv- 
ices existing  in  current  law. 

Require  personal  notice  of  foreclosures  to  all  significant  interests 
in  the  property. 

Require  judicial  foreclosures  of  all  mortgages. 
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And  finally,  amend  the  Older  American's  Act  to  require  that  low- 
income  seniors  facing  a  foreclosure  be  referred  to  social  service 
agencies  that  can  help  them,  literally  get  in  contact  with  programs 
that  can  help  them. 

Now  the  problem  is  so  severe  in  Ann  Arbor  and  Southeastern 
Michigan,  the  Mayor  and  City  Administrator  set  aside  funds  for  a 
foreclosure  prevention  program.  But  we  realized  that  we're  putting 
a  bandaid  on  an  open  wound,  and  regulatory  action  is  needed. 

The  practice  of  reverse  redlining  is  threatening  the  sanctity  of 
part  of  the  American  dream;  that's  nomeownership. 

Right  now,  we  feel  that  the  rapacious  dogs  have  been  unchecked 
and  under  regulated,  and  are  preying  on  our  disadvantaged  people. 
This  activity  is  wrong,  it's  unfair,  it's  unAmerican,  and  it  certainly 
needs  to  be  stopped.  And  we  hope  that  you  take  action  to  do  so. 

The  Chairman.  Thank  you  very  much. 

Thank  you  for  your  leadership  in  Ann  Arbor  and  for  coming 
today. 

Mr.  Hamill  is  President  of  Fleet  Bank  of  Massachusetts  and  a 
senior  executive  for  the  Fleet  Northstar  Group.  He  is  the  spokes- 
person for  Fleet  on  the  second  mortgage  issue.  Mr.  Hamill,  we  ap- 
preciate having  you  here.  We'd  like  to  near  from  you  now. 

STATEMENT  OF  JOHN  HAMILL,  PRESmENT,  FLEET  BANK  OF 

MASSACHUSETTS 

Mr.  Hamill.  Thank  you,  Mr.  Chairman.  I  appreciate  being  here. 

Senator  D'Amato,  I  appreciate  your  comments  and  the  legislation 
you  are  proposing.  Senator  Kerry,  I  appreciate  your  opening  re- 
marks. Ajid  Mr.  Harshbarger,  who  I've  worked  with  on  a  number 
of  occasions.  I'm  pleased  to  be  here. 

Fleet  is  headquartered  in  Providence,  Rhode  Island.  We're  the 
fourteenth  largest  bank  holding  company  with  $47  billion  in  assets. 
We  have  1,300  offices  in  42  States,  and  we  employ  over  27,000  peo- 
ple in  our  company  with  5  major  non-bank  companies  and  7  banks. 

Fleet  Finance  is  in  Atlanta,  GA.  That's  the  headquarters.  It  pro- 
vides consumer  finance  services  throughout  Georgia  and  in  25 
other  States.  It's  one  of  the  largest  consumer  finance  companies  in 
Georgia,  but  it's  a  smaller  player  in  the  national  consumer  finance 
industry. 

I  would  like  to  turn  your  attention,  if  you  will,  to  the  consumer 
finance  industry  as  a  whole,  because  it  provides  credit  I  believe  to 
millions  of  people  who  would  not  otherwise  be  able  to  get  credit. 
These  are  people  who  have  low-  and  moderate-incomes,  and  who 
cannot  obtain  credit  from  traditional  sources,  such  as  banks  and 
credit  unions  because  of  their  existing  credit  problems. 

Fleet  competes  in  this  market  with  major  national  companies, 
such  as  Associates,  AVCO  Financial,  Chrysler  First  Financial, 
Household  International,  Beneficial,  Transamerica,  G.E.  Capital, 
the  Money  Store,  Old  Stone  Credit,  NationsBank,  and  many  other 
companies. 

This  industry  provides  credit  to  a  segment  of  our  country  that 
needs  credit.  I  believe  that  the  industry  needs  to  be  focused  on  for 
what  it  does  right,  as  well  as  what  it  does  wrong. 

I  would  ask  that  we  make  sure  that  while  we're  looking  at  the 
question  of  access  to  credit,  that  we  focus  on  the  fact  that  people 
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do  deserve  access  to  credit,  notwithstanding  the  fact  that  they  have 
had  a  poor  credit  history  in  the  past.  That  I  think  from  a  public 
policy  standpoint  is  very  very  important. 

Senator  Domenici.  Would  you  state  that  again,  please? 

Mr.  Hamill.  I  think  that  people,  as  a  public  policy  matter,  have 
a  right  to  access  to  credit,  notwithstanding  the  fact  that  in  the 
past,  they  have  had  credit  problems. 

I  believe  that  that  is  what  this  industry  has  done  and  that  cer- 
tainly there  have  been  abuses.  But  I  want  to  make  sure  that  we 
focus  on  the  whole  and  not  on  the  fringe. 

Home  equity  loans  are  typically  used  by  consumers  to  reduce 
their  monthly  expenses  by  consolidating  debt  and  stretching  pay- 
ments out  over  a  longer  term,  when  used  right.  A  longer  term  and 
lower  interest  rate  reduces  the  borrower's  monthly  payment,  it 
eases  cash  flow  problems.  In  addition,  home  equity  loans  are  used 
to  finance  home  improvements,  to  acquire  personal  property,  to  pay 
educational,  medical,  or  other  expenses. 

This  is  a  new  phenomenon,  home  equity  loans.  It  is  something 
in  this  country  that  we  are  dealing  with,  where  we  are  bringing 
this  to  the  consumer  in  a  way  that  we've  never  done  before.  Con- 
gress allowed  tax  deductibility,  as  was  pointed  out. 

The  fact  is  that  we  did  have  a  rise  in  the  real  estate  values,  and 
the  fact  is  that  many  people  looked  for  a  way  to  be  able  to  access 
that  equity  in  order  to  be  able  to  satisfy  some  of  their  needs. 

I  think  that  is  a  very  important  public  policy  decision  that  was 
made  by  this  Congress,  and  I  don't  think  it's  something  that  we 
should  retreat  from  because  of  the  fact  that  we  have  problems  at 
the  fringe.  We  can  take  care  of  those  problems. 

I  would  like  to  also  say  that,  although  the  subject  is  not  to  be 
a  Fleet  Finance  hearing  specifically,  you  do  have  another  panel, 
and  I've  read  their  testimony.  And  I  think  it's  instructive  to  be  able 
to  at  least  talk  to  the  industry  issues  that  have  been  raised  by  Ms. 
Keest  and  others  in  the  testimony  that  you  will  see,  in  order  to  be 
able  to  look  at  those  issues  through  at  least  the  eyes  of  Fleet  Fi- 
nance, as  one  company  that  does  business  in  this  industry. 

The  first  is  that  this  industry  makes  loans  at  exorbitant  interest 
rates.  You  might  hear  that.  Also  that  excessive  finance  charges  are 
part  of  this  industry. 

I'd  remind  you  that  the  loans  of  Fleet  Finance  that  are  presently 
on  its  books,  and  have  been  amassed  over  the  last  7  years  when 
rates  were  higher,  and  now  have  come  lower,  so  that  you  need  to 
look  out  or  back  over  the  last  7  years. 

Fleet  Finance's  Georgia  loans,  for  example,  have  an  average  note 
rate  of  approximately  14.8  percent,  and  an  APR  of  15.9  percent. 
And  I'm  going  to  give  you  these  statistics,  and  I  will  be  happy  to 
provide  them  to  you  with  certifications  and  all  of  the  documenta- 
tion you  need.  Because  I  do  not  come  before  this  committee  lightly 
as  a  member  of  the  Fleet  Group,  and  give  you  statistics  that  I  could 
not  back  up  and  prove  to  you.  So  I  would  mention  that.  Ninety- 
eight  percent  of  Fleet  Finance's  loans  in  Georgia  have  interest 
rates  below  21  percent. 

The  Chairman.  I'm  sorry.  Would  you  repeat  that  again? 

Mr.  Hamill.  Ninety-eight  percent  of  Fleet  Finance's  loans  in 
Georgia  have  interest  rates  below  21  percent. 


263 

The  Chairman.  Let's  have  order  in  the  room. 

Mr.  Hamill.  We're  talking  about  a  portfolio  of  20,000  loans,  Sen- 
ator, Euid  I  would  like  to  make  sure  that  we're  looking  at  it  through 
the  eyes  of  the  entire  portfolio,  in  order  to  make  sure  that  again 
you  get  the  picture  of  this  industry  as  a  whole,  not  as  a  result  of 
a  piece  of  it. 

Last,  on  that  point,  41  percent  of  Fleet  Finance's  Georgia  loans 
have  zero  lender  points. 

The  Chairman.  Say  that  again  now. 

Mr.  Hamill.  Forty-one  percent  of  Fleet  Finance's  Greorgia  loans 
have  zero  lender  points,  and  98  percent  of  Fleet  Finance's  Georgia 
loans  had  10  or  less  lender  points.  I  give  you  that  because  it  is 
often  alleged  that  there  are  lender  points  in  the  20  and  30  point 
range  in  this  category.  I'll  get  back  to  that. 

With  respect  to  the  allegation  that  this  industry  engages  in  home 
equity  stripping,  I'm  sure  that  there  are  in  fact  some  instances  of 
that.  We  have  heard  those  from  Mr.  Drent  and  others.  But  let  me 
at  least  talk  to  that  issue  as  it  relates  to  the  Fleet  Finance  portfolio 
in  Georgia,  because  I  think  it's  instructive. 

Usually  equity  stripping  means  that  you  have  a  lot  of  equity  in 
the  house  and  the  loan  is  a  very  small  dollar  percentage  of  that  eq- 
uity, in  order  to  be  able  to  get  at  that  equity. 

Eighty  percent  of  the  loans  that  Fleet  Finance  has  made  in  Geor- 
gia have  a  loan  to  value  in  excess  of  60  percent.  That  indicates  that 
the  loans  that  are  being  made  are  in  fact  substantial  in  relation- 
ship to  the  equity  in  that  home,  not  low  loans  in  relationship  to  the 
equity. 

Fleet  Finance  lost  in  Georgia  $5  million  in  foreclosures  in  1991, 
$8  million  in  foreclosures  in  1992,  and  nationwide,  by  the  way. 
Fleet  lost  $24  million  in  foreclosures  in  1992.  And  when  it  is  often 
alleged  that  finance  companies,  such  as  Fleet,  are  in  the  business 
of  making  loans  in  order  to  foreclose  on  the  loans  in  order  to  make 
money,  I  would  be  hard  pressed  to  have  that  be  a  business  that  we 
would  want  to  be  in.  In  fact,  at  a  loss  of  $24  million,  it  is  quite 
to  the  contrary. 

The  Chairman.  Let  me  just  stop  you  there.  I  take  it,  and  you  cor- 
rect me  if  I'm  wrong,  that  the  loss  that  you  just  cited  is  on  those 
mortgages  on  which  you  foreclosed  and  which  you  collected,  versus 
what  you  have  loaned  against  them.  That,  I  assume,  does  not  take 
into  account  the  rest  of  the  mortgages  where  high  rates  were 
charged,  and  the  loan  terms  were  fulfilled  and  there  was  profit 
from  those.  Is  that  included  as  an  offset  or  not? 

Mr.  Hamill.  These  are  the  loans  upon  which  a  foreclosure  took 
place,  the  loss  on  those  foreclosures.  And  I'm  addressing  the  equity 
stripping  that  says  that  you  make  the  loan  in  order  to  be  able  to 
get  the  house  and  sell  the  house  and  make  a  profit. 

The  Chairman.  I  understand  that.  Wouldn't  it  be  fairer  to  say, 
to  really  evaluate  the  profitability  of  that  class  of  loans  at  the  high- 
er interest  rates,  and  you've  given  us  those  numbers,  that  you  have 
to  take  all  of  the  loans,  those  that  payout  and  upon  which  you  earn 
the  profits,  and  those  that  default,  upon  which  you've  cited  the 
losses.  Wouldn't  you  have  to  take  both  sets  of  loans  to  really  give 
a  full  picture  of  the  profitability  or  loss  of  that  sector  of  activity? 
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Mr.  Hamill.  I  think  you  obviously  show  that  in  the  bottom  Hne 
of  the  company,  and  what  this  addresses,  and  what  your  point,  I 
think,  goes  to  is  the  bottom  line  of  the  company.  And  yes,  you  can 
put  those  two  together  to  see  the  bottom  line  of  the  company. 

The  Chairman.  I'm  not  talking  about  the  bottom  line  of  the  com- 
pany. I'm  talking  about  the  bottom  line  of  that  classification  of 
loans.  Because,  in  a  sense,  you're  taking  a  part  of  the  loans  that 
in  fact  default  and  where  you  take  a  writedown  because  you've 
loaned  money,  and  you  wash  those  loans  through,  and  you've  post- 
ed a  loss  on  the  figures  that  you  cite. 

I  think  what  needs  to  be  included  at  the  same  time  is  the  profit 
on  the  other  loans  that  are  in  that  category  of  loan  that  are  up  at 
a  very  high  level.  To  be  fair  about  it,  you  have  to  do  both.  You  have 
to  talk  about  what  the  class  of  business  jnelds  in  profitability  or 
loss  overall.  Then  if  you  want  to  take  the  part  that  has  to  do  with 
the  mortgage  losses  on  those  that  don't  pay  out,  I  think  that's  ap- 
propriate to  do.  But  you  can't  do  one  without  the  other,  and  give 
a  fair  picture. 

Mr.  Hamill.  Your  assumption,  I  think.  Senator,  is  that  all  of  the 
foreclosures  take  place  on  lo£ms  that  are  taking  place  at  the  higher 
rate. 

The  Chairman.  I'm  not  assuming  that.  I'm  talking  about  these 
loans  that  go  into  these  areas,  where  we  think  this  problem  exists. 

Mr.  Hamill.  I  would  suggest  to  you  that  the  foreclosures  take 
place,  as  Mr.  Harshbarger  knows  in  New  England,  we  have  had, 
because  of  the  poor  economic  climate  over  the  last  4  years,  manv 
many  thousands  of  foreclosures  in  fact.  It  had  nothing  to  do  with 
where  the  loan  is  made,  in  fact,  but  rather  has  to  do  with  the  fact 
that  somebody  lost  their  job,  and  we  unfortunately  in  New  England 
have  had  a  terrific  downturn  in  our  economy,  and  had  many  people 
who  have  lost  their  jobs. 

It  doesn't  have  anything  to  do  with  where  they  live.  I  think  that 
is  in  fact  part  of  the  issue  here,  and  not  a  question  of  the  profit- 
ability of  the  piece  of  the  business  that  is  not  foreclosed  on. 

The  Chairman.  Let  me  ask  you  one  other  thing  while  we're  on 
this  topic.  I'm  interested  in  knowing,  and  you've  got  the  data  there 
with  you,  as  an  example  you  were  using  Georgia  data  earlier,  the 
average  outstanding  interest  rate  on  that  class  of  loans  you  cited 
was  15.9  percent. 

Mr.  Hamill.  That's  the  average  of  all  loans  in  the  portfolio. 

The  Chairman.  And  you  also  said,  just  to  keep  the  numbers 
clear,  as  to  what  I  think  I  heard  you  sajdng,  there's  obviously  some 
dissenters  in  the  room,  but  you  indicated  that  98  percent  of  the 
loans  were  below  21  percent. 

Mr.  Hamill.  Yes. 

The  Chairman.  I  don't  know  exactly  what  the  practices  are  in 
Georgia.  I'd  have  to  tell  you,  I  gag  on  the  theory  that  there's  even 
one  loan  in  21  percent  or  19  percent  or  18  percent.  I  understand 
you  can  take  the  averages  across  the  board  here. 

[Applause.] 

But  correct  me,  if  I'm  wrong.  If  you  get  outside  of  Georgia 

Senator  Shelby.  Mr.  Chairman,  can  we  have  order  in  the  hear- 
ing room?  I  think  it's  gotten  out  of  control.  We  never  have  this  in 
other  hearings.  We're  all  sympathetic  to  the  people  that  are  being 
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preyed  on  who  have  been  exploited,  but  we  do  need  order  in  the 
hearing  room. 

The  Chairman.  Senator  Shelby  makes  a  good  point.  And  it  is  im- 
portant that  we  maintain  order  in  the  room.  So  I  would  ask  that 
everyone  respond  to  that. 

What  I'm  wondering  is  this.  Is  Georgia  a  State,  that  because  of 
its  State  laws,  that  shows  us  a  profile,  even  within  your  lending 
radius,  and  other  States  in  which  you  operate,  that  would  be  dif- 
ferent than  we  would  see  in  other  States. 

If,  for  example,  we  looked  at  your  lending  in  Rhode  Island,  or  we 
looked  at  your  lending  in  Massachusetts,  would  we  find  average  in- 
terest rates  on  this  class  of  loans  as  high  as  the  numbers  you've 
cited  in  Georgia? 

Mr.  Hamill.  Interestingly  enough,  the  interest  rates  in  Georgia 
are  not  dissimilar  to  loans  that  are  made  in  other  parts  of  this 
country.  And  Fleet  Finance  does  business  in  26  States  in  the  coun- 
try. 

So  on  the  question  of  interest  rates,  you  would  see  a  diflFerence, 
it  was  addressed  by  Ms.  Keest  and  others,  in  the  question  of  broker 
points  and  lender  points.  There  would  be  more  regulation  in  other 
States.  Therefore  you  might  see  a  difference  there. 

The  Chairman.  Let  me  just  stop  you. 

So  the  15.9  percent,  if  we  were  to  take  State  by  State  in  terms 
of  the  outstanding  mortgages  that  Fleet  has  through  the  mortgage 
company  that  would  be  roughly  comparable  throughout  all  the 
States  in  which  you  operate? 

Mr.  Hamill.  Roughly  comparable.  There  would  be  some  States 
that  would  be  a  little  higher;  there  would  be  some  States  that 
would  be  a  little  lower.  But  roughly  comparable. 

I  looked  back  at  the  rate  charts  and  the  rate  quotes  that  were 
used  over  the  years  by  Fleet  Finance  in  order  to  see  what  rates 
were,  in  fact,  being  quoted. 

Senator  D'Amato.  Mr.  Hamill — if  I  might,  Mr.  Chairman  I  am 
not  going  to  be  able  to  stay  throughout. 

You  have  obviously  reviewed  this  situation  carefully  as  it  relates, 
not  specifically  to  one  matter  that's  in  litigation,  but  to  the  entire 
area.  With  the  so-called  "tin  men"  and  others  and  people  out  there, 
the  so-called  independent  contractors. 

What  conclusion  have  you  come  to  if  any  as  it  relates  to  how  you. 
Fleet,  are  going  to  conduct  your  business  activities  now  and  in  the 
future?  I  mean,  I  recognize  that  there  are  some  very  real  horrors 
and  that  your  institution  has  been  involved  by  at  least  being  lax 
and  not  seeing  to  it  that  some  guy  is  getting  ten  points  for  originat- 
ing a  loan  that  the  borrower  has  no  chance  of  ever  paying  back. 
You  recognize  that,  right?  Yes  or  no? 

Mr.  Hamill.  Senator,  may  I  address  the  question? 

Senator  D'Amato.  You  recognize  that  there  have  been  these  egre- 
gious examples? 

Mr.  Hamill.  We  have  recognized  there  have  been  problems,  and 
we  have  taken  steps.  And  I  would  like  to  address  those  if  I  might. 

Senator  D'Amato.  Good.  I  want  to  hear  what  you  have  done  and 
what  you  are  going  to  be  doing  and  what  you  recommend  to  be 
done. 

Mr.  Hamill.  Let  me  take  those  in  some  order. 
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First  off,  we  think  that  hmiting  broker  points  by  State  law 
makes  sense. 

Senator  D'Amato.  Shouldn't  you  be  doing  that? 

Mr.  Hamill.  We  have. 

Senator  D'Amato.  Look,  if  you're  paying  some  guy  10  points,  he's 
going  to  be  out  there  hustling  like  crazy.  He's  going  to  be  selling 
these  people — ^it's  your  responsibility.  That's  outrageous.  How  many 
points  have  you  paid  for  a  mortgage? 

Mr.  Hamill.  As  I  indicated,  we  have — if  I  can  give  you  the  statis- 
tics again  on  broker  points,  it  is  I  think  instructive  in  regard  to  the 
issue  of  broker  points.  We  have  75  percent  of  Georgia  loans  had 
zero  broker  points.  Ninety  percent  had  5  or  less.  I  would  suggest 
to  you  also  that  Florida  law,  for  instance,  allows  a  combination  of 
10  points,  5  broker  and  5  lender  points,  by  State  law.  So  if  we  were 
doing  business,  as  we  do  in  Florida,  that's  accepted. 

This  is  a  question  of  State  law.  Each  State  has  a  different  ap- 
proach. We  have  taken  the  approach  that  notwithstanding  the  fact 
that  90  percent  of  our  loans  in  CJeorgia — this  is  Georgia  now — ^have 
5  points  or  less,  we  will  in  fact  adopt  that  as  our  policy.  We  will 
allow  no  broker  to  come  to  us  with  a  loan  who  has  charged  more 
than  5  points. 

And  I  would  also  suggest 

Senator  D'Amato.  But  that  has  not  always  been  the  policy? 

Mr.  Hamill.  No,  it  has  not. 

Senator  D'Amato.  When  did  you  change  this  policy? 

Mr.  Hamill.  We  changed  this  at  the  beginning  of  1992.  But  let 
me  suggest  to  you,  Senator  D'Amato,  that  in  fact  in  Greorgia  today 
there  are  plenty  of  lenders  charging  more  than  5  points  because  in 
other  States,  by  State  law,  you  can  charge  more  than  5  points.  But 
we  have  taken  the  policy  because,  for  the  very  reason  that  you  sug- 
gest, even  though  we  think  that  the  problems  that  are  here  are  the 
very  edge,  as  I  have  tried  to  suggest,  the  very  edge  of  some  port- 
folios, we  don't  want  to  be  subjected  to  the  criticisms  with  respect 
to  being  at  the  edge  of  anything. 

So  we  have  instituted  a  change  in  the  way  we  do  business,  even 
though  many  of  our  competitors  do  not  adopt  that  change.  We  also 
have  a  rate  structure  that  we  think  is  competitive  in  today's  envi- 
ronment as  well. 

The  Chairman.  Let  me  ask  you  this.  Isn't  it  also  an  acknowl- 
edgement that  you,  in  that  category,  you  feel  there  has  been  an 
abuse?  It  isn't  just  to  protect  your  good  name,  it's  to  protect  your 
good  name  against  a  practice  that  I  would  assume  you've  decided 
in  that  area  is  abusive.  If  the  costs  get  up  to  that  point,  it's  a  bad 
practice  and  it's  one  you  don't  want  to  continue;  isn't  that  a  fair 
conclusion? 

Mr,  Hamill.  No,  I  don't  think  it  is.  But  it  is  one  I  can  see  you 
logically  coming  to  because  it  sounds — but  we  are,  again,  a  major 
banking  company.  We  have  spent,  and  I  think  Senator  Kerry  has 
alluded  to  this,  Mr.  Murphy  who  is  our  Government  relations  of- 
fice, who  spends  much  time  in  New  York,  has  spent  enormous  time 
in  the  field  of  community  reinvestment.  Ron  Walker,  who  is  here 
with  me  from  Fleet  Bank  of  Massachusetts,  and  many  of  the  people 
in  this  room  know  him.  We  have  spent  billions  of  dollars  in  trying 
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to  do  what  was  just  talked  about,  and  that  is  to  revivify  some  of 
these  cities. 

I  happen  to  Hve  in  Boston,  and  we  are  doing  an  enormous 
amount.  Mr.  Murphy  lives  in  New  York  City.  Others  live  in  other 
cities.  We  are  spending  too  much  to  try  to  do  what  you're  trying 
to  do,  and  that  is  help  the  inner-city,  to  be  at  any  point  criticized 
for  something  like  this. 

So  what  we  said  is  that  our  policy  in  effect  will  be  5  points,  even 
though  those  points  don't  come  to  us.  These  are  broker  points  that 
go  to  the  broker.  We  are  going  to  take  the  position  that  no  broker 
that  comes  to  us  will  be  able  to  earn  more  than  5  percent,  no  mat- 
ter where  we  do  business,  even  though  the  State  law  allows  more 
than  that  in  other  States. 

Senator  D'Amato.  Let  me  ask  you  this.  Should  the  State  law  be 
changed? 

Mr.  Hamill.  I  think  that  the  issue  of  State  law  is,  in  my 
opinion 

Senator  D'Amato.  Should  there  be  a  cap  on  brokers? 

Mr.  Hamill.  I  would  suggest  at  least  on  the  basis  of  the  policy 
we  have  taken  that  we  would  support  a  policy  of  a  5  percent  cap 
on  brokers. 

Senator  D'Amato.  Because  isn't  there  something — if  you  start 
getting  above  that  5,  isn't  there  something  that's  rather  out  of  the 
ordinary? 

Mr.  Hamill.  It  depends  upon  the  size  of  the  loan,  Senator.  It  de- 
pends on  the  size  of  the  loan.  If  it's  a  $100,000  loan,  yes.  If  it  is 
a  $10,000  loan,  a  broker  will  tell  you  that  he's  trying  to  help  some- 
body get  a  loan  who  might  otherwise  not  get  credit.  Five  percent 
is  not  an  unreasonable  amount,  he  thinks,  for  the  time  and  effort 
that  he  has. 

The  Chairman.  If  I  might 

Mr.  Hamill.  You  haven't  allowed  me  all  of  my  time. 

The  Chairman.  I  want  you  to  conclude.  Let  us  save  the  rest  of 
our  questions. 

Senator  Kerry.  Mr.  Chairman,  if  I  may,  I  have  an  11:30  I  have 
to  go  to.  Can  the  record  remain  open  for  submission  of  questions. 

The  Chairman.  By  all  means.  Let  me  just  ask  Mr.  Hamill  how 
long  he  has.  I  want  him  to  finish  and  we've  interrupted  him  before 
he's  finished.  You  should  be  given  the  chance  to  finish  and  I  want 
to  do  that  now. 

Senator  Moseley-Braun  wants  to  make  a  comment  and  others 
may  as  well.  Mr.  Hamill,  why  don't  I  give  you — what  do  you  need? 

Mr.  Hamill.  I  am  not  sure  how  much  time  I  took.  Senator. 

The  Chairman.  Why  don't  you  take  2  or  3  minutes  and  then  we'll 
go  to  questions. 

Mr.  Hamill.  I  would  appreciate  it. 

The  Chairman.  Senator  Domenici,  I  will  acknowledge  you  but  I 
don't  want  to  get  into  further  discussion  until  he  finishes. 

Senator  Domenici.  Mr,  Chairman,  I  have  expressed  my  views  on 
the  seriousness  of  the  problem  and  I  can't  stay.  But  I  want  to  sug- 
gest that  the  heart  of  this  problem  is  redlining.  Because  if  we 
didn't  have  redlining,  there  would  be  more  money  available  in  ordi- 
nary ways  and  I  would  hope  that  we  really  get  to  the  issue.  While 
this  is  a  major  problem,  it  is  a  residual  problem  to  the  extent  of 
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I  don't  know  what  percent,  50,  60,  70  percent.  Conventional  bank 
loans  don't  have  20  points.  If  we  can't  get  money  into  these  areas, 
these  kinds  of  problems  are  going  to  proliferate. 

The  Chairman.  Let  me  say.  Senator  Domenici,  we  are  having  a 
hearing  on  precisely  that  subject  next  week,  because  all  of  these  is- 
sues fit  together. 

Mr.  Hamill,  why  don't  you  go  ahead  and  conclude. 

Mr.  Hamill.  I  finished  on  that  last  number,  the  90  percent  of  the 
brokered  loans  that  we  do  business  with  on  Fleet  Finance  had  5 
points  or  less.  Let  me  go  on  to  the  issue  of  foreclosures  in  general. 

It  is  often  said  that  the  consumer  finance  companies  foreclose — 
and  at  least  it  has  been  said  about  Fleet  Finance — on  thousands 
and  thousands  of  homes.  The  number  is,  in  1991  and  1992,  Fleet 
Finance  foreclosed  in  Greorgia  on  approximately  530  loans  in  each 
year  out  of  20,000  loans  in  the  portfolio. 

The  Chairman.  530  out  of  20,000  in  what  quarter? 

Mr.  Hamill.  About  2  percent  per  annum.  And  we  have  compared 
the  2  percent  to  the  national  average,  and  it  is  right  in  line  with 
the  national  average. 

We  have  also  looked  at  the  race  of  the  borrower  upon  which  fore- 
closure has  taken  place,  where  we  can  tell  that  race  of  the  bor- 
rower, because  we  don't  always  know  what  the  race  of  the  borrower 
is.  But  where  we  do  know  it,  half  of  the  foreclosures  have  been  on 
people  who  are  black  and  half  have  been  on  white. 

The  Chairman.  Do  you  have  numbers  prior  to  1991  and  1992? 

Mr.  Hamill.  They're  smaller  because  the  portfolio  had  been 
building  up. 

The  Chairman.  Did  the  percentage  go  down  too? 

Mr.  Hamill.  It  stays  around  2  percent.  But  it  is  not  enough  to 
make  a  big  difference  because  the  denominator  and  the  numerator 
both  go  up. 

The  next  point  I  would  make  is  that  it  is  generally  argued,  and 
I  agree  with  Ms.  Keest,  that  if  there  is  a  loan  made  where  the  debt- 
to-income  ratio  of  the  borrower  is  out  of  line,  we  should  never  have 
made  that  loan.  We  have  done  some  of  those.  They've  gotten 
through.  We  buy  some  loans  in  bulk  and  we  didn't  do  a  good 
enou^  job. 

But  let  me  give  you  at  least  a  sense  of  what  we  have.  Generally 
the  criteria  is  the  debt-to-income  ratio  should  not  exceed  50  per- 
cent. But  62  percent  of  our  borrowers  had  debt-to-income  ratios  of 
less  than  40  percent,  62  percent.  Seventy-eight  percent  had  debt- 
to-income  ratios  of  less  than  45  percent,  and  95  percent  of  the  bor- 
rowers have  debt-to-income  ratios  of  less  than  50  percent.  If  it  is 
over  50  percent,  there  is  either  an  explanation  or  an  error.  We 
have  made  errors;  we  are  not  perfect.  I  can  give  you  the  percent- 
ages going  up. 

But  because  we  think  very  strongly  that  you  have  to  be  able  to 
repay  the  loan,  and  as  I  mentioned  the  loan  values  here  are  not 
equity  stripping,  because  we  have  made  higher  loaned  values  than 
has  been  alleged  in  the  past. 

I  would  say  to  you  also  that  our  debt-to-income  ratios  here  are, 
I  think,  a  critical  policy  issue  for  you  to  think  about.  Representa- 
tive Kennedv  in  the  hearings  in  the  House  suggested  that  maybe 
there  should  be  a  40  percent  debt-to-income  ratio  as  it  relates  to 
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the  question  of  this  issue.  Mr.  Harshbarger  indicated  that  banks 
should  have  flexible  lending  guidelines. 

I  have  worked  with  the  Massachusetts  Affordable  Housing  Alli- 
ance and  others  to  try  to  come  up  with  those  flexible  guidelines. 
There  is  a  question  on  the  table.  That  is,  how  flexible  should  one 
be,  and  is  it  right  to  have  a  loan  made  on  debt-to-income  ratios  in 
the  40  to  50  percent  range? 

I  say,  yes,  because  as  much  of  a  tragedy  as  the  foreclosure  of 
anyone's  house,  and  we  hate  it  because  not  only  is  it  a  personal 
tragedy,  but  people  lose  money,  I  would  say  to  you  though  that  for 
the  98  percent  of  the  people  who  could  borrow  that  would  not  oth- 
erwise be  able  to  borrow  because  of  poor  credit  histories,  who  could 
not  walk  into  a  bank  because  of  their  prior  credit  history,  it  is  most 
terribly  important  for  them  to  have  access  to  credit. 

With  respect  to  the  issue  of  targeting  minority  neighborhoods,  I 
have  given  you  the  foreclosure  numbers.  Half  of  our  foreclosures 
are  against  whites,  half  of  our  foreclosures  are  against  blacks.  If  we 
were  targeting,  that  would  not  be  the  case. 

We  have  stepped  up  to  the  plate,  and  I  am  going  to  finish  by  just 
saying  what  we  have  done.  We  have  stepped  up  to  the  plate.  I  have 
said  we  do  not  want  to  be  associated  with  any  part  of  a  fringe  in- 
dustry. We  want  to  be  in  the  mainstream.  We  have  put  on  the 
table  for  those  people  who  have  been  harmed  in  any  way  because 
of  inadvertence,  because  we  have  missed  some  loans  that  are  out- 
side of  our  policy,  that  we  have  not  done  something  that  we  should 
have  done.  We  stepped  up  to  the  plate  not  because  we  have  a  legal 
admission  of  guilt  but  because  we  wanted  to  be  good  corporate  citi- 
zens. And  it  has  been  thrown  back  in  our  face  because  we  put  a 
$38  million  program  on  the  table  to  help  people  that  have  had 
problems. 

It  is  thrown  back  in  our  face  by  class  action  lawyers  who  say  we 
cannot  institute  that  program  because  they  want  to  bring  a  class 
action.  We  have  offered  to  give  a  release  to  anybody  who  comes  for- 
ward under  this  program  in  order  to  be  able  to  make  sure  that  they 
are  not  losing  any  legal  right  under  a  class  action  and  we  have 
been  told,  no,  we  will  not  allow  our  clients  to  deal  with  you. 

Now,  before  the  class  action  lawyers  got  involved,  we  had  been 
able  to  help  700  people  who  had  been  having  a  hard  time  making 
their  payments  and  they  have  come  to  us  and  we  have  worked  with 
them,  and  are  willing  to  continue  to  work  with  them. 

Finally,  I  would  say,  that  in  terms  of  the  recommendations,  I  like 
Senator  D'Amato's  notion  of  being  able  to  give  even  better  disclo- 
sure. I  like  the  licensing  issue  with  respect  to  the  brokers  so  that 
you  limit  the  points  brokers  can  charge.  I  like  stricter  licensing  of 
home  improvement  contractors  because  I  believe  that  many  times 
the  problems  start  here,  as  Mr.  Harshbarger  indicated,  with  the 
home  improvement  contractor.  I  don't  think  that  the  banks  and  the 
finance  companies  can  estimate  values  and  that's  what  winds  up 
having  to  happen  when  the  loan  is  made,  if  the  value  of  the  home 
improvement  isn't  what  it  was  supposed  to  be,  it  is  impossible  for 
the  bank  to  be  involved. 

Finally,  I  would  say  that  as  far  as  Ms.  Keest  indicated  this,  I 
think  consumer  education  here  and  better  disclosure  is  in  fact,  and 
I  am  not  for  doing  away  with  Truth-In-Lending,  in  fact,  the  way 


270 

in  which  we — this  company  discloses  its  loans  under  the  Truth-In- 
Lending  Act,  we  are  all  for  it,  we  would  like  to  see  it  enhanced, 
and  we  would  hope  with  better  education  that  will  help.  In  fact, 
people  who  do  not  understand  what  it  is  that  they  are  getting  into. 

The  Chairman.  As  we  start  the  question  period,  I  am  mindful  of 
the  fact  that  we  are  moving  along  in  the  morning  and  we've  got  an- 
other panel  coming. 

I  am  going  to  yield  my  question  time  initially  to  Senator 
Moseley-Braun  who  has  not  had  a  chance  yet  to  make  an  opening 
comment.  Let  me  just  start  with  you  and  then  we  will  go  to  Sen- 
ator D'Amato,  and  we  will  go  in  the  normal  order. 

OPENING  COMMENTS  OF  SENATOR  CAROL  MOSELEY-BRAUN 

Senator  Moseley-Braun.  Thank  you  very  much,  Mr.  Chairman. 
I  am  going  to  ask  that  my  opening  statement — instead  of  reading 
it,  I  am  going  to  ask  that  that  be  submitted  for  the  record.  Because, 
quite  frankly,  all  the  general  things  I  was  going  to  say  in  an  open- 
ing statement  have  been  overcome  and  overwhelmed  by  the  testi- 
mony that  we  have  heard. 

The  Chairman.  Without  objection,  so  ordered. 

Senator  Moseley-Braun.  I  am  particularly  taken  by  Mr. 
Hamill's  testimony.  That  is  most  of  what  I  have  heard.  And  the  ap- 
parent inability  to  understand  how  it  is  that  what  Fleet  does  and 
these  other  companies  that  we  are  looking  at  really  has  the  effect 
of  enforcing  a  tax  on  poor  people.  It  is  a  tax  that  is  all  too  often 
enforced  on  people  who  are  black  and  brown. 

I  listened  to  your  remark  when  you  said  "half  of  our  foreclosures 
are  black,  another  half  are  white."  The  fact  is  that  the  African- 
American  population  and  the  Hispanic  population  are,  by  defini- 
tion, minorities.  So  you  are  talking  about  50  percent  of  your  fore- 
closures on  10  percent  of  the  population,  which  is  very  diflFerent 
from  50  percent  of  100  percent  of  the  population.  That  has  a  dis- 
proportionate impact  on  people  who  are  black  and  brown. 

The  second  point  to  be  made  that  should  just  be  very  evident, 
and  this  gets  in  part  to  what  Senator  Domenici  was  saying,  is  that 
your  company  steps  in  where  the  majority  of  companies  will  not 
lend.  We  have  already  seen  the  HMDA  study,  the  study  that  re- 
ported that  black  and  Hispanic  mortgage  applicants  in  the  Boston 
area  are  roughly  60  percent  more  likely  to  be  turned  down  for  a 
mortgage  loan  than  whites.  That's  geographic  redlining. 

But  I  want  to  submit  that  what  we  are  looking  at  here  is  eco- 
nomic redlining  as  well,  that  it  goes  beyond  just  geography  and 
that  it  really  does  go  to  people  who  literally  have  nowhere  else  to 
turn  and  they  are  preyed  upon  bv  companies  that  will  make  21 
percent  because  they  can.  That's  wnat  we  are  looking  at  is  the  situ- 
ation in  which  people  are  subjected  to  lending  practices  because 
they  have  no  options.  There  is  something  terribly  wrong  with  that. 
And  I  would  daresay,  quite  frankly,  our  failure  to  look  at  specific 
legislative  solutions  to  this  area  which  we  have  known  about — I 
mean,  this  is  not  new  news. 

It  is  just  worse  now  because  of  the  economic  downturn  that  we've 
just  come  through.  These  practices  have  been  going  on  for  quite  a 
while  now.  They  have  been  exacerbated  by  the  recession  that  we 
have  just  come  out  of,  but  they  are  not  new. 
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Quite  frankly,  Mr.  Chairman,  I  would  very  much  like  to  hear 
from  the  other  witnesses  specific  proposals  for  change,  what  we  can 
do  to  fix  this.  Because  21  percent,  you  testified  Mr.  Hamill,  that 
98  percent  of  your  loans  were  under  21  percent.  It  is  terrifying  to 
me  what  the  other  2  percent  might  have  been. 

But  even  more  to  the  point,  that  is  no  benchmark  when  mortgage 
rates  have  not  been  in  the  double  digits  for  over  a  decade. 

Second,  I  daresay  without  listening  to  your  testimony  you  did  not 
testify  specifically  in  terms  of  your  finance  charges,  your  late  fees, 
the  time  of  turnover  on  these  foreclosures,  those  kinds  of  things 
that  are  particularly  hard  for  a  family  to  deal  with  when  someone 
loses  their  job,  when  there  is  a  recession,  or  whatever. 

All  of  this  in  my  mind,  Mr.  Chairman,  comes  down  to  a  poverty 
tax.  It  comes  down  to  an  anchor,  a  weight,  that  we  have  failed  to 
lift  if  we  haven't  been  responsible  for  putting  it  there  in  the  first 
place.  We  have  failed  to  lift  it  on  people  who  really  have  nowhere 
else  to  go.  Literally  the  boats  that  are  stuck  at  the  bottom  are 
stuck  there  in  large  part  because  of  practices  like  this. 

I  think  we  have  an  absolute  moral  obligation  to  move  quickly  on 
addressing  specific  recommendations  for  change  and  what  we  can 
do  to  make  certain  that  this  kind  of  activity  ceases  immediately. 

Thank  you. 

The  Chairman.  Thank  you. 

Senator  D'Amato. 

Mr.  Hamill.  Senator,  I  appreciate  your  comments,  but  if  I  might, 
just  on  a  couple  of  points? 

One  is  the  rates  that  I  was  talking  about,  that  98  percent  are 
below  21  percent,  are  as  a  result  of  a  portfolio  in  Georgia  that  has 
been  built  up  over  the  last  7  years.  Yes,  the  interest  rates  today 
are  much  lower  than  they  were.  But  as  you  look  back  over  the  pe- 
riod of  the  last  7  years,  you  will  find  that  in  fact  interest  rates  have 
come  down  substantially.  So  it  is  part  and  parcel  with  that. 

Today  the  interest  rates  are  lower  and,  in  fact,  the  rates  that 
this  company  makes  range  from  9.9  percent  up  to,  at  this  point  in 
time,  about  14  percent.  It  is  a  different  rate  environment. 

I  am  giving  you  a  picture  of  a  portfolio,  not  at  a  point  in  time. 

Senator  Moseley-Braun.  OK,  Mr.  Hamill.  I  was  going  to  skip 
over  asking  all  the  questions  that  I  had.  But  let's  talk  about  that. 
You  talked  about  an  average  interest  rate  of  14.8  percent.  What  is 
your  high? 

Mr.  Hamill.  As  I  indicated,  there  are  2  percent  of  the  loans  over 
21  percent.  The  highest  rate  that  I  can  see  in  that  portfolio  is  I 
think  a  loan  of  about  28  percent  or  29  percent.  Again,  it  never 
should  have  been  made.  But  when  I  look  at  those  loans  and  I  look 
back  and  wonder  why  those  were  made,  those  were  mistakes.  And 
I  have  said — when  you  look  at  98  percent  or  99  percent  of  your 
portfolio  being  in  what  are,  I  think  reasonable  rate  ranges,  I  am 
not  here  to  say  that  we're  perfect.  But  I  am  here  to  say,  let's  make 
sure  we  keep  it  in  perspective. 

The  Chairman.  Senator,  if  you  will  just  yield  for  one  minute,  if 
I  may  say,  because  I  don't  want  that  to  pass,  I  think  an  average — 
I  heard  two  numbers,  15.9  percent  and  14.8  percent. 

Mr.  Hamill.  14.8  percent  is  a  note  rate,  and  15.9  percent  is  an 
APR. 
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The  Chairman.  The  annual  percentage  rate  average.  I  have  to 
tell  you,  and  I  appreciate  the  fact  that  you  have  changed  your  prac- 
tices and  you  mentioned  that  today,  so  you  are  not  doing  things  the 
way  they  were  done  in  the  past  and  you  have  acknowledged  that 
mistakes  were  made  along  the  way.  I  think  that's  direct  and  forth- 
coming. 

I've  got  to  tell  you  that  15.9  percent  on  average  as  £in  APR  both- 
ers me.  It  bothers  me  and  it  ought  to  bother  you,  quite  frankly. 

Mr.  Hamill.  Can  we  speak  about  that,  because  I  think  it's  a  very 
important  issue. 

The  Chairman.  We're  talking  averages  right  now.  That  means 
half  of  them  are  above  that  average. 

Mr.  Hamill.  What  I  am  trying  to  do  is  put  it  in  perspective  with 
the  98  percent  in  order  to  not  iust  ^ve  you  an  average.  Because 
I  understand  that  averages  can  oe  misleading.  Therefore,  I  am  giv- 
ing you  the  98  percent  below. 

In  1986,  the  rates  of  this  company,  not  different  from  rates  that 
were  done  by  consumer  finance  companies — and  this  is  not  a  fringe 
industry.  The  Household  Finances  and  the  Beneficials.  These  are 
companies  that  have  been  in  business  for  50  to  60  to  100  years. 
But  the  rates  in  1986  ran  from  about  15  percent  to  18  percent,  de- 
pending upon  the  credit  of  the  borrower. 

Now,  I  would  say  to  you  that  if  a  person  has  a  credit  problem 
and  a  credit  history  that  makes  him  imable  to  go  into  a  bank  and 
borrow,  unable  to  qualify  for  a  credit  card  and  is  able  to  bring 
down  their  monthly  payments  to  a  level  that  is  affordable  to  them, 
and  needs  the  money  to  be  able  to  pay  for  something,  whatever  it 
is  that  they  want  to  pay  for,  that  is  the  going  rate. 

I  would  say  to  you,  I'd  like  to  be  able  to  lend  to  everybody  at 
prime  rate.  But  that  is  not  the  way  the  economic  system  works. 

The  Chairman.  I  understand  exactly  what  you're  saying.  But  I 
think  there  is  a  part  of  the  story  that  has  to  be  added  to  that  that's 
critical  here.  And  if  you  don't  add  it,  then  it's  a  lopsided  story. 

The  fact  of  the  matter  is  that  traditional  lending  institutions 
have  redlined  certain  areas  of  the  community.  We  know  this  in  the 
urban  areas.  The  Federal  Reserve  has  given  us  a  study  about  dis- 
criminating against  people  based  on  race.  And  it  is  a  very  pro- 
nounced pattern. 

When  somebody  can't  go  and  get  a  loan  who  is  creditworthy  in 
the  normal  system  and  they  are  pushed  out  of  the  normal  system 
into  this  secondary  kind  of  a  system  where  the  mortgage  lenders 
who  have  been  around  for  a  long  time,  as  you  say,  15  to  18  percent, 
they're  being  price  gouged  because  they  are  being  denied  credit 
where  they  should  be  able  to  get  it  and  I  understand  how  that  sys- 
tem works. 

But  I  don't  want  to  put  a  gloss  of  attractiveness  on  it  or  of  ac- 
ceptability on  it,  because  it  is  very  troubling  to  me  and  I  think 
frankly  it  has  hurt  this  country. 

Now,  you've  got  to  take  both  halves  of  the  problem.  The  fact  that 
there  were  rates  out  there  at  this  level,  15.9  percent,  that's  the  av- 
erage. So  you  got  half  the  people  on  the  APR  that  are  above  that 
level.  Or  I  should  say  half  the  average  is  above  that  level. 

Mr.  Hamill.  Let  me,  if  I  might — these  are  second  mortgages, 
these  are  not  first  mortgages,  /^though,  as  Ms.  Keest  said,  some 
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of  them  technically  are  first  mortgages.  But  they  are  not  purchase 
money  mortgages.  These  are  mortgages  that  are  in  the  truest  sense 
of  the  word  second  mortgages. 

Second  mortgages  in  banks,  just  as  in  finance  companies,  carry 
higher  interest  rates  than  they  do  with  first  mortgages.  You  cannot 
compare  first  and  second  mortgages. 

I  am  very  familiar  with  the  question  of  the  redlining  issue.  But 
here  is  an  industry,  in  fact,  that  is  not  redlining  and  I  don't  think 
it's  reverse  redlining. 

As  we  look  at  the  statistics  of  this  particular  portfolio  that  hap- 
pens to  be  Fleet  Finance  in  Greorgia,  which  has  in  Fulton  and 
DeKalb  counties  a  high  percentage  of  people  of  color,  I  think  it  is 
usually  viewed  as  a  city  that  has  done  a  great  job  with  race  rela- 
tions by  the  way,  and  a  model  for  many  parts  of  the  rest  of  the 
country. 

The  fact  is  that  our  portfolio  reflects  a  split  along  the  lines  of  the 
population  mix  in  Fulton  and  DeKalb  counties.  Therefore,  I  would 
say  to  you  that,  one,  there  is  no  redlining  going  on  in  this  company. 
Second,  I  would  say  to  you  that  the  people  who  are  borrowing,  even 
if  the  banks  were  doing  business  in  some  of  the  neighborhoods 
where  some  of  the  people  who  are  borrowing  might  live,  the  credit 
history  of  the  borrower  who  comes  to  a  consumer  finance  company 
does  not  make  that  person  qualified  for  a  loan.  And  I  have  dealt 
with  this  on  the  bank  side. 

Let  me  put  my  bank  hat  on  for  a  moment.  We  have  struggled 
with  this  and  Mr.  Harshbarger  knows  that.  Senator  Kerry  knows 
that.  We  have  been  pushed  and  I  have  tried  to  push  to  get  Fannie 
Mae  and  others  to  take  loans,  and  you  have  had  hearings  on  this, 
that  are  beyond  the  traditional  debt-to-income  ratios  that  Fannie 
Mae  would  use  or  FHA  uses  and  try  to  get  them  up  if  you  will. 
They  won't  do  that  usually  unless  there  is  some  kind  of  a  subsidy 
that  comes  fi-om  the  Federal  Government. 

My  point  here  is  simply  that  these  are  borrowers,  whether  they 
be  white  or  black,  who  are  not  able  to  go  into  a  bank  and  borrow 
because  of  their  credit  problems.  And  I  think  they  still,  from  a  pub- 
lic policy  standpoint,  they  deserve  credit.  They  should  have  access 
to  credit.  And  I  think  that  the  rates  that  are  charged  are  reflective 
of  the  cost  of  the  credit,  the  borrowing,  and  the  servicing  costs. 

The  Chairman.  If  you  will  just  withhold  for  a  minute,  Senator 
Moseley-Braun,  do  you  have  one  other  comment?  Then  I  want  to 
go  to  Senator  D'Amato  here  because  I've  actually  given  you  my 
time  and  I've  interrupted  you.  Do  you  want  to  finish?  Then  I  am 
going  to  go  to  Senator  D'Amato. 

Senator  Moseley-Braun.  Thank  you,  Mr.  Chairman. 

I  am  glad  you  asked  the  question  about  the  high  average.  I  want- 
ed to  specifically  ask  Mr.  Hamill  just  on  a  small  and  very  specific 
note,  will  you  revisit  that  28  percent  mortgage  and  rewrite  it  for 
those  people? 

Mr.  Hamill.  In  fact,  we  have  a  program — I  don't  know  if  you 
were  here  when  I  mentioned  it.  We  have  in  fact  on  the  table  a  $38 
million  program,  $25  million  of  which  is  intended  to  do  just  that. 
We  have  said  to  people  who  have  rates  that  got  through  our  screen, 
come  in  and  we  want  to  do  just  that. 
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Senator  Moseley-Braun.  I  don't  mean  them  come  in.  If  you 
know  who  those  people  are  because  that's  in  your  portfoHo,  will  you 
reach  out  to  them  and  rewrite  those  mortgages? 

Mr.  Hamill.  In  fact,  we  have  tried  to  do  that.  We  have  been 
thwarted  by  the  class  action  lawyers  from  continuing  to  do  that. 

I  am  more  than  pleased.  We  don't  like  the  fact  that  that  got 
through  our  screen.  We're  not  perfect.  We've  said  that  we  got  98 

Eercent  of  our  loans  that  we  think  at  least  have  gotten  through, 
ut  that's  not  acceptable,  that  2  percent  or  1  percent  or  whatever 
the  number  is  that  have  gotten  through  the  screen.  We  want  to  rec- 
tify that.  So,  yes  we  will,  I  would  hope  that  I  will  be  able  to  get 
through  the  legal  entanglements  in  order  to  be  able  to  do  just  that. 

Senator  Moseley-Braun.  Your  points  and  finance  charges,  do 
you  aggregate  those?  What  are  they?  Are  they  aggregated  and  be- 
come part  of  this  foreclosure  package? 

Mr.  Hamill.  As  you  know,  the  lender  fees  are  part  of  the  APR, 
so  they  are  included  in  the  APR. 

Senator  Moseley-Braun.  That's  the  15.9  percent? 

Mr.  Hamill.  That's  the  average,  15.8  percent.  When  I  look  at  the 
portfolio 

Senator  Moseley-Braun.  I  think  you've  got  me  where  you  got 
the  Chairman  a  moment  ago.  It's  14.8  percent  interest,  15.8  per- 
cent APR. 

Mr.  Hamill.  And  that  goes  to  the  question  of  the  calculations 
under  the  Truth-In-Lending,  which  is  the  way  in  which  we  dis- 
closed to  the  borrower  what  is  the  cost  of  the  loan.  As  I  mentioned 
to  you,  98  percent  of  the  loans  that  we  make  have  10  points  or  less. 

Senator  Moseley-Braun.  But  what  about  your  finance  charges 
and  your  late  fees? 

Mr.  Hamill.  Those  are  the  finance  charges  the  lender 

Senator  Moseley-Braun.  Do  you  have  a  separate  category  of 
late  fees? 

Mr.  Hamill.  On  late  fees  we  do.  If  I  could  ask  one  of  my  col- 
leagues, I  don't  have  a  specific  on  what  the  late  fee  is. 

[Pause.] 

It's  usually  5  percent  after  10  days,  I'm  told.  I  do  not  know  that. 

Senator  Moseley-Braun.  Five  percent  of  what? 

Mr.  Hamill.  Of  the  payment  due.  If  you  owed  that  month  $100 
and  you  went  10  days,  it  would  be  5  percent  of  the  $100;  it  would 
be  $5. 

The  Chairman.  If  I  may,  I  think  I've  got  to  now  yield  to  Senator 
D'Amato  so  we  stay  within  the  time  constraints  here. 

Senator  D'Amato. 

Senator  D'Amato.  First  of  all,  I  have  to  say,  Mr.  Hamill,  I  hope 
you  can  continue  to  reach  out,  as  you've  indicated  before,  and  Sen- 
ator Braun  has  indicated,  to  those  people  who  have  been  victimized 
and  who  have  gotten  through  the  process  and  through  the  system. 
And  their  counsel  would  do  well  to  permit  that,  and  they  can  con- 
tinue their  suit.  But  they  should  not  be  so  driven  by  their  own  in- 
terests that  they  disadvantage  people  that  can  and  should  be 
helped. 

Second,  it  would  seem  to  me  that  where  you  have  built  up  tre- 
mendous costs  at  these  kinds  of  interest  rates,  which  are  truly  ex- 
cessive, that  there  would  be  a  forgiveness  of  those  interest  rates 
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that  have  accumulated,  a  certain  forgiveness,  a  recognition  that  28 
percent  or  25  percent  or  21  percent  is  absolutely  out  of  line.  And 
certainly,  in  the  cases  where  it  can  be  clearly  demonstrated  that 
people  would  never  have  the  ability  to  make  the  payments  given 
their  income,  that  that  recognition  should  be  taken  into  consider- 
ation so  that  it  is  not  just  a  matter  of  taking  a  situation  and  say- 
ing, well,  you  owe  us  $50,000  with  the  accumulated  interest,  et 
cetera.  Now  we  will  just  stretch  it  out  and  give  you  a  new  and 
lower  interest  rate. 

So  I  hope  there  is  some  kind  of  reasonable  attempt  to  do  that. 
Because  I  think  that  then  demonstrates  that  you  are  on  the  cutting 
edge  of  doing  the  right  kind  of  thing  for  the  right  reasons.  And  I 
certainly  don't  question  your  motivations  as  it  relates  to  that. 

I  would  like  though,  very  much,  because  he  has  been  a  leader, 
to  ask  the  attorney  general,  Mr.  Chairman,  Mr.  Harshbarger — it's 
good  to  see  him  here — I  didn't  think  that  earlier  I  would  be  able 
to  come  back  and  see  you  again,  Scott,  in  this  capacity.  So  I  am 
delighted  that  I  am  able  to  be  here  to  ask  you  that  question.  Some- 
one else  wanted  to  do  that. 

What  legislative  remedies  do  you  believe  should  be  initiated  on 
the  Federal  side?  In  our  bill,  we  call  for  a  Federal  study,  for  exam- 
ple, of  certain  things  such  as  should  there  be  a  cap  on  brokerage 
fees  and  commissions? 

I  don't  know  whether  there  should  or  shouldn't  be  or  what  the 
cap  should  be.  I  think  we  should  get  the  regulators  to  give  us  that 
information. 

But  you  have  been  a  pioneer  in  this  area  along  with  Senator 
Kerry,  your  predecessor.  So  consequently,  what  would  you  suggest 
coming  from  the  State  side  that  you  think  the  proper  role  of  the 
Federal  legislation  should  be  in  this  area? 

Mr.  Harshbarger.  We  made  a  number  of  suggestions.  Many  of 
them  are  geared  to  State  regulation.  But  the  biggest  thing  that  we 
heard  from  all  of  the  industry  at  various  times  was  the  lack  of  uni- 
formity and  consistency,  that  things  would  vary  from  place  to 
place,  and  therefore  those  who  chose  to  be  unscrupulous  could  al- 
ways fall  back  upon.  It  was  vague,  it  was  technical,  it  was  overlap- 
ping, it  was  duplicative,  there's  too  much  regulation.  And  those 
who  tried  to  comply  were  having  difficulties. 

So  one  of  the  most  interesting  things  for  us  about  the  regulations 
that  we  have  the  power  in  Massachusetts  to  issue  under  our 
consumer  protection  rates  was  we  had  long  hearings  with  mortgage 
companies,  with  banks,  with  brokers,  and  the  vast  majority  of  the 
industry  proposed  most  of  the  provisions  that  are  contained  in  our 
regulations  that  have  everything  from  fair  and  simple  disclosure 
langauge,  multilingual  translation  requirements,  documents  in 
other  languages,  interpreter  services  made  available,  assistance 
provided  to  people  for  mortgage  transactions  to  issues  such  as  how 
you  do  define  APR,  what  points  you  can  charge,  what  you  cannot 
charge,  what  it  should  be. 

We  suggested  a  cap  on  the  rates  that  would  be  some  percentage 
in  excess  of  the  prime  rate.  The  details  of  those  regulations  ad- 
dressed many  of  the  kinds  of  problems  that  people  addressed.  And 
I  felt  consistently.  Senator,  that  it  would  have  been  very  helpful  to 
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have  had  a  Federal  umbrella  framework  like  Truth-In-Lending.  We 
kept  coming  back  to  people  saying,  make  it  like  Truth-In-Lending. 

The  only  point  I  want  to  make  is  not  in  defense  of  Mr.  HamiU, 
but  was  that  we  found  that  if  we  could  have  had  the  protections 
applicable  to  banks  available  to  the  victims,  we  would  have  had 
remedies.  That  was  the  biggest  difference. 

In  this  other  world  of  consumer  finance,  the  protections  available 
under  banking  to  banks  were  not  available  if  you  took  your  mort- 
gages and  loans  from  others.  That  was  a  very  frustrating  situation. 
A  lot  of  our  regulations  and  rulings  were  related  to  that.  The  sec- 
ond is  your  CRA  looks  that  you're  doing  in  terms  of  what  is  reason- 
able to  expect  of  banks. 

But  I  would  urge  you  to  include  in  mainstream  financial  institu- 
tions legitimate  first  and  second  mortgage  companies  as  well. 
There  is  no  particular  reason  I  could  see  that  they  should  be  ex- 
cluded from  these  areas  of  regulation  and  control. 

Senator  D'Amato.  Mr.  Chairman,  I  want  to  thank  you,  and  I  cer- 
tainly thank  the  attorney  general  for  his  comments  and  his  work. 

Mr.  Hamill,  we  thank  you  for  coming  forward  today  and  making 
yourself  available.  Obviously  I  think  you  go  a  long  way  when  you 
do  indicate  that  there  are  certain  abuses  that  have  taken  place. 

Now  the  question  is  how  do  we  address  and  provide  a  remedy  for 
those  people  who  have  been  victimized,  and  what  actions  should  we 
take  to  minimize  future  victims. 

I  think  Senator  Domenici  and  the  Chairman  made  a  point.  This 
is  going  to  take  place  as  long  as  there  is  not  sufficient  capital  that 
can  and  should  be  made  available  to  creditworthy  people. 

I'll  make  one  other  aside. 

I  don't  believe,  Mr.  Hamill,  I  don't  believe,  and  this  is  the  genesis 
and  the  core  of  my  disagreement  with  the  administration  and  oth- 
ers when  I  proposed  caps  on  credit  cards,  that  everybody  should  be 
encouraged  to  borrow. 

I  think  it's  wrong.  I  think  it's  absolutely  wrong.  When  you  get 
into  this  business  and  say,  oh,  well,  look,  people  who  are  poor 
should  be  given  credit.  Let  me  tell  you,  if  they  don't  have  a  possible 
chance  of  making  the  payments,  you're  going  to  enslave  them,  and 
it  is  wrong.  Financial  institutions  should  not  do  that. 

And  then  what  you  do  is,  you  play — and  I'm  not  saying  you,  but 
I'm  saying  this  is  the  argument — ^you  mean  you  would  deprive  peo- 
ple of  credit  that  otherwise — ^you're  doggone  right. 

If  a  person  is  loaded  up  with  bills,  has  got  a  family  to  support. 
Loan  sharks  do  that.  The  guy's  a  gambler  and  he's  desperate,  and 
they  say,  OK,  we'll  loan  you  $1,000,  and  you've  got  to  pay  us  x  per- 
cent a  day  back.  We're  not  helping  people. 

And  I'm  not  coming  down  on  you,  but  I  just  heard  that  doggone 
argument  from  the  last  administration,  from  the  banks  that  came 
out  and  said,  oh,  no,  credit  card  interest  rates  are  wrong,  because 
you'll  deprive  the  very  people  who  need  it  most.  That's  nonsense. 

At  some  point  in  time,  you've  got  to  take  a  look  and  see,  does  a 
person,  can  they  pay  it  back.  And  it's  not  wrong  to  say  to  them, 
we're  not  going  to  make  it  available  to  you.  We'll  work  with  you. 

So  I  just  have  to  say,  Mr.  Chairman,  we  too  have  a  responsibility 
of  being  able  to  say  that  in  certain  areas,  if  you  make  credit  avail- 
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able  to  people  that  have  no  chance  of  ever  paying  it  back,  that  is 
wrong. 

And  I'll  tell  you,  Fannie  Mae  shouldn't  back  you  up,  and  Ginnie 
Mae  shouldn't  back  it  up,  and  the  Government  shouldn't  back  it 
up,  because  then  what  you're  going  to  do  is,  you're  going  to  have 
the  taxpayers  paying  for  those  defaults. 

We've  got  to  come  to  some  kind  of  a  reasonable  balance  in  this. 

I  thank  the  Chair. 

The  Chairman.  Thank  you. 

Senator  Shelby? 

Senator  Shelby.  Thank  you,  Mr.  Chairman. 

I  believe  this  helps  make  a  case  before  the  committee  for  some- 
thing you've  had  hearings  on,  Mr.  Chairman,  on  why  we  need  com- 
mimity  development  banks  around  to  help  people  that  are  the  most 
vulnerable,  in  ways  in  which  they  won't  be  exploited. 

I'm  one  Senator  that's  very  interested  in  lifting  the  regulatory 
burden  on  banks  in  America  in  certain  areas. 

But  a  case  like  today  doesn't  help  that  much.  Because  none  of 
us  are  interested  in  lifting  the  burden  on  regulation  if  lack  of  regu- 
lation in  an  area  is  going  to  help  exploit  the  most  vulnerable  of  our 
people. 

A  lot  of  these  loans,  a  lot  of  these  people  that  we've  seen  horror 
stories  here  and  know  about,  a  lot  of  people  would  be  much  better 
off  if  they  had  never  taken  a  loan. 

If  I  were  a  lender,  Mr.  Hamill,  I  would  be  very  very  careful  of 
buying  loans  from  people  in  the  market.  You  know,  most  lenders 
do,  especially  where  they're  second  mortgage  loans  on  older  people 
and  poor  people. 

But  there  are  horror  stories  here  that  we've  read  about  where  an 
elderly  man  75,  76  years  old  has  something  done  to  his  house.  He 
has  some  remodeling  done,  with  the  money  he  receives  from  a  loan 
and  his  payment  exceeds  his  monthly  income. 

If  I  were  buying  the  loan  as  a  lender,  I  would  look  at  the  credit 
report  of  the  borrower.  And  if  the  loan  called  for  27  percent  inter- 
est, or  22  percent  interest,  I  would  look  at  the  ability  of  the  bor- 
rower to  pay  back.  I  also  wonder  if  there  was  fraud  involved  here. 

I  don't  want  us  to  regulate  lenders  any  more  than  they  have  to 
be  regulated.  But  perhaps,  if  people  are  going  to  be  exploited  like 
this,  this  is  an  area  that  we're  going  to  have  to  look  into,  nation- 
ally, and  State  by  State. 

I'd  be  interested  in  the  documentation.  If  lenders,  finance  compa- 
nies, home  remodeling  companies,  are  unscrupulous  in  the  way 
they  get  borrowers  to  sign  up,  I  would  like  to  see  how.  Is  it  the  doc- 
umentation? Are  the  papers  fraudulent?  Do  people  know  what  they 
are  signing?  How  do  we  police  this? 

How  do  you  police  it,  if  you  were  to  buy  these  loans  later?  You 
assume  that  if  you  buy  them  on  the  market,  that  is  what  these  bor- 
rowers assume,  that  everything  is  on  the  up  and  up.  Many  of  these 
borrowers  are  desperate — perhaps  they  are  elderly  and  in  need  of 
cash,  perhaps  they  are  simply  uneducated  and  do  not  imderstand 
sophisticated  loan  documents.  Some  of  our  consumer  protections 
are  too  sophisticated  to  actually  protect  consumers.  We  need  to 
simplify  the  paperwork  burden,  both  for  lenders  and  for  borrowers. 
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I  hate  to  see  Government  micromanagement.  But  to  protect  our 
most  vulnerable,  the  Government  may  have  to  get  involved. 

Some  lenders  are  obviously  exploiting  these  people.  I'm  not  sav- 
ing whether  you  are  or  not.  But  why  can't  lenders  police  this  prob- 
lem in  some  way?  If  they  can't,  Government's  going  to  step  in. 

Do  these  people  need  access  to  credit?  Obviously,  they  need  ac- 
cess to  credit. 

I  would  be  interested  to  know,  Mr.  Hamill,  since  you  are  the 
spokesman  and  an  officer,  what  is  your  profit  margin  in  the  area 
of  second  mortgage  loans?  How  does  it  compare  to  credit  cards? 

You  know,  the  Senate  reacted  to  credit  card  interest  rates.  I 
know  there's  a  lot  of  credit  card  losses,  but  rates  have  been  unrea- 
sonably high.  It's  also  a  very  lucrative  business;  we  all  use  credit 
cards.  I  understand  that.  It  would  be  better  if  each  person  paid  his 
bill  every  month.  Not  everyone  can  pay  his  bill  off  each  month.  I 
would  be  very  interested  in  seeing  the  profit  margins  of  these  busi- 
nesses. Do  you  want  to  comment  on  that? 

Mr.  Hamill.  I  want  to  be  careful.  Generally  the  rates  on  credit 
cards  over  the  period  we're  talking  about  have  generally  been  high- 
er than  the  rates  over  this  last  7  or  8  years.  We're  into  a  lower  rate 
period.  Many  times  during  the  period,  rates  would  have  been  high- 
er on  many  of  the  loans  that  were  being  made  in  this  portfolio. 

Yes,  there  are  losses,  but  the  credit  card  business  has  been  a 
good  business  for  banking  over  the  years.  It  in  fact  has  produced 
profits  for  banking.  So  I  would  say  that  in  general,  I  would  say 
that  the  credit  card  business  has  been  more  profitable  for  banks. 

Senator  Shelby.  Than  second  mortgage  lending? 

Mr.  Hamill.  Than  second  mortgage  lending. 

Senator  Shelby.  What  is  the  loss  ratio  in  your  portfolio,  just 
being  generic  on  second  mortgage  loans? 

Mr.  Hamill.  The  foreclosure  rate,  as  I  mentioned,  in  Georgia  is 
around  2  percent. 

Senator  Shelby.  The  foreclosure  rate  is  not  always  indicative  of 
a  loss  though,  because  you've  got  collateral.  A  home,  a  piece  of 
property,  and  there's  equity  in  that  home  and  you're  looking  at  that 
as  part  of  your  collateral,  are  you  not? 

Mr.  Hamill.  Yes,  we  are. 

Senator  Shelby.  And  you  recapture  that? 

Mr.  Hamill.  I'm  sajdng,  even  after  you  go  through  the  process 
of  a  foreclosure,  nationally  in  this  company,  we  lost  $18  million, 
and  in  Georgia  we  lost  $8  million. 

Senator  Shelby.  You  lost  $18  million  out  of  the  whole  operation? 

Mr.  Hamill.  In  the  foreclosure  process. 

Senator  Shelby.  As  an  offset  of  how  much  profit  though? 

Mr.  Hamill.  Again,  I  think  that  the  issue  isn't  profit.  If  you  look 
at  the  company  as  a  whole,  it  is  a  company  that  has  generally  pro- 
vided about  10  or  11  percent  of  the  Fleet  Financial  Group's  earn- 
ings. 

As  you  well  know,  a  higher  percentage  in  1990  or  1991,  as  New 
England  banks  went  through  a  terrible  time,  almost  no  profit  this 
year  in  1992. 

Senator  Shelby.  But  a  lot  of  your  own  testimony  on  Fleet  Finan- 
cial's offices  are  located  in  Atlanta,  GA,  and  they  do  a  lot  of  busi- 
ness in  the  South,  where  I  am  from  too,  don't  they? 
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Mr.  Hamill.  In  fact,  we  do  business  all  over  the  country.  We 
have,  as  I  mentioned,  the  principal  assets  of  the  company,  if  you 
will,  though,  are  the  banks  in  New  York  and  New  England. 

Just  on  an  employee  count  basis,  if  you  will,  there  are  27,000 
people  who  work  for  Fleet  Group  throughout  the  United  States. 
There  are  a  thousand  people  who  work  for  Fleet  Finance  through- 
out the  United  States,  So  V27th  of  the  employee  count  of  the  whole 
Fleet  Group  of  all  companies  is  made  up  of  the  people  in  Fleet  Fi- 
nance. 

Senator  Shelby.  Let  me  ask  you  a  question  like  this. 

Assume  you  make  a  second  mortgage  loan  to  me,  for  example. 
And  I  have  a  home  in  Tuscaloosa,  Alabama,  which  is  my  home. 
And  whoever,  if  I'm  dealing  directly,  you'd  go  out  there  and  do  at 
least  a  windshield  appraisal  of  the  house  and  the  property  for  a 
second  mortgage  loan.  You'd  check  to  see  if  I  have  a  first  mortgage 
lien  on  the  property,  and  how  much  it  is.  That's  part  of  doing  busi- 
ness in  making  a  second  mortgage  loan,  is  it  not? 

Mr.  Hamill.  Yes,  it  is. 

Senator  Shelby.  For  example,  if  I  had  a  piece  of  property  that 
might  be  worth  $100,000  on  the  market,  then  I  owned  say,  $10,000 
or  $15,000  on  an  old  mortgage  that  I  was  paying  off  on  my  home, 
which  is  typical,  and  you  came  in  and  loaned  me  $40,000  to  fix  up 
the  house,  so  to  speak,  and  give  me  some  walking  around  money 
or  whatever,  you're  looking  at  the  equity  in  that  home  that  you're 
protecting  yourself  by  making  that  loan  and  putting  up  the  mort- 
gage on  the  equity.  In  other  words,  you'd  be  fairly  well  covered, 
wouldn't  you? 

Mr.  Hamill.  I  think  the  most  important  point,  though 

Senator  Shelby.  Isn't  this  important?  You  make  a  second  mort- 
gage loan  because  you  believe  that  it  is  relatively  safe;  a  loan  on 
a  person's  home,  when  they  have  equity  there,  is  relatively  safe. 
Isn't  that  part  of  the  criteria? 

Mr.  Hamill.  Senator 

Senator  Shelby.  Answer  my  question.  Isn't  it  part  of  the  cri- 
teria? 

Mr,  Hamill.  It's  part  of  the  criteria.  The  first  criteria,  though, 
is  whether  or  not  you  have  a  job  and  whether  or  not  you  have  the 
income  to  afford  the  loan  that  you  want. 

Senator  Shelby.  What  about  some  of  these  horror  stories  where 
a  man  who  is  drawing  Social  Security  and  had  equity  in  his  home, 
but  the  loan  payment  exceeded  his  monthly  income.  It  looks  like 
a  credit  report  would  pick  that  out.  And  if  you  were  a  prudent 
lender,  you  wouldn't  loan. 

Mr.  Hamill.  It  shouldn't  have  been  done.  As  I  indicated,  we  are 
not — and,  again,  I  go  back  to  the  statistics  in  this  company  with 
respect  to  the  debt-to-income  ratios  that  have  been  used  in  making 
the  loans — 62  percent  of  the  borrowers  in  this  company  have  debt- 
to-income  ratios  below  40  percent. 

The  general  criterion  is  to  not  go  over  50  percent.  We've  gone 
over  that.  Sometimes  somebody  has  got  some  other  assets.  Some- 
times it's  a  mistake.  We  buy  loans  in  bulk. 

Senator  Shelby.  Let  me  ask  you  this.  Let's  assume  that  same 
scenario  a  minute  ago.  Let's  say  I  or  anybody,  these  people  in  here 
from  Georgia,  let's  say  they  had  a  home  that  had  $15,000  owed  on 
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it.  The  property  you  appraised  was  $100,000.  They  wanted  to  bor- 
row $25,000.  Do  you  take  in  the  amount  of  equity  in  that  house, 
the  risk  when  you  formulate  the  interest  rate  they  are  going  to 
pay?  Or  do  you  have  a  standard  interest  rate  for  a  second  mortgage 
loan? 

Mr.  Hamill.  The  better  the  credit  of  the  borrower,  you  want  to 
make  sure,  first  off,  what  the  credit  of  the  borrower  is.  That  per- 
son's going  to  get  the  best  rate. 

Senator  Shelby.  And  is  part  of  the  credit  the  collateral? 

Mr.  Hamill.  You're  going  to  look  at  both  the  income  of  the  bor- 
rower and  the  collateral. 

Senator  Shelby.  How  important  is  the  collateral? 

Mr.  Hamill.  It  is  of  secondary  importance.  It  is  not  of  primary 
importance.  It  is  clearly  a  piece  of  collateral  that  we  don't  want. 

Senator  Shelby.  Without  the  collateral,  you  wouldn't  make  the 
loan,  would  you? 

Mr.  Hamill.  The  second  mortgage  business  has  grown  up  in  this 
country,  as  I  indicated,  because  of  the  fact  that  people  wanted  ac- 
cess to  the  equity  in  their  homes  to  be  able  to  borrow. 

But  the  most  important  thing  in  our  case  is,  every  time  we  fore- 
close on  a  home,  it  is  both  a  personal  tragedy  and  it  is  a  loss  to 
us.  We  lose  money  through  the  process  of  foreclosure. 

Senator  Shelby.  You  don't  always  lose  money,  because  if  the  col- 
lateral is  there,  you  don't  lose  money. 

Mr.  Hamill.  In  other  words,  my  point  is,  though,  as  I  look  at  the 
entire  number  of  foreclosures  that  have  been  done,  there  may  be 
some  that  there  is  in  fact  enough  equity  to  cover,  but  when  I  look 
at  all  of  the  foreclosures,  we  lose  money. 

The  second  thing  is,  the  foreclosures  that  have  taken  place  since 
I've  gone  back  and  looked  at  the  records,  the  reasons  the  fore- 
closures have  taken  place  has  generally  been  because  people  have 
lost  their  jobs,  because  of  the  economic  conditions. 

Senator  Shelby.  Why  do  people  in  the  lending  business — I  know 
you've  got  great  folks,  and  I  assume  you're  one  of  them,  I  just  as- 
sume that — but  why  do  they  gouge  and  exploit  the  most  vulnerable 
people  in  America? 

Mr.  Hamill.  I  would  suggest.  Senator,  that  they  do  not. 

Senator  Shelby.  But  there  is  evidence  that  they  do.  I  don't  say 
the  overwhelming  majority  of  evidence.  There  is  evidence  here,  sir, 
that  there  is  overwhelming  exploitation  and  gouging  when  you're 
charging  28  or  29  percent  or  24  percent  to  the  most  vulnerable. 
There's  a  lot  of  fraud  there. 

I'm  coming  at  you  with  an  idea  to  deregulate,  but  you  can't  de- 
regulate this  kind  of  stuff. 

Mr,  Hamill.  I'm  not  suggesting  that  you  deregulate  Truth-In- 
Lending.  I'm  not  here  to  say  that. 

Senator  Shelby.  Truth-In-Lending  sure  didn't  help  these  people, 
because  a  lot  of  them  didn't  understand  that.  Maybe  it  wasn't  ex- 
plained to  them. 

Mr,  Hamill,  That  goes  to  the  question  of  education, 

I'd  make  two  points. 

One  is,  I  have  not,  and  I'm  sure  you've  seen  a  lot  of  different  en- 
tities, whether  it  be  businesses  or  other  kinds  of  entities,  I've  found 
no  entity  that  is  perfect,  but  as  I  look  at  the  portfolio  of  this  com- 
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pany,  I  am  saying  to  you  that  we  have  a  very  small  number  of  peo- 
ple where  we  missea  it.  We  bought  a  package  of  loans  and  we 
didn't  do  the  job,  but  it's  a  very  small. 

I  would  urge  you,  as  we  talk  about  this,  that  we  have  98,  99  per- 
cent of  the  customers  that  are  being  well-served,  and  I  want  to 
make  sure  that  100  percent  are.  And  we're  taking  all  the  steps  we 
can.  We've  taken  further  steps  to  change  the  way  in  which  we  buy 
loans.  We're  dealing  directly  with  the  broker  now,  even  though  the 
business  is  generally  done  tnrough  correspondence. 

Senator  Shelby.  I  know  mv  time's  expired,  but  shouldn't  you 
bend  over  backward  when  you  re  dealing  with  the  most  vulnerable 
of  our  population,  those  that  are  under  educated  people,  those  that 
are  desperate  for  money,  not  to  exploit  them? 

Mr.  Hamill.  Yes,  I  agree  with  that.  Absolutely.  We  have,  as  a 
company,  and  as  I  indicated  earlier,  we're  spending  billions  of  dol- 
lars trying  to  help  rebuild  the  cities  of  America.  That  I  would  sug- 
gest to  you  indicates  that  the  ethical  nature  of  this  company  is 
high. 

Senator  Shelby.  But  you  don't  want  to  rebuild  it  on  the  big  prof- 
it margins  you  make  off  of  these  people,  do  you? 

Mr.  Hamill.  Not  at  all.  What  we  want  to  do  is  make  sure  that 
if  there  is  an  error,  that  we  correct  it.  And  we're  taking  those  steps. 

Second,  I  think  we  want  to  make  sure  that  in  the  context  of  this 
business,  that  it  is  done  without  having  to  come  to  the  Federal 
Government  for  subsidies  in  order  to  make  it  work. 

And  if  it  means  that  we  cannot  provide  credit  to  people  who  are 
at  the  upper  end  of  the  debt-to-income  ratio,  then  we  will  not. 
Those  people,  going  to  Senator  D'Amato,  and  perhaps  your  com- 
ment also,  maybe  there  are  people  who  should  not  be  borrowing 
here.  We  thought  we  were  doing  that  by  limiting  the  debt-to-in- 
come ratio  in  this  company  to  50  percent. 

Maybe  it  should  go  down  lower.  We  will  do  that  if  in  fact  that 
seems  to  be  the  way  in  which  we  can  best  get  to  the  issues  that 
you're  talking  about,  because  it  is  not  worth  our  effort  and  time  to 
be  in  a  business  where,  even  though  it  might  be  doing  some  good 
for  an  individual  who  would  not  otherwise  be  able  to  borrow,  it's 
not  worth  it  for  us  to  be  accused  of  trying  to  rip  off  people. 

So  we  will  move  that  down  the  scale,  and  make  sure  that  we  are 
in  fact  not  going  to  be  accused  of  that  in  the  future. 

The  Chairman.  Let  me  just  say  on  that,  Mr.  Hamill,  we're  going 
to  help  you  do  this. 

[Laughter.] 

That  comes  to  the  point,  too,  where  you've  got  to  put  your  bank- 
ing hat  back  on.  Because  we  think  the  banking  side  of  a  lot  of 
major  entities  in  this  country  who  enjoy  Federal  Deposit  Insurance, 
and  access  to  the  Fed  window  and  other  certain  Government  grant- 
ed assets  and  help,  have  to  do  a  better  job  of  coming  in  there 
through  the  normal  lending  institutions. 

Yoiire  here  in  a  dual  capacity  and  you've  explained  that,  and  we 
understand  that. 

I  think,  if  the  normal  banking  system  were  doing  a  better  job, 
I  mean,  the  education  problem  here  isn't  just  educating  people  in 
the  inner  cities,  it's  educating  people  that  run  a  lot  of  these  finan- 
cial institutions,  isn't  it? 
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Mr.  Hamill.  I  would  say,  Senator,  that  we've  all,  as  we've  spent 
more  and  more  time  in  the  inner-city — and  I  am  one  who  has  done 
a  lot  of  that — ^understand  that  we  have  to  try  to  go  to  great  lengths 
in  order  to  bring  the  resources  of  the  financial  institutions  to  the 
inner-city.  And  we  have  worked,  as  you  have,  with  Fannie  Mae  and 
others  to  try  to  make  that  happen. 

The  Chairman.  We're  going  to  do  more  in  that  area. 

Mr.  Hamill.  The  President  of  the  Fed  testified  before  Represent- 
ative Kennedy.  He  said  the  balance  here  is  the  balance  between  ac- 
cess to  credit  and  appropriate  guidelines.  We're  all  searching  for 
that. 

We  do  it  in  the  banking  business  through  ratios,  debt-to-income. 
The/re  not  perfect.  We're  not  sajdng  they're  perfect.  But  they  are 
proxies,  the  best  proxies  that  we  know. 

We're  trying  to  make  sure  that  nobody  tips  over  here,  that  no- 
body goes  through.  People  do  get  through  the  safety  net.  We're  here 
to  try  to  help  them  if  we  can,  and  that's  why  we've  put  this  pro- 
gram in  place.  And  we're  here  to  work  with  you  in  order  to  get  that 
right  balance. 

The  Chairman.  You've  acknowledged  today  that  you've  changed 
the  practices  within  the  institution.  You've  made  changes  in  your 
practices. 

Mr.  Hamill.  We  have,  even  though  our  competitors  have  not 
changed,  to  be  able  to  be  sure  that  we  are  at  the  leading  edge  of 
trying  to  make  sure  that  people  don't  slip  through,  because  they 
have. 

You  will  hear  testimony  from  Mrs.  Diggs.  That  loan  should  never 
have  been  made.  And  we  bought  it  in  a  package,  and  I'm  sorry  that 
it  ever  got  through  the  package.  But  it's  not  representative  of  this 
portfolio. 

The  Chairman.  We'll  get  to  her  very  shortly. 

Senator  Boxer? 

Senator  Boxer.  Thank  you  very  much,  Mr.  Chairman. 

Mr.  Hamill,  I  really  appreciate  your  trying  to  put  the  best  light 
on  some  of  the  things  you've  done  but  some  of  your  comments  dis- 
turb me. 

You  said  that  maybe  there  are  some  people  who  don't  deserve 
credit,  you  said  this  as  a  kind  of  veiled  threat. 

Mr.  Hamill.  No. 

Senator  Boxer.  Excuse  me,  sir. 

You'll  have  a  time  to  respond. 

Not  a  direct  threat  at  anyone,  but  sort  of  a  veiled  threat  from 
the  industry  that  if  we  don't  lay  off  then  no  one  will  have  any  cred- 
it. That  was  what  I  heard. 

Maybe  you  didn't  mean  it.  I'm  telling  you  that's  what  I  heard 
when  you  said,  I  believe,  "this  isn't  worth  it." 

Well,  you're  dam  right  it  was  worth  it.  You're  talking  about  a 
portfolio  that  averages  15  percent  and  some  loans  as  high  as  28 
percent.  It  was  worth  it  for  Fleet.  You  have  a  very  small  default 
so  sure  it  was  worth  it. 

And,  you  know,  we're  not  perfect.  I  say  that  a  lot.  I'm  not,  you're 
not,  no  one  is.  But  this  is  the  business  you're  in  so  I  don't  accept 
the  explanation  that  these  high  percentage  loans  got  through  your 
screening  process. 
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How  could  you  let  a  28  percent  loan  get  through  the  screening 
process?  What  did  you  pay  for  that  money  that  you're  charging  28 
percent?  What  did  you  pay?  Nine  percent,  8  percent?  Do  you  have 
an  answer?  What  did  you  pay  for  that? 

Mr.  Hamill.  If  I  might,  the  year  in  which  that  loan  was  made, 
I  would  estimate  that  the  cost  of  money  would  have  been  in  the  8 
or  9  percent  range. 

Senator  Boxer.  Eight  or  9  to  28  percent,  and  it  got  through  the 
screening, 

I'm  not  a  person  that  likes  to  set  caps  on  things,  because  I  come 
from  a  free  market  economy.  I  was  a  stockbroker.  I  don't  like  to 
set  limits.  But  I  think  what  Mr.  Shelby  was  getting  at — and  I  know 
he  doesn't  like  to  do  it  either — is  that  in  the  face  of  such  out- 
rageous behavior  it's  almost  impossible  not  to  consider  having  the 
Government  impose  some  limits. 

Is  there  no  shame  here?  Is  there  no  conscience  here?  I  have  a  lot 
of  problems  with  the  way  Fleet  conducts  business. 

Now  how  many  homes  did  you  actually  take  over  that  defaulted 
and  then  were  sold? 

Mr.  Hamill.  Five  hundred  and  thirty  in  Greorgia  in  1992  and 
1991,  on  a  base  of  20,000  loans. 

Senator  Boxer.  You  took  over  530  homes  and  on  most  of  that, 
I  assume,  you  made  a  profit? 

Mr.  Hamill.  No.  As  a  matter  of  fact,  the  loss  for  1992  was  $8 
million. 

Senator  Boxer.  What  about  all  the  other  homes  that  you  took 
over  and  sold? 

Mr.  Hamill.  That's  it.  I'm  talking  about  the  losses  on  the  530 
loans. 

Senator  Boxer.  How  does  that  compare  to  the  profits  you  made 
on  the  other  loans  that  did  not  default,  which  is  something  we're 
trying  to  get  at  here,  and  we  haven't  been  able  to  succeed  so  far. 

Mr.  Hamill.  The  issue,  I  think,  is  the  bottom  line  of  the  com- 
pany. And  the  company,  I  don't  want  to  use  1992  because  it  was 
a  bad  year  for  the  company,  on  average,  it  has  made  in  the  $30 
million  range  bottom  line  on  average. 

I  would  be  happy  to  provide  you  each  of  the  years,  and  what  that 
represents  as  a  percentage  of  the  total  of  the  Fleet  Finance  Group's 
bottom  line. 

But  let  me  address  the  veiled  threat,  because  that  was  not  my 
intention,  I  was  trying  to  respond  to  Senator  D'Amato's  notion  that 
there  are  some  people  who  shouldn't  be  borrowing,  and  that  the 
lending  institutions  should  in  fact  take  the  initiative  to  be  sure 
that  they  don't  borrow  because  they  get  in  over  their  heads,  and 
they  lose  their  homes. 

Senator  Boxer.  No  one  should  borrow  at  usurious  rates.  That's 
true. 

Mr.  Hamill.  If  I  might,  though,  these  are  not  usurious  rates. 

Senator  Boxer.  That's  debatable. 

Mr.  Hamill.  I  would  suggest  to  you  that  in  this  country  today 
there  are  15,000  companies  that  are  in  the  second  mortgage  busi- 
ness. This  is  a  highly  competitive  business.  The  rates  are  in  fact 
set  through  competition,  just  like  stockbroker  rates  are  set,  iust 
like  any  other  business'  rates  are  set.  We  don't  control  this  market. 
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I  would  only  urge  you  then  to  not  think  about  them  as  usurious 
rates,  but  rather  the  rates  of  the  industry. 

Senator  Boxer.  Sir,  I'm  sorry.  We're  allowed  to  filibuster  in  the 
Senate.  You  know,  you  filibustered  because  that  little  light's  going 
to  turn  red. 

And  I  just  want  to  make  one  more  comment. 

Mr.  Hamill.  I  apologize. 

Senator  Boxer.  Unfortunately,  I've  waited  2  hours  and  I  can't 
wait  any  longer,  because  I  have  to  meet  some  young  people  who  are 
meeting  here.  I'm  sure  you're  very  sad  to  know  I'm  leaving. 

[Laughter.] 

But  on  the  next  panel  one  of  my  constituents  from  California  is 
going  to  tell  a  story  that  will  make  everyone  just  sick  at  heart.  This 
is  somebody  who  was  preyed  upon. 

So  I  would  urge  you  to  tell  vour  colleagues  in  this  very  competi- 
tive marketplace  where  it's  all  dog  eat  dog,  not  to  send  people  out 
knocking  on  doors  saying,  gee,  the  step  on  your  fi-ont  porch  is  bro- 
ken, and  I  can  help  you  with  that,  and  I  can  consolidate  all  your 
loans.  All  for  the  purpose,  in  effect,  of  destroying  that  person's  life. 
There's  got  to  be  something  that  stops  that  from  happening  now. 

What  I'm  suggesting  is  that  there  should  be  a  new  ethic.  Maybe 
it's  a  new  time  that  we  need  to  be  more  responsible  for  everyone 
who's  a  part  of  our  organization.  Fleet  needs  to  step  up  and  accept 
responsibility.  And  you  alluded  to  that.  I  would  hope  that  you 
would  take  immediate  steps  voluntarily  to  change  that.  I  know 
you're  trying  to  do  that.  But,  as  Americans,  we  can't  allow  these 
practices  to  continue. 

Mr.  Chairman,  you've  been  very  patient.  I  thank  you  and  I  will 
work  with  you  on  this  issue. 

The  Chairman.  Thank  you  very  much. 

Senator  Sarbanes. 

OPEND^G  STATEMENT  OF  SENATOR  PAUL  S.  SARBANES 

Senator  Sarbanes.  Thank  you  very  much,  Mr.  Chairman. 

I  apologize  to  the  panel  that  I  wasn't  able  to  be  here  earlier  to 
hear  the  testimony,  but  I  had  another  hearing  at  which  I  had  to 
be  present. 

First  of  all,  Mr.  Chairman,  I  want  to  commend  you  for  holding 
this  hearing.  This  is  one  in  a  series  that  the  Banking  Committee 
is  holding  this  month  on  credit  availability  for  borrowers  in  the 
low-  and  moderate-income  areas  in  the  country. 

We  held  a  hearing  on  February  3,  1993,  on  community-based 
lending  institutions,  such  as  community  development  banks,  com- 
munity development  credit  unions. 

Next  Wednesday,  we  have  a  hearing,  as  I  understand  it,  on  ra- 
cial discrimination  in  mortgage  lending. 

I  feel  very  strongly  that  this  is  a  very  important  public  service 
which  the  committee  is  rendering. 

And  I  particularly  want  to  go  on  the  record  in  thanking  you  for 
your  leadership  in  this  regard. 

I  think  there  are  a  number  of  problems  here. 

My  colleague.  Senator  Shelby,  indicated  that  this  underscored 
the  need  for  the  community  development  banks. 
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I  think  it  also  underscores  the  fact  that  a  lot  of  commercial 
banks  are  simplv  redlining  out  areas,  and  not  making  loans  avail- 
able, loans  which,  in  many  instances,  ought  to  be  made.  And  their 
refusal  to  do  so,  and  the  unavailability  of  credit  gives  an  oppor- 
tunity for  others,  often  time  less  reputable  lenders,  to  enter  the 
market  and  take  advantage  of  unsophisticated  borrowers. 

In  some  instances,  you  have  mainline  financial  institutions  who 
won't  do  it  directly.  But  then  they  set  up  subsidiaries  in  order  to 
do  it,  in  order  to  be  able  to  exploit  that  market. 

This  apparently  is  particularly  true  in  the  area  of  home  equity 
lending,  which  for  many  low-  and  moderate-income  people  is  their 
only  source  of  personal  wealth,  is  the  equity  they  build  up  in  their 
homes. 

Then,  to  finance  needed  improvements  or  other  needs,  they  bor- 
row based  on  the  value  of  their  home  equity.  They  encounter  dif- 
ficulty getting  credit  from  conventional  commercial  banks.  They 
turn  to  second  mortgage  lenders  or  finance  companies. 

Then  they  get  loans  at  extraordinarily  high  rates  of  interest,  and 
in  many  instances,  it  appears  from  the  face  of  it  on  the  record  that 
the  borrower  is  reallv  going  to  be  unable  to  service  the  debt.  It's 
obvious  on  its  face,  when  the  loan  is  made. 

I  want  to  just  put  a  couple  of  questions. 

First  of  all,  Mr.  Hamill,  you  make  money  on  the  second  mortgage 
lending,  don't  you? 

Mr.  Hamill.  Yes,  sir. 

Senator  Sarbanes.  So  the  failure  to  make  money  was  in  ref- 
erence to  those  instances  in  which  you  actually  had  to  go  to  fore- 
closure. Is  that  correct? 

Mr.  Hamill.  Yes,  Senator.  It  was  in  response  to  the  question 
that  was  raised  earlier  about  whether  we  were,  as  an  industry  or 
a  company,  strip  mining  the  equity  out  of  homes,  trying  to  in  effect 
make  the  loan  knowing  that  the  people  could  not  pay  back  the 
loan,  hoping  to  get  the  house  and  then  make  a  lot  of  money  on  the 
sale  of  the  house. 

Senator  Sarbanes.  But  what  you're  doing  to  the  others  on  whom 
you  have  not  foreclosed  is,  you're  absolutely  pressing  them  to  the 
wall. 

Here's  what  happens.  In  some  ways,  this  is  a  tremendous  testi- 
mony to  the  responsibility  to  meet  their  obligations  of  low-  and 
moderate-income  people.  That's  one  of  the  readings  I  take  out  of 
your  testimony,  because  here's  what  happens. 

They  take  tnese  really  high  rate  loans,  exorbitant  in  the  eyes  of 
many,  including  my  own,  I  assume.  Then  they're  pressed,  and  they 
go  to  every  possible  effort  to  meet  the  loan  payment. 

Let  me  ask  you  this  question.  If  I  take  that  into  account,  let  me 
accept  your  testimony  now,  the  factual  statement  you've  made,  that 
on  the  actual  houses  on  which  you  went  to  foreclosure,  you  lost 
money.  And  you  said  that  was  2  percent  of  the  houses. 

Mr.  Hamill.  The  number  of  foreclosures  that  were  effected  in 
1992  and  1991  represented  about  2  percent  of  the  total  portfolio. 

Senator  Sarbanes.  So  you  have  the  other  98  percent  of  the  port- 
folio made  at  these  high  interest  rates.  People  doing  everything 
they  possibly  can  to  meet  those  payments,  which  are  really  putting 
it  to  them.  Now  you  made  money  out  of  that  98  percent,  didn't  you? 
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Mr.  Hamill.  Yes. 

Senator  Sarbanes.  You  made  so  much  money  that  it  more  than 
offset  the  losses,  did  it  not? 

Mr.  Hamill.  Yes.  The  foreclosures  are  a  part  of  the  operations 
of  the  company  and  they're  not  synonymous  with  the  profits  of  the 
98  percent. 

Senator  Sarbanes,  Why  are  we  looking  only  at  the  profit  and 
loss  on  the  foreclosed  properties,  and  not  looking  at  the  profit  and 
loss  on  the  total  picture? 

Mr.  Hamill.  I  agree  with  you,  Senator.  I'm  only  trying  to  re- 
spond to  the  issue  that  keeps  coming  up,  that  there  is,  in  effect, 
an  underlying  business  inside  of  the  entire  business,  and  that  the 
underlying  business  is  one  of  trying  to  make  money  on  foreclosures. 

Senator  Sarbanes.  Maybe  you're  making  monev  on  the  threat  of 
foreclosure.  Maybe  when  you  actually  go  to  foreclosure,  in  that  in- 
stance, you  then  don't  make  money.  But  the  threat  of  foreclosure 
is  absolutely  pushing  these  people  against  the  wall.  And  therefore 
not  to  lose  their  home,  in  order  to  hold  onto  their  home,  it's  the 
only  thing  they  have,  the  only  thing  they've  worked  all  their  lives 
to  build  up,  and  not  to  actually  lose  it,  they're  going  to  an  extraor- 
dinary extent  to  produce  the  money  to  make  these  payments.  Isn't 
that  a  reasonable  hypothesis? 

Mr.  Hamill,  Senator,  as  I've  indicated  before  you  came  in,  in 
New  England  where  I  live,  we've  gone  through  an  extraordinary 
economic  downturn  over  the  last  4  years. 

We've  had  literally  thousands  of  people  who  have  lost  their 
homes  because  of  the  fact  that  when  the  loan  was  originally  made, 
the  income  of  the  individual  in  relationship  to  the  debt  they  took 
on  was  reasonable,  but  they  lost  their  job. 

I  would  suggest  to  you  that  we  have,  as  a  matter  of  policy,  had 
debt-to-income  ratios,  again  62  percent  of  the  borrowers  had  debt- 
to-income  of  less  than  40  percent.  It's  perfectly  reasonable  in  terms 
of  their  ability  to  repay. 

And  if  a  change  in  circumstances  takes  place,  it  is  going  to  put 

f>eople  into  a  position  as  it  did  with  many  of  our  friends  and  col- 
eagues  in  New  England. 

Senator  Sarbanes.  What's  your  return  on  the  subsidiary? 

Mr,  Hamill.  In  1992,  it  was  very  poor  because  of  a  variety  of 
one-time  events,  but  in  general,  the  return  on  equity  is  in  the  17 
percent  range. 

Senator  Sarbanes.  And  what's  the  return  on  your  regular  com- 
mercial bank? 

Mr.  Hamill.  Again,  I  don't  want  to  use  the  last  couple  of  years, 
because  of  the  fact  that  there  have  been,  in  New  England,  enor- 
mous dislocations,  but  the  Fleet  Banking  Group,  if  you  will,  in  nor- 
malized times  has  been  in  the  17  to  18  percent  rate  of  return 
range. 

Senator  Sarbanes.  You're  including,  now,  the  secondary  mort- 
gage— excluding  that,  your  regular  commercial  operation.  What  is 
your  return  on  that? 

Mr.  Hamill.  It's  in  the  same  category  because  this  represents,  on 
a  normalized  basis,  again,  taking  out  the  bad  year  that  this  com- 
pany had  in  1992,  and  the  bad  year  the  banks  had  in  1990  and 
1991,  it  represents  about  10  percent  of  the  total  of  Fleet  Financial 
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Group,  so  that  the  returns  of  Fleet  Financial  Group,  excluding  this, 
are  about  the  same  as  the  returns  from  this  company. 

Senator  Sarbanes.  Let  me  ask  the  other  members  of  the  panel. 
Maybe  I'll  come  to  you,  Ms.  Keest,  what  do  you  think  about  this 
hypothesis  of  mine  that  it's  the  threat.  It  doesn't  really  get  to  the 
point  to  simply  look  at  the  actual  foreclosures  without  looking  at 
the  threat  of  foreclosure. 

And  the  company,  in  a  sense,  over  lending  on  these  houses, 
knowing  that  people  are  going  to  do  everything  they  possibly  can 
not  to  lose  their  house,  they're  going  to  be  paying  these  vey  high 
rates  of  interest,  they're  going  to  go  to  extraordinary  lengths  not 
to  do  so. 

So  they've  got  something  working  here,  I  mean,  they've  got  this 
threat  of  foreclosure  and  it  serves  as  an  incredible  pressure. 

In  fact,  if  some  people  are  not  actually  lost  with  these  tragic  sto- 
ries, I  don't  know  that  the  issue  would  have  ever  gotten  the  profile 
that  it's  now  getting.  And  this  practice  then  would  have  continued, 
but  it  never  would  have  come  so  clearly  to  public  attention.  So 
what  about  those  people? 

I  don't  know  where  thev're  finding  it.  I  guess  they're  taking  it  out 
of  food  and  clothing  and  heat  and  everything  else,  in  order  to  meet 
these  payments. 

Ms.  I^EST.  Or  refinancing  with  other  ones  of  these  high-rate 
lenders.  Absolutely. 

I  think  originally  when  we  started  talking  about  this  problem  we 
did  talk  about  equity  skimming  as  trying  to  get  the  property.  But 
as  we  began  to  see  more  of  it,  we  began  to  think  of  it  more  broadly, 
which  is  that  the  ones  who  pay,  that's  a  transfer  of  wealth  from 
the  equity  to  the  lender  and  the  ones  who  don't  pay,  it's  a  transfer 
of  the  property.  Either  way,  the  increased  equity  gets  to  the  lender. 

Even  one  of  the  worst  of  the  examples  in  New  England  which  I 
understand  had  about  a  40  percent  foreclosure  rate,  that  was  60 
percent  of  those  people  who  paid. 

I  also  want  to  make  a  point  that  to  further  complicate  matters, 
when  they  talk  about  what  the  losses  are,  and  I  cannot  speak  to 
Fleet  Finance's  practices  in  this  regard,  but  I  know  that  in  some 
of  them  in  New  England,  if  they  talk  about  a  loss  on  a  foreclosure, 
they  may  be  talking  about  saying  we  didn't  get  to  recoup  the  prin- 
cipal that  we  expended.  But  a  lot  of  these  lenders,  on  top  of  charg- 
ing 20-plus  percent  interest,  were  what  we  call  loan  padding,  which 
is  the  note  principal  may  say  $20,000  and  $15,000  was  only  their 
actual  expenditure;  $5,000  of  it  was  smoke  and  mirrors. 

So  if  they  say  they  lost  that  $20,000  loan  on  foreclosure,  they 
didn't  really  lose  $20,000  because  $5,000  of  it  was  just  another  way 
of  doing  some  equity  skimming. 

Senator  Sarbanes.  The  other  thing,  of  course,  is  that  you  pay  a 
high  enough  interest  rate  and  the  loan  lasts  for  a  while.  The  lender 
can  recover  through  the  interest.  He  is  doing  pretty  good  even  if 
he  loses  on  the  principal  when  he  finally  goes  to  foreclosure.  Isn't 
that  correct? 

Ms.  Keest.  Absolutely.  One  of  my  favorite  schemes  in  some  of 
the  New  England  ones  was  the  ones  where  they  would  make  loans 
where  they  were  bound  to  go  into  default  very  early.  Then  the  note 
called  for  a  42  percent  default  rate. 
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The  Chairman.  Would  you  just  yield  to  me? 

I  see  another  problem  here  we  haven't  really  illuminated  yet 
today.  I  want  to  leave  Mr.  Hamill  out  of  it,  so  this  isn't  aimed  at 
your  company  here.  But  it  is  aimed  at  companies  that  are  holding 
companies  where  they  have  banks,  traditional  banks,  then  they've 
got  these  mortgage  finance  operations  as  separate  entities  under 
one  corporate  structure. 

Let's  take  as  an  illustration  the  portfolio  you  spoke  about  in 
Georgia,  where  98  percent  of  it  was  up  to  date,  even  thoiigh  the 
interest  rates  were  high  and  so  forth.  Only  2  percent  were  in  fore- 
closure. The  other  98  percent  are  functioning  in  the  normal  fash- 
ion. 

Let's  leave  Fleet  and  just  go  to  a  bank  with  a  holding  company 
like  that.  If  98  percent  of  those  loans  are  going  to  pay  off  and  they 
are  going  to  pay  off  at  a  high  interest  rate,  you've  got  an  oppor- 
tunity because  you  can  wear  different  hats.  You  can  either  be  a  tra- 
ditional bank,  you  can  go  into  the  inner-city  and  you  can  make  the 
loan  to  the  inner-city  borrower,  let's  say,  at  7.5  percent.  Or  you  can 
decide,  no,  you're  not  going  to  make  the  loan  to  that  person  at  7.5 
percent.  You'll  go  over  here  to  another  party  or  company  and  you'll 
make  the  same  loan  to  that  person  at  15  percent. 

And  you  obviously  believe  in  anjrthing  like  a  98  percent  success 
ratio  would  let  you  believe  that  that  borrower  could  afford  to  pay 
15  percent. 

If  they  could  afford  to  pay  15  percent,  don't  you  have  even  a 
more  secure  loan  if  they're  only  paying  7  percent,  because  you're 
not  squeezing  them  to  the  wall  like  Senator  Sarbanes  has  just 
talked  about?  I  can  see  a  very  perverse  incentive  in  a  holding  com- 
pany here.  I  am  not  saying  that's  true  in  this  instance.  I  don't 
know  if  it's  true;  I  don't  know  if  it  is  or  isn't.  But  I  can  see  why 
the  economics  if  you've  got  a  class  of  borrowers  that  are  going  to 
pay  up  98  percent  of  the  time,  you  can  run  them  through  the  mort- 
gage mill  at  15  percent  rather  than  7.5  percent,  why  would  you 
make  a  loan  at  7.5  percent? 

You  just  sort  of  take  a  look  at  it  and  say,  well,  that's  a  tough 
area  and,  you  know,  I'm  not  sure  I  really  want  to  bother  with  that 
kind  of  lending,  and  so  forth.  We  won't  do  it  through  this  window; 
we'll  go  over  here  and  do  it  through  a  different  window.  We  will 
take  off  our  banking  hat  and  put  on  our  mortgage  banking  hat  and 
we'll  go  out  and  we'll  find  that  same  borrower  is  now  suddenly  and 
magically  creditworthy  at  a  15  percent  rate.  And  we  are  going  to 
have  a  98  percent  payoack.  But  that  person  who  would  find  it  easi- 
er to  pay  back  if  they  were  only  paying  7.5  percent  is  not  credit- 
worthy. 

Part  of  the  problem  here  is  I  think  we've  had  the  financial  sys- 
tem functioning  in  a  way  where  we've  had  large  parts  of  our  society 
sort  of  ruled  out  of  bounds  for  normal  lending.  The  traditional 
banks,  in  many  cases,  have  bailed  out  of  the  inner  cities.  In  fact, 
in  many  cases  you  can't  even  cash  a  check.  You've  got  to  go  into 
one  of  these  high  priced  check  cashing  operations  even  to  cash  a 
Government  check  in  a  lot  of  inner-city  locations.  That's  just  not 
right. 

But  the  fact  of  the  matter  is  it  seems  to  me  that  you've  got  a  sit- 
uation here  where  if  you've  got  a  holding  company,  there  is  a  built 
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in  financial  incentive,  if  you've  got  a  good  base  of  customers  out 
there  who  are  going  to  pay  back  98  percent  of  the  time  and  it  is 
a  highly  profitable  business,  why  would  you  go  ahead  and  finance 
them  at  7  percent  if  you  can  go  ahead  and  finance  them  at  15  per- 
cent? Doesn't  that  logic  hold  together,  Ms.  Keest? 

Ms.  Keest.  Yes.  I  think  it  is  called  steering-the-sucker  sales.  You 
alluded  earlier  to  a  paper  that  I  wrote  and  there  is  an  appendix 
in  there  in  which  I  had  read  a  Law  Review  article  that  was  con- 
ducted resulting  from  testing  using  paired  testers  of  people  shop- 
ping for  new  car  loans.  As  I  read  that  article,  it  really  struck  home 
to  me  on  this  whole  issue  of  high-rate  lending. 

And  what  they  speculated  was — what  they  found  was  controlling 
for  everything  else,  white  women  paid  48  percent  bigger  markups 
on  new  cars  than  white  men.  Black  men  made  twice  the  markup, 
black  women  paid  three  times  the  markup.  What  they  speculated 
the  reason  was  is  that  not  all  the — that  the  profits  from  the  sales 
were  not  spread  evenly  on  all  sales.  So  what  they  did,  there  were 
stereotypes  operating  as  to  who  the  salespeople  thought  would  be 
the  suckers  that  would  pay  full  markup. 

I  would  speculate  that  if  I  went  into,  for  example,  a  finance  com- 
pany— this  doesn't  get  to  the  holding  company  but  it  is  the  same 
sort  of  issue — and  asked  or  was  applying  for  a  loan,  they  would  not 
try  to  pad  my  loan.  They  do  pad  m^  clients'  loans. 

The  Chairman.  Wouldn't  a  holdmg  company  have  exactly  the  in- 
centive I  talked  about,  Mr.  Harshbarger? 

Mr.  Harshbarger.  Yes.  And  I  think  in  certain  respects,  a  lot  of 
our  investigation  documented  that  this  was  occurring,  although  the 
form  in  which  it  was  occurring  was  through  the  second  mortgage 
companies,  like  Resources  Financial,  which  were  selling  packages 
to  the  banks.  That  was  the  original  phenomenon  that  was  bemg 
utilized  most  of  the  time,  according  to  our  investigation. 

An  investigation  clearly  documents  almost  every  point  that  both 
you  and  Senator  Sarbanes  have  made  about  this  issue.  One  of  our 
arguments  about  the  flexible  criteria  had  to  do  with  the  fact  that 
most  people  were  paying  these  rates.  That  was  what  was  incredible 
to  find.  They  were  willing  and  able  to  try  to  meet  these  rates. 
Somehow,  the  criteria  ought  to  meet  that  level  of  credit  worthiness 
as  opposed  to  something  else. 

The  Chairman.  And  they  would  actually  be  a  better  credit  risk 
if  they  were  paying  a  lower  rate  of  interest  because  they  wouldn't 
be  squeezed  to  death. 

Senator  Moseley-Braun, 

Senator  Moseley-Braun.  Thank  you  very  much,  Mr.  Chairman. 
I  am  going  to  be  brief  because  we  have  a  conference  on  the  Presi- 
dent's proposals  coming  up. 

But  I  really  want  to  reiterate  and  to  thank  you  for  calling  this 
hearing.  I  have  been  on  this  committee  now  for  the  month  that  I 
have  been  in  the  Senate  and  we  have  had  hearings  now  on  credit 
availability,  this  hearing  on  reverse  redlining,  and  these  kinds  of 
financial  practices.  You  have  really  done  a  yeoman's  job  to  bring 
and  make  the  Banking  Committee  relevant  to  the  concerns  that 
the  people  have.  I  thank  you  for  that. 

I  want  also  to  say  to  Mr.  Hamill  I  think  part  of  the  problem,  and 
I  don't  know — the  people  in  the  audience  really  CEin't  see  Mr. 
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Hamill's  face.  He  looks  so  stricken.  He  looks  like  he  really — ^his 
feelings  are  hurt.  Well,  you  do. 

I  think  part  of  the  problem  is  that  not  only  is  he  having  to  talk 
about  Fleet's  practices,  but  the  practices  of  the  rest  of  the  industry. 
It  is  the  industry  that  is  the  problem.  It  is  the  fact  that  we,  the 
lawmakers,  have  not  put  the  kind  of  regulation  on  this  industry 
that  it  absolutely  needs  to  have.  That,  in  my  opinion,  is  the  prob- 
lem. 

The  fact  that  people  are  being  preyed  upon,  these  horror  stories 
someone  sent  me.  I  don't  even  know  whose  paperwork  this  is.  But 
someone  sent  me  some  paperwork,  Mr.  Chairman.  I  was  sitting 
here  trying  to  calculate  up  the  numbers  and  referring  to  your  com- 
ment about  loan  padding,  Ms.  Keest. 

I  am  looking  at  the  numbers  here.  This  individual  received 
$10,000,  had  a  note  for  $12,500,  and  paid  about  20  percent  in  fees 
and  charges,  putting  aside  for  a  moment  the  22  percent  interest 
rate.  I  mean,  it  is  nothing  short  of  outrageous. 

Mr.  Chairman,  I  just  wanted  to  say,  and  I  don't  know  whose  doc- 
uments these  are,  but  I  want  you  to  get  them  back.  I  kind  of  scrib- 
bled on  them. 

I  just  wanted  to  say  I  look  forward  to  working  with  you  as  we 
approach  some  kind  of  a  legislative  response  to  try  to  take  some 
of  the  corruption  out  of  this  industry  because  I  think  that,  person- 
alities notwithstanding,  the  corruption  is  inherent  in  the  system. 
This  system  does  prey  on  poor  people  and  puts  a  tax  on  poor  people 
that  is  an  illegitimate  tax  and  one  that  I  think  we  have  a  moral 
obligation  to  repeal. 

Thank  you. 

The  Chairman.  Let  me  thank  this  panel  of  witnesses.  You  have 
been  very  patient  and  you  have  been  very  helpful  to  the  committee. 

We  have  got  other  witnesses  that  we  must  hear.  Let  me  excuse 
this  panel. 

Mr.  Hamill.  Mr.  Chairman,  one  final  point. 

The  Chairman.  If  it's  very  important. 

Mr.  Hamill.  Just  on  the  practices  of  steering  you  were  suggest- 
ing, I  would  just  for  the  record  indicate  to  you  that  Fleet  has  banks 
only  in  New  England  and  New  York  and  does  not  engage  in  the 
practices  of  steering  that  were  being  talked  about.  And  I  know  you 
weren't  directing  it  at  us,  but  I  want  to  make  sure  that's  on  the 
record. 

Thank  you. 

The  Chairman.  Thank  you. 

Let  me  thank  this  panel  and  excuse  this  panel. 

Let  me  now  call  our  next  witnesses  to  the  table.  These  witnesses 
are,  and  I  will  call  them  in  this  order,  Eva  Davis,  who  is  a  resident 
of  San  Francisco,  CA.  Her  home  is  in  foreclosure  following  her  re- 
ceiving a  second  mortgage  loan. 

Annie  Diggs.  Ms.  Diggs  is  a  resident  of  Augusta,  GA.  Like  Ms. 
Davis,  she  has  experienced  problems  after  receiving  a  high  rate 
second  mortgage  loan. 

Mr.  Jack  Long  is  an  attorney  with  Dye,  Tucker,  Everitt,  Wheale 
and  Long  of  Augusta,  GA.  He  is  presently  bringing  a  class  action 
suit  against  Fleet  in  Georgia  on  behalf  of  second  mortgage  borrow- 
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ers,  alleging  reverse  redlining  and  violations  of  the  Georgia  Fair 
Housing  Act. 

Finally,  Mr.  Bruce  Marks,  who  is  the  executive  director  of  the 
Union  Neighborhood  Assistance  Corporation  in  Boston.  As  execu- 
tive director  of  UNAC,  he  has  been  a  leading  community  activist 
involved  in  the  second  mortgage  issue. 

Let  me  also  say,  as  has  oeen  pointed  out  by  Senator  Moseley- 
Braun,  in  light  of  the  President's  State  of  the  Union  message  to- 
night, we  have  been  asked  to  attend  a  formal  briefing  on  that  issue 
here  shortly.  It  will,  in  fact,  start  before  long. 

What  I  want  to  do  with  this  panel  is  for  each  panelist  to  give  us 
their  story  and  statement.  After  we  have  done  that,  we  will  take 
the  time  we  have  for  questions. 

I  am  going  to  put  the  full  statements  in  the  record. 

In  some  respects,  this  panel  is  more  important  than  the  first 
panel.  I  am  not  going  to  hurry  our  way  through  this.  We  want  to 
take  the  time  we  need.  Ms.  Davis  and  Ms.  Diggs,  particularly  we 
appreciate  your  being  here. 

Ms.  Davis,  we  are  going  to  start  with  you.  We  would  like  to  hear 
your  story  now. 

STATEMENT  OF  EVA  DAVIS,  RESmENT  OF  SAN  FRANCISCO,  CA 

Ms.  Davis.  My  name  is  Eva  Davis.  I  live  in  the  Potrero  district 
of  San  Francisco  where  I  have  lived  for  over  20  years.  I  am  a 
widow  and  I  live  with  my  granddaughter  and  two  grandchildren. 

In  October  of  1989,  the  great  earthquake  hit  Northern  California. 
It  fi*ightened  me  and  the  members  of  my  family.  It  also  caused 
minor  damage  to  my  home.  But  what  happened  after  the  earth- 
quake to  me  and  to  my  family  and  to  my  home  was  more  devastat- 
ing than  the  big  earthquake. 

Nine  months  after  the  earthquake,  two  men  came  to  my  home. 
One  visitor  said  he  was  a  contractor.  The  other  man  said  he 
worked  for  the  Federal  Emergency  Agency,  FEMA,  where  he  said 
he  processed  loans  for  people  Tike  me  whose  homes  had  been  dam- 
aged bv  the  earthquake.  The  contractor  told  me  that  it  would  take 
about  $6,000  to  repair  my  front  steps  which  had  been  damaged  and 
tagged  by  the  city  of  San  Francisco  as  unsafe.  It  was  this  yellow 
tag  stuck  to  the  front  of  my  home  that  had  caught  the  eyes  of  the 
contractor  as  he  drove  by  in  July  1990. 

I  told  the  two  men  that  I  only  had  income  of  about  $1,100  a 
month,  that  I  could  not  pay  for  any  repair  to  my  home,  and  that 
I  was  not  qualified  for  a  loan  because  of  my  income  level.  At  the 
time,  I  only  owed  $58,000  on  my  home  and  my  home  loan  payment 
was  only  $619  a  month.  The  only  other  debts  that  I  had  was  about 
$700  to  Montgomery  Ward.  I  was  current  on  that  obligation. 

The  two  men  told  me  that  I  could  qualify  for  a  Government  loan 
and  see  if  they  could  arrange  a  short  time  loan  until  I  got  the 
FEMA  loan.  They  told  me  the  Government  loan  would  pay  off  the 
shelter  loan  and  I  would  not  have  to  pay  the  FEMA  loan  until  I 
sold  my  home.  They  told  me  I  could  have  other  repairs  done  to  my 
home  under  this  program.  This  sounded  pretty  good  to  me,  since 
I  had  not  planned  to  sell  my  home  in  the  immediate  future. 

The  contractor  then  called  a  person  fi-om  the  finance  company  in 
San  Jose  over  50  miles  away.  Within  an  hour,  a  loan  officer  ap- 
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peared  at  my  home  in  San  Francisco.  Bv  the  end  of  the  day,  I  was 
talked  into  a  loan  that  they  said  would  pay  off  my  three  existing 
loans  and  would  permit  me  to  make  major  repairs  to  my  home.  I 
wasn't  told  how  much  the  loan  would  be  for  or  any  other  details 
of  the  loan.  In  fact,  since  I  suffer  from  glaucoma,  I  had  recently 
broken  my  glasses.  I  wasn't  able  to  read  the  loan  papers  or  sign 
any  documents.  The  loan  officer  just  told  me  to  sign  my  name  on 
a  blank  sheet  of  paper  and  he  would  take  care  of  everything. 

Within  2  weeks  of  meeting  at  my  home,  the  loan  contractor  came 
to  my  home  and  told  me  that  I  had  qualified  for  a  loan  of  $150,000. 
I  called  Congress  Mortgage  and  they  told  me  that  they  had  not 
paid  off  the  first  loan  on  my  home  as  thev  had  said  they  would. 

1  learned  that  my  monthly  payment  would  increase  from  $619  to 
just  under  $2,000  a  month.  And  I  learned  that  Congress  Mortgage 
was  charging  me  $23,000  in  loan  fees. 

Within  5  months,  my  home  was  put  into  foreclosure  by  Congress 
Mortgage  because  I  was  unable  to  make  the  loan  payments  of  near- 
ly $2,000  with  my  income  of  under  $1,100  a  month.  There  was 
other  problems  as  well. 

Congress  Mortgage  paid  almost  $700,000  to  a  contractor  who 
quit  work  on  my  home  and  left  my  home  in  terrible  condition.  Over 

2  years  I  have  been  fighting  to  save  my  home.  I  turned  to  Consum- 
ers Union  for  help  and  they  found  two  attorneys  who  were  willing 
to  help  me.  They  have  told  me  that  I  may  eventually  lose  my  home, 
however  they  were  able  to  stop  the  foreclosure  sale  of  my  home, 
which  was  supposed  to  take  place  at  10  o'clock  this  morning.  I  hope 
that  members  of  Congress  can  do  something  to  protect  people  like 
me  whose  only  mistake  was  to  trust  people  who  sounded  honest. 

My  home  needed  less  than  $6,000  in  repairs  but  I  was  talked 
into  a  $100,000  loan.  Now  I  may  lose  my  home.  Please  don't  let 
this  happen  to  anyone  else. 

Thank  you  for  letting  me  tell  my  story. 

Senator  Sarbanes,  Ms.  Davis,  that's  a  very  powerful  and  moving 
story  and  I  want  to  go  to  Ms.  Diggs.  But  I  just  want  to  be  real  clear 
on  one  thing.  Before  all  of  this  started,  you  were  paying  $619  a 
month  on  the  house  payments? 

Ms.  Davis.  Yes. 

Senator  Sarbanes.  You  had  an  income  of  just  under  $1,100? 

Ms.  Davis.  Yes. 

Senator  Sarbanes.  By  the  time  they  got  through  with  you,  you 
still  had  the  same  income,  but  vou  were  now  going  to  be  required 
to  pay  just  under  $2,000  a  montn? 

Ms.  Davis.  Yes. 

Senator  Sarbanes.  How  could  anyone  expect  you  to  pay  $2,000 
a  month  when  you  had  an  income  of  $1,100  a  month? 

Ms.  Davis.  It's  unbelievable  to  me. 

Senator  Sarbanes.  Ms.  Diggs. 

STATEMENT  OF  ANNIE  DIGGS,  RESIDENT  OF  AUGUSTA,  GA 

Ms.  Diggs.  Mv  name  is  Annie  Diggs.  I  have  lived  in  the  same 
house  at  1522  Biakley  Street  in  Augusta,  GA,  since  1936.  On  Janu- 
ary 17,  I  celebrated  my  78th  birthday.  I  was  born  in  1915  in 
Macon,  GA,  and  was  raised  in  a  community  known  as  Shady  Dale, 
GA.  My  father  was  born  in  the  West  Indies,  but  he  drowned  6 
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months  before  I  was  bom.  My  grandparents  were  bom  as  slaves. 
My  mother  was  forced  to  work  for  the  fair,  so  she  left  me  to  be 
raised  by  a  great  aunt,  who  is  my  namesake,  Annie  Virginia  Cole- 
man. 

The  Coleman s  were  originally  farmers  in  Georgia,  but  had  to 
give  up  farming  after  the  boll  weevils  invaded  their  farms.  We 
moved  to  Athens,  GA,  where  my  great  uncle  worked  for  a  company 
that  made  axe  handles  and  hammer  handles.  When  I  was  14  years 
old,  I  married  Will  Diggs,  who  worked  as  a  fireman  for  the  Georgia 
railroad.  The  railroad  moved  us  to  Augusta  in  1932.  We  moved  into 
my  present  home  in  1936. 

My  husband  and  I  was  blessed  to  have  10  children,  four  of  whom 
are  still  living.  I  became  a  widow  in  1946.  After  my  husband's 
death,  I  had  numerous  jobs,  primarily  of  a  domestic  or  clerical  na- 
ture, such  as  a  maid  at  University  Hospital,  a  clerk  at  a  grocery 
store,  and  I  worked  in  a  food  processing  plant  known  as 
Castleberry. 

For  the  last  27  years  of  my  working  life,  I  was  employed  as  a 
domestic  at  Elliott's  Funeral  Home  in  Augusta.  I  stopped  working 
at  Elliott's  in  1979.  Since  that  time,  my  only  source  of  income  is 
my  late  husband's  railroad  retirement,  which  is  now  $515  a  month. 
Additionally,  I  receive  food  stamps  worth  $60  per  month.  Fre- 
quently, I  have  to  go  without  food. 

In  1987,  my  home  needed  major  repairs,  primarily  due  to  a  leak- 
ing roof.  I  went  to  a  local  bank.  I  had  $343  balance  on  my  existing 
mortgage.  The  local  bank  turned  me  down. 

Later,  I  was  contacted  by  a  woman  working  for  a  local  loan  com- 
pany. She  looked  at  my  house  and  contacted  a  remodeling  company 
that  agreed  to  do  the  repairs  for  $3,300.  She  said  she  could  arrange 
a  loan.  Also  the  manager  of  the  loan  company  told  me  I  should  pay 
off  several  other  little  bills  so  I  wouldn't  have  nothing  to  pay  but 
my  loan  and  so  I  could  get  some  extra  money  to  buy  a  washer  and 
dryer  too.  They  never  told  me  the  rate  or  how  long  the  loan  would 
last. 

When  I  went  to  si^  the  papers  for  my  loan,  I  was  asked  to  sign 
a  stack  of  papers  which  I  did  not  understand.  Instead  of  the  $3,300 
which  I  originally  needed,  I  ended  up  with  a  note  to  Tower  Finan- 
cial for  $15,000  at  an  interest  rate  of  18.9  percent.  My  house  is 
pledged  as  security.  My  monthly  payments  are  $251.34  a  month, 
almost  half  of  my  total  monthly  income. 

I  was  charged  $2,595  or  2IV2  percent  of  the  loan  in  fees.  My  loan 
documents  show  that  I  received  $4,328.48  at  closing,  but  I  didn't 
receive  that.  I  don't  know  why  they  got  me  charged.  I  never  had 
this  money.  I  have  never  been  told  why  I  didn't  receive  the  $1,900. 

Additionally,  if  I  were  somehow  able  to  pay  this  loan  off  by  refi- 
nancing, I  would  have  to  pay  a  repayment  of  $900,  6  percent  of  the 
original  note.  The  home  repair  work  was  very  poor,  the  paint 
peeled  off,  and  my  roof  continued  to  leak.  After  one  payment,  I 
learned  that  my  loan  had  been  sold  to  Fleet  Finance.  I  complained 
to  Fleet  about  the  sorry  repair  work.  They  said  that  was  my  prob- 
lem. All  they  was  interested  in  was  getting  the  monthly  payment 
on  time. 

My  ceiling  finally  fell  in.  For  more  than  5  years,  I  have  lived  in 
my  house  with  the  roof  still  leaking.  All  the  while,  I  have  paid 
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Fleet.  I  have  paid  more  than  $13,000  on  my  loan  since  1987,  but 
Fleet  Finance  tells  me  I  still  owe  more  than  $16,000  on  my  loan. 
How  can  that  be?  I  cannot  understand  how  I  could  owe  $16,000  on 
a  loan  that  was  originally  only  $15,000,  especially  after  I  have  paid 
over  $13,000  in  monthly  payments. 

I  am  scared  of  losing  my  home;  I  really  am.  I  go  to  bed  and  get 
up  in  the  morning  looking  for  the  mailman  thinking  I'm  going  to 
get  a  letter  telling  me  to  move. 

I  finally  got  the  repair  work  done  right,  but  only  after  I  got  a 
grant  from  the  City  of  Augusta  Community  Development  Housing 
Rehabilitation  Program. 

And  I  am  thankful  that  you  all  give  me  this  opportunity  to  come 
here  today  to  tell  my  story.  I  am  78  years  old.  I  ain't  able  to  work. 
And  every  time  I  turn  around,  they  badger  me  and  badger  me.  I 
don't  know.  I  just  hope  you  all  do  something  about  this.  They  won't 
give  you  a  chance.  I  didn't  know  Fleet.  I  never  heard  tell  of  Fleet 
until  I  got  a  letter.  Then  they're  going  to  tell  me  I  paid  the  first 
note  to  Tower.  Fleet's  going  to  tell  me  you've  got  to  pay  this  note. 
We'll  put  it  into  your  payment  when  you  go  to  pay  your  last  pay- 
ment. You're  going  to  pay  this  note  because  you  were  supposed  to 
pay  it  to  us. 

Senator  Sarbanes.  We  thank  you  very  much  for  coming  to  tell 
that  story.  It  is  a  very  powerful  story.  Actually,  Mr.  Chairman,  it 
underscores  the  point  I  was  trying  to  make  earlier.  You  have  been 
foreclosed  on  your  home? 

Ms.  DiGGS.  I  am  the  lucky  one. 

Senator  Sarbanes.  But  you  have  been  paying  and  you  have  been 
paying  dearly  all  these  years.  So  we're  told  that,  well,  they  lose 
money  on  the  foreclosures  but  they're  making  money  on  your  loan. 

Ms.  DiGGS.  If  they  take  my  home  and  sell  it  today,  they  can  sell 
it  for  over  what  I  got  in  here,  $16,000,  $17,000.  Because  it  looks 
like  a  new  house.  The  stuff"  they  tore  out  of  my  house  was  piled 
up  high,  all  rotten  lumber,  the  top  of  the  house.  Everj^hing  was 
rotten  in  there.  I  just  wish  I  could  have  taken  a  picture  and 
brought  it  to  show  you  the  beginning  and  how  they  fixed  it.  I  am 
just  nappy.  When  I  think  the  work  it  needed,  my  heart  bled  so  bad 
that  they're  going  to  come  and  take  it. 

Senator  Sarbanes.  Mr.  Long,  we  will  be  happy  to  hear  from  you. 

STATEMENT  OF  JOHN  LONG,  ESQ.,  OF  DYE,  TUCKER,  EVERITT, 

WHEALE  AND  LONG 

Mr.  Long.  Thank  you  very  much,  Senator. 

My  name  is  Jack  Long.  I  am  an  attorney  from  Augusta,  GA.  I 
am  not  here  to  criticize  any  one  financial  institution,  but  I  am  here 
to  try  to  encourage  change  to  correct  abuses  in  home  lending, 
which  I,  along  with  other  lawyers  in  my  area,  see  every  day. 

We  are  not  the  traditional  class  action  lawyers,  because  we  rep- 
resent a  lot  of  traditional  industries,  insurance  companies,  and 
banks.  However,  we  are  morally  outraged  at  what  we  have  seen. 

Thirty  years  ago  in  the  South,  we  had  a  system  of  dual  waiting 
rooms,  dual  water  fountains,  and  the  like.  Congress  reacted.  Today, 
our  Nation  is  better.  However,  we  still  have  a  dual  system  of  lend- 
ing in  this  Nation  in  which  whites,  in  connection  with  home  mort- 
gage loans,  more  often  than  not  receive  the  benefit  of  market  rate 
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home  loans  from  traditional  sources  of  financing.  A  substantial 
number  of  African-Americans  only  have  one  other  source  of  lending 
on  homes  available;  that  is,  loans  at  very  high  rates,  very  high  pre- 
pajnnent  penalties,  very  high  points.  The  loans  come  from  these 
non-bank  banks  that  are  completely  unregulated  by  Congress, 

The  sad  thing  about  what  I  am  telling  you  and  members  of  the 
Congress  is  that  these  people  are  not  on  some  Government  pro- 
gram. Thev  are  not  trying  to  get  grants.  These  are  Americans  who 
work  hard,  their  entire  fives  to  earn  the  American  dream,  their 
homes.  Now  we  are  faced  with  a  situation  in  which  they  are  losing 
these  homes  at  astonishing  rates. 

I  noticed  that  previously  we  got  a  foreclosure  statistic  of  2.67  per- 
cent by  Fleet.  I  don't  want  to  criticize  Fleet.  I  think  that's  probably 
for  the  finance  company  industry.  That's  way  above  the  national 
foreclosure  rate,  which  is  one  percent  and  less.  You  go  back  to  1980 
with  about  half  a  percent  or  less.  In  1991  according  to  the  latest 
statistics,  it  was  one  percent. 

If  you  apply  that  statistic  over  a  15-year  loan  that  we're  talking 
about,  40  percent  of  these  20,000  loans  are  going  to  be  lost  in  fore- 
closure. 

The  examples  of  what  I  am  about  to  describe  to  you  are  interest 
rates  that  make  Master  Card  or  Visa  interest  rates  look  reason- 
able. We  all  know  that  unsecured  credit  is  the  most  risky  credit. 
These  loans  I  am  about  ready  to  describe  to  you  are  loans  that 
have  no  relationship  whatever  to  market  rates. 

The  first  example  I  am  going  to  give  you  is  a  loan  entered  into 
by  Ms.  Lucille  Williams.  This  is  not  a  Fleet  loan.  In  fact.  Resolution 
Trust  Corporation  owns  it. 

This  lady  was  charged  35  points;  $6,300  of  an  $18,000  loan,  that 
was  charged  on  the  day  the  loan  was  made.  The  loan  documents 
say  that  was  a  'Tbonus"  or  points.  That  is  unconscionable,  is  unrea- 
sonable, and  is  mind  boggling.  Out  of  $18,000,  she  only  received  65 
percent  at  an  18  percent  interest  rate — a  rate  higher  tnan  a  Master 
Card. 

The  next  example  is  the  loan  of  Mr.  and  Mrs.  Dukes.  They  were 
lucky!  They  were  only  charged  points  of  22.5  percent  on  a  $16,200 
loan  at  an  interest  rate  of  18.5  percent.  Both  of  these  loans  are  se- 
cured by  homes. 

Let's  take  Ms.  Diggs's  loan.  And  I  submit  to  you.  Senator,  it  is 
not  the  exception;  it's  the  rule.  Fortunately,  we  were  given  the 
privilege  to  ride  to  Washington  in  a  bus  with  a  substantial  number 
of  Fleet  victims.  We  saw  these  same  types  of  loans.  People  were 
handing  them  to  us  and  saying,  "look  at  my  loan." 

This  is  not  the  exception;  it  is  the  rule.  In  this  loan,  20  percent 
of  the  loan  with  the  points,  plus  an  interest  rate  of  18.9  percent. 
They  can  talk  about  this  lady's  credit,  but  look  at  who  she's  paying 
off.  She's  paying  off  Macy's,  she  paid  off  her  Visa  card,  she  had 
good  credit.  Credit  had  nothing  to  do  with  it.  They  took  advantage 
of  an  elderly  black  lady.  She  was  denied  credit  from  traditional 
sources  because  the  Community  Reinvestment  Act  is  a  joke.  It 
doesn't  work.  Traditional  banks  do  not  lend  in  minority  neighbor- 
hoods, thus  they  create  a  void. 

We  talked  about  foreclosures.  Mr.  Willie  Harris'  loan  is  on  a 
chart.  We  are  handling  a  substantial  number  of  Fleet  loans.  In 
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every  one  of  their  loans,  we  found  they  did  a  workup  on  fore- 
closure. We  may  not  have  all  the  records,  but  of  the  records  we've 
seen,  we  see  they  make  a  profit.  They  have  these  people  going  both 
ways,  Senator. 

Some  of  these  prepayment  penalties  are  up  to  19  percent.  So,  you 
are  charging  points  of,  let's  say,  20  to  25  points  out  in  front.  Then, 
on  the  date  the  loan  is  made,  they're  charging  18,  19  percent. 
They're  charging  a  prep^nnent  penalty  of  19  percent.  Customers 
are  slaves  to  their  loans.  These  companies  make  a  profit  if  the  cus- 
tomers pay,  or  if  they  default. 

They  are  lending  at  loan-to-value.  Forget  about  income-to-value. 
They  are  lending  at  loan-to-value  of  40  percent  or  so.  That's  such 
a  big  equity.  The  companies  are  going  to  make  a  profit  even  if  they 
foreclose. 

I  submit  to  you  that  what  we  see  is  wrong.  As  far  as  how  to  solve 
this  problem,  first  of  all,  the  Community  Reinvestment  Act  needs 
to  be  strengthened.  Banks  are  not  lending  in  the  minority  neigh- 
borhoods. Congress  needs  to  get  tough  just  like  you  got  tough  with 
the  South  in  uie  1960's.  We  are  better  off  as  a  people  because  of 
it. 

What  you  need  to  do  is  to  stop  all  the  mergers,  stop  the  acquisi- 
tions, stop  them  from  buying  failed  banks  and  making  profits  off 
of  it,  if  they  are  not  lending  in  the  minority  communities. 

Second  of  all,  I  think  we  need  to  have  a  nationwide  cap.  Now, 
in  my  part  of  the  country,  we  talk  of  Grovemment  that  is  only  sup- 
posed to  defend  the  country  and  deliver  the  mail.  We  have  to  make 
exceptions  to  that  philosophy  when  we  see  abuses.  We  need  a  cap, 
just  like  we  have  a  minimum  wage  for  income,  you  have  to  pay  a 
certain  minimum  rate.  We've  got  to  stop  these  abuses. 

We  are  destroying  entire  neighborhoods  in  our  section  of  the 
country.  In  fact,  we  all  know  that  minority  individuals  in  Greorgia, 
even  though  they  comprise  about  27  percent  of  the  population,  only 
own  17  percent  of  the  housing  units. 

We  found  in  our  statistics  and  in  our  redlining  cases  and  reverse 
redlining  cases,  that  these  loans  are  congregated.  These  high  inter- 
est rates  are  congregated  in  the  minority  neighborhoods. 

The  result  is  that  owner-occupied  houses  become  rentals.  Neigh- 
borhoods are  destroyed.  The  crime  rate  goes  up.  These  social  prob- 
lems are  created  and  the  taxpayers  have  to  pay. 

I'd  like  to  end  by  saying  this.  Senator.  The  taxpayers  had  to 
spend  billions  of  dollars  bailing  out  the  S&L's.  I  don't  know  of  one 
savings  bank  or  S&L  that  has  gone  broke  from  lending  in  the  mi- 
nority neighborhoods.  They  have  gone  broke  because  they  lent 
money  on  some  shopping  center  project,  some  condominium,  vaca- 
tion home,  or  something  else.  If  they  had  complied  with  the  Com- 
mimity  Reinvestment  Act  in  good  faith,  they  probably  wouldn't  be 
in  the  position  they're  in  today. 

I  ask  Congress  to  adopt  legislation  in  two  areas.  One,  we  need 
to  strengthen  the  Community  Reinvestment  Act;  and,  two,  put  an 
interest  rate  cap  nationwide  on  what  these  home  equity  lenders 
can  charge. 

Thank  you. 

The  Chairman.  Mr.  Marks,  we  would  be  pleased  to  hear  from 
you  now. 
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STATEMENT  OF  BRUCE  MARKS,  EXECUTIVE,  UNION 
NEIGHBORHOOD  ASSISTANCE  CORPORATION  OF  BOSTON,  MA 

Mr.  Marks.  Thank  you  very  much. 

What  we  are  here  really  for  today,  with  all  the  people  here,  it 
is  a  wakeup  call  to  Congress.  It  is  a  wakeup  call.  It  is  the  real  state 
of  the  union.  The  real  state  of  the  union  is  that  there  is  a  sub-tier 
financial  system.  It  is  not  fringe.  It  is  where  working  class  people 
cannot  get  access  to  credit  and  therefore  these  creditors  come  in 
and  steal  their  homes,  milk  them  of  their  money  and  steal  their 
homes. 

These  are  not  people  who  are  homeless.  They  are  homeowners 
who  are  the  foundations  within  our  communities  that  no  one  has 
been  paying  attention  to.  And  the  state  of  the  union  is,  we  talk 
about  drugs,  we  talk  about  violence,  we  talk  about  gangs,  but  these 
are  the  homeowners  who  are  always  the  foundations,  the  stalwarts 
within  their  neighborhoods,  who  said  to  the  craziness,  the  violence, 
and  the  gangs,  stay  out  of  my  neighborhood. 

So  what  has  happened  is  that's  the  problem.  That  foundation  has 
been  wiped  out  because  they  are  subject  to  a  sub-tier,  not  a  fringe, 
a  sub-tier  financial  system.  But  it  is  worse  than  that.  It  is  because 
that's  where  the  money's  at. 

Fleet  and  some  of  the  other  corporations,  ITT  and  Chrysler,  but 
let's  talk  about  Fleet  because  they  have  set  the  standard.  They  saw 
there  was  money  to  be  made.  They  said  this  is  a  niche  that  we 
want  to  exploit.  So  what  do  you  do?  You  want  to  reduce  your  risk 
and  you  want  to  maximize  your  profits.  You  reduce  your  risk  by 
lending  on  people  that  have  tremendous  equity  in  their  house,  peo- 
ple that  have  been  denied  credit  and  have  owned  their  homes  for 
many,  many  years,  often  two  or  three  generations. 

So  what  do  they  do?  That's  the  community  they  want  to  target. 
People  are  desperate  for  credit  because  that's  their  major  asset. 
They  want  to  improve  their  major  asset. 

So  when  someone  comes  knocking  on  the  door  and  they  say 
you're  cash  poor  but  you're  property  rich  and  we  can  put  $20,000, 
$30,000,  or  $50,000  into  your  pocket,  you  tell  me.  Senator  who 
would  turn  that  down?  When  for  generations  you've  been  dying  to 
have  that  opportunity.  And  when  you  have  entities  such  as  Fleet 
who  has  a  national  exposure  saying,  trust  us,  you  can  refinance. 
People  are  going  to  do  that.  It's  not  ignorance.  It's  what  people  do 
because  that's  what  anybody  would  do. 

Let's  talk  about  just  now  profitable  this  is. 

In  1991,  55  percent  of  the  income  of  the  Fleet  Bank  Holding 
Company  was  made  by  Fleet  Finance.  Fleet  could  not  have  pur- 
chased the  Bank  of  New  England  if  it  was  not  for  Fleet  Finance. 
The  fact  of  the  matter  is,  that  was  blood  money.  That  was  money 
made  off  the  backs  of  working  men  and  women  whose  homes 
they've  stolen. 

Let's  talk  about  just  how  that  is. 

When  you  look  at  that  map,  that's  the  Federal  Reserve,  that  area 
where  you  see  the  dots.  Those  are  the  areas  where  the  Federal  Re- 
serve says,  in  Boston  banks  don't  lend.  Well,  where  those  dots  are 
are  every  mortgage  that  the  resource  companies  financed  by  Fleet 
has  made. 
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They're  all  within  the  minority  community  and  now  82  percent 
of  the  people  that  purchased,  that  got  a  Fleet  mortgage  through  the 
resource  companies,  have  lost  their  homes.  It's  only  a  matter  of 
time  that  when  you  have  to  pay  up  to  39  percent  on  a  mortgage, 
you  will  lose  your  home.  It's  a  matter  of  time  because  these  are  bal- 
loon mortgages  with  very  high  interest  rates. 

The  Chairman,  Let  me  understand  again  what  you  just  said. 

If  I  heard  you  right,  you  just  said  that  within  this  zone  that 
you've  got  on  the  map  here,  over  some  period  of  time,  what  per- 
centage of  the  loans  have  now  gone  into  default,  and  the  people 
have  lost  their  homes? 

Mr.  Marks.  I'm  saying,  when  you  look  at  the  default  rate,  and 
the  people  who  have  lost  their  homes  through  fraud,  it's  now  be- 
come 82  percent.  The  number  there  is  76  percent.  That  was  done 
about  7  months  ago,  and  that's  gone  up. 

The  Chairman.  Again,  I  want  to  make  sure  we've  got  this 
straight  for  the  record. 

You're  saying  that  this  cluster  of  people  who  had  these  second 
mortgages  through  mortgage  companies  of  this  kind,  70  to  80  per- 
cent of  them  actually  ended  up  losing  their  residences.  That's  been 
the  experience  in  Massachusetts? 

Mr.  Marks.  Yes. 

The  Chairman.  Over  what  time  period  is  that?  What  does  that 
cover? 

Mr.  Marks.  That  will  cover  from  1985  to  the  period  now. 

The  Chairman.  You're  saying,  in  almost  every  case,  it's  a  matter 
of  people  actually  losing  their  property  in  the  end.  It's  not  a  matter 
of  just  paying  exorbitant  rates  and  they  paying  it  off.  But  in  fact, 
it's  like  running  on  a  treadmill  and  they  pay  the  money,  and  then 
when  the  money  runs  out,  they  lose  the  property  anyway. 

Mr.  Marks.  That's  right.  Because  if  you  look  at  tne  second  mort- 
gage industry,  if  it  was  legitimate,  the  high  rates  should  only  be 
for  a  period  of  time  while  people  establish  credit. 

So  if  you  get  a  balloon  mortgage  payment  that  is  in  3  years,  in 
theory,  you're  supposed  to  be  able  to  make  those  high  payments  for 
a  short  period  of  time,  reestablish  credit,  and  then  you  can  refi- 
nance at  a  lower  rate,  which  you  are  able  to  afford  in  not  an  uncon- 
scionable way.  The  fact  of  the  matter  is,  that  doesn't  work. 

When  you  have  a  very  high  interest  rate  and  you  have  a  balloon 
mortgage,  and  you  do  not  have  access  to  refinancing  of  that,  it's 
only  a  matter  of  time  when  you're  going  to  lose  your  home. 

The  Chairman.  How  many  mortgages  would  that  have  been  in 
the  time  period  that  you  just  said,  from  1985  forward?  Would  that 
be  500  or  a  thousand? 

Mr.  Marks.  We  were  talking,  for  this  one  company,  which  is 
called  the  Resource  Companies.  They  have  six  different  names  but 
they  are  under  one  ownership.  They  were  owned  by  a  man  named 
Burt  Lambert.  He  was  a  college  roommate  of  Terry  Murray  of 
Fleet.  That  one  company  made  330  mortgages  within  the  Roxbury, 
Dorchester,  Mattapan  area  within  Boston. 

The  Chairman.  You're  saying  then  the  total  over  that  period  of 
time  was  around  300.  Of  that  number,  70  to  80  percent  were  fore- 
closed on  and  people  lost  their  homes.  Am  I  following  you  right? 

Mr.  Marks.  Yes.  I  just  want  to  add  one  thing. 
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Within  Massachusetts,  you  have  what's  called  a  soldiers  and  sail- 
ors foreclosure  process.  And  it's  one  of  the  oldest  ones  on  the  books 
in  the  country. 

It  stretches  out  the  foreclosure  process  for  at  least  6  months.  If 
someone  is  in  the  military,  it's  for  6  months  that  you  cannot  take 
their  home.  So  what  happens  is,  there's  a  deed  in  lieu  of  fore- 
closure. A  lender  goes  and  says,  you  haven't  made  your  payments 
for  1  or  2  months.  What  we'll  do  is,  if  you  sign  over  the  deed,  then 
we'll  forgive  that  debt. 

Now,  in  Georgia  what  happens  is  that  they  have  a  non-judicial 
foreclosure.  What  happens  is  the  lender  just  has  to  put  the  notice 
in  the  newspaper  for  3  weeks,  and  on  tne  first  Tuesday  of  every 
month  on  the  courthouse  steps,  they  do  the  foreclosure. 

So  you  have  two  extremes.  But  Fleet  gets  around  that  one  way 
or  another.  One  way,  they  do  the  deed  in  lieu  of  foreclosure.  On  the 
other  way,  you  will  see  foreclosures  such  as  in  Georgia. 

The  Chairman.  Why  don't  you  go  ahead  and  finish. 

Mr.  Marks.  Sure. 

Fleet  said  that  they  make  only  2  percent  of  their  mortgages  that 
are  over  20  percent.  But  they're  not  really  being  straight,  because 
the  fact  of  the  matter  is  they're  saying  tne  ones  that  are  in  their 
portfolio. 

The  fact  of  the  matter  is,  Fleet  sells  the  majority  of  its  mort- 
gages. They  are  mortgage-backed  securities.  When  you  look  at  the 
SEC  documents  and  you  look  at  the  prospectuses,  you  are  talking 
about  a  far  far  greater  number  of  the  mortgages  that  are  over  20 
percent.  We  have  the  data,  and  we'd  be  glad  to  share  the  data  with 
the  committee  here. 

The  facts  are  when  you  look  at  the  interest  rates,  and  you  look 
at  these  charts  and  look  at  those  interest  rates,  you  see  interest 
rates  of  24,  28  percent.  You  see  them  30  and  40  percent.  You  see 
virtually  no  interest  rates  less  than  20  percent.  That's  true  on  all 
of  those  mortgages. 

The  Chairman.  Let  me  be  clear. 

You  are  asserting  here  today,  that  these  loans  are  continuing  to 
be  made.  Are  you  talking  about  loans  out  of  the  past,  or  loans  that 
are  still  being  made  that  would  be  well  above  the  20  percent,  be- 
cause they  are  sold  off  to  somebody  else.  They  don't  show  up  on  the 
portfolio,  so  that  we  would  have  to  look  at  both  categories  to  really 
understand  what  the  history  was.  Is  that  what  you're  sajdng? 

Mr.  Marks.  Right.  What  I'm  saving  is,  the  loans  in  the  past, 
you've  got  to  look  at  one,  we're  talking  about  the  loans  that  were 
originated  by  brokers  that  were  financed  by  Fleet. 

So  don't  take  the  whole  portfolio.  You've  got  to  look  at  those 
predatory  loans.  We're  not  saying  the  loans  that  they  made  di- 
rectly. When  you  look  at  the  loans  that  were  made  by  what  we  call 
the  seven  dwarfs,  the  seven  mortgage  companies  that  were  con- 
trolled by  Fleet,  those  loans,  the  vast  majority  of  them  were  over 
20  percent.  Many  of  those,  the  vast  majority  of  those  were  sold. 

So  when  Fleet  says  to  you,  of  the  loans  we  have  in  the  portfolio, 
the  fact  of  the  matter  is,  they're  not  being  straight.  I  think  if  this 
was  a  courtroom,  the  very  proper  recourse  would  be  perjury.  That's 
what's  really  going  on.  Aiid  if  you  look  at  what  the  first  month  of 
these  mortgages  are,  the  first  month  charges  are,  again,  15,  20,  30 
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percent.  The/re  not  telling  you  the  truth.  They  are  dealing  with 
the  technicalities  on  those  issues. 

Let  me  go  on  to  what  we  consider  to  be  also  a  major  issue.  It's 
the  safety  and  soundness  issue. 

When  you  look  at  Fleet,  and  we've  been  in  touch  with  the  regu- 
lators for  the  last  18  months,  we  said,  even  if  you're  not  going  to 
consider  the  social  impact  of  what  Fleet  does,  consider  the  safety 
and  soundness  issue. 

You  have  approved  Fleet's  purchase  of  the  Bank  of  New  England 
because  of  Fleet  Finance.  But  in  reality.  Fleet  Finance  is  an  alba- 
tross around  Fleet's  neck.  So  what  is  happening  is,  when  we  said 
to  the  Federal  regulators,  you  have  to  scrutinize  Fleet  Finance, 
they  knew  nothing  about  it,  because  the  Federal  Reserve  Bank 
does  not  regulate  the  finance  companies  or  the  bank  holding  com- 
panies. They  have  no  basis  on  which  to  make  an  evaluation  of  it. 

So  what  is  happening  now  is  that  we  have  requested  the  Federal 
Reserve  Bank  do  an  analysis  of  Fleet  Finance,  and  to  prevent  Fleet 
from  expanding  or  acquiring  any  more  institutions  before  they  real- 
ly understand  what's  really  going  on  with  Fleet  Finance.  Because 
how  can  you  make  a  determination  of  the  safety  and  soundness 
issue  when  the  most  profitable  entity  you  have  is  in  the  business 
of  predatory  lending? 

When  the  most  profitable  business  you  have  is  basically  loan 
sharking?  Because  that's  the  reality.  It's  loan  sharking.  Anybody 
that  charges  20  points  up  front  over  30  percent  interest  rates  and 
has  the  collection  tactics  that  they  have,  I  don't  think  there's  an- 
other term  for  that. 

That's  why  we  have  a  meeting  at  4:30  this  afternoon  with  the 
Board  of  Governors  of  the  Federal  Reserve  Board.  What  we  are  re- 
questing them  to  do  is,  we  are  requesting  them  to  put  a  halt  to  any 
acquisitions  of  Fleet,  so  they  cannot  prey  on  any  more  people. 

There  can  be  an  effort  to  make  a  lot  of  these  people  here,  who 
are  Fleet  victims,  whole  in  the  communities  that  they  have  dev- 
astated, to  recompensate  those  communities.  That's  where  we're  at. 

But  we  have  another  request.  That  request  is  that  there  are 
many  many  people  here  who  are  here  who  came  overnight  who  are 
going  back  this  evening.  We  are  requesting  that  this  committee, 
that  you  hold  regional  hearings,  that  you  go  to  other  communities, 
that  you  go  out  there  and  you  listen  to  what's  going  on  within  our 
communities,  because  when  you  thought,  and  you  heard  about  the 
environmental  activism  of  the  1980's,  you  have  not  seen  anything 
yet. 

When  you  see  the  tens  of  thousands  of  homeowners  who  have 
been  victimized  by  this  type  of  predatory  second  lending  around  the 
country,  who  have  always  blamed  themselves,  who  said  it's  my 
fault  I  lost  my  house.  Who  have  taken  that  out  on  their  families 
because  there's  no  other  recourse. 

There  is  a  recourse  now,  and  that  anger  and  that  frustration  will 
be  directed  at  the  financial  institutions  who  have  preyed  upon 
them. 

So  what  we  request  is  that  you  start  to  hold  those  regional  hear- 
ings so  the  thousands  of  people  who  couldn't  come  here,  you  can 
hear  their  stories,  and  you  can  get  a  better  idea,  because  it  is  per- 
vasive. It's  the  issue  of  the  1990's,  and  people  are  angry. 
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These  issues  need  to  be  addressed. 

Thank  you  very  much. 

The  Chairman.  Let  me  say  to  you  very  directly  that  we're  start- 
ing down  this  track,  not  just  with  today's  hearing,  but  with  the 
other  hearings  that  we've  cited  before  today,  the  ones  that  have  al- 
ready taken  place,  and  the  ones  that  will  be  taking  place,  including 
the  one  next  week,  when  the  Federal  Reserve  comes  in,  and  we 
take  a  look  at  these  discriminatory  lending  patterns. 

I  envision  field  hearings.  So  I  appreciate  the  suggestion. 

I  would  also  appreciate  suggestions  fi-om  you  and  others  as  to 
where  those  might  be  held,  so  we  don't  have  to  have  people  journey 
a  long  distance  to  come  to  Washington,  although  I  appreciate  the 
fact  that  so  many  have  today. 

But,  you  know,  to  stav  on  that  level  of  discussion  for  a  moment, 
when  we  look  around  this  country  at  why  our  urban  centers  and 
a  lot  of  our  rural  centers  are  in  such  terrible  difficulty,  a  large  part 
of  it  is  that  proper  flow  of  credit  and  community  reinvestment  has 
just  been  denied  systematically  over  a  long  period  of  time. 

There  have  been  other  factors  at  work,  but  we  are  choking  a  lot 
of  these  communities  to  death  by  practices  such  as  were  illumi- 
nated today. 

I  think  the  pillars  of  strength  that  are  out  there,  either  older 
people  or  other  families  that  nave  had  homes  over  the  years  and 
really  provide  the  bedrock  in  a  community,  we're  seeing  these  dy- 
namics because  of  how  badly  the  credit  system  is  functioning, 
where  practices  spring  up  that  actually  destroy  the  rest  of  the 
strength  that  we  have. 

You  know,  there  has  been,  I  think  it's  fair  to  say,  a  turning  away 
from  the  problems  of  our  inner  cities  and  our  lower  income  commu- 
nities over  the  last  several  years. 

There  was  a  big  focus  on  foreign  policy,  everybody  knows,  par- 
ticularly in  the  last  4  years,  and  not  much  attention  being  paid  to 
problems  in  this  country.  That's  changing. 

I  think  the  President  tonight  will  be  talking  about  the  sense  of 
the  State  of  the  Union  as  he  sees  it. 

And  part  of  that  will  be  new  strategies  and  new  efforts  and  new 
resources  directed  at  rebuilding  our  cities,  and  really  turning  our 
attention  inward  to  try  to  figure  out  how  we  help  our  own  country 
and  our  own  people,  which  we  haven't  done  very  much  of  in  recent 
years. 

In  many  ways,  I  think  the  neglect  and  the  indifference,  if  not  the 
actual  practice  of  hostile  policies,  has  damaged  our  country.  It's 
damaged  it  in  many  ways. 

We've  got  two  women  sitting  here  right  now  who  in  effect  have 
been  damaged  in  the  ways  that  they  have  described,  but  there  are 
many  others  in  this  audience  and  many  many  more  who  can't  be 
here  today  who,  either  through  these  problems  and  absence  of  cred- 
it, or  an  absence  of  credit  on  fair  terms,  because  if  somebody  is 
creditworthy  at  15  percent  with  25  percentage  points  up  front,  they 
sure  are  creditworthy  at  a  lower  figure,  especially  if  you've  got  a 
minuscule  default  rate,  which  is  what  we  were  hearing  earlier. 

The  basic  economics  actually  turn  right  upside  down.  Because  if 
that's  the  case,  if  we  can  make  these  loans  at  very  high  rates  and 
people  can  meet  them,  then  obviously  they're  going  to  nave  an  easi- 
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er  time  of  meeting  them  and  your  default  rates  will  even  be  lower 
if  the  rates  are  lower. 

But  our  banking  system,  our  insured  banking  system,  has  a  re- 
sponsibility here,  and  frankly  it  hasn't  been  met.  It  hasn't  been  met 
either  in  terms  of  an  adequate  community  reinvestment  effort,  nor 
has  it  been  done  with  respect  to  fairness  to  credit. 

The  cold  fact  of  the  matter  is,  we've  had  patterns  of  discrimina- 
tion in  this  country  from  the  very  beginning.  Whether  somebody 
timed  into  the  TV  show  last  night,  the  Queen  show  that  was  on, 
talking  about  the  problems  facing  black  people  over  the  history  of 
this  country,  these  discrimination  problems  are  right  here  and  now. 
They're  pervasive  and  they're  going  on  every  single  day  in  this 
country,  and  they're  grinding  down  our  people,  and  everybody  suf- 
fers. 

When  that  happens,  the  whole  country  is  lesser  for  it.  It's  not 
right,  it's  not  decent,  it's  not  what  the  country  should  be  about,  and 
it's  not  what  our  laws  should  tolerate. 

That's  why  we're  here  today  to  talk  about  this.  This  is  just  one 
part  of  the  problem.  The  problem  is  much  bigger  than  this.  But 
we're  meeting  here  not  just  to  talk  about  it,  we're  meeting  here  to 
lay  a  foundation  to  do  something  about  it. 

And  in  order,  by  the  way,  I  might  say,  to  do  something  about  it, 
you  need  two  things.  You  need  the  facts,  and  you  need  a  good  legis- 
lative proposal,  you've  got  to  then  craft  it  and  take  it  through  the 
Congress,  but  you've  got  to  have  a  President  who  will  sign  it. 

I  think  we've  got  both  things  in  place  now.  We've  got  the  ability 
to  write  a  good  legislative  proposal,  and  to  work  it  through  the 
Congress,  and  I  think  we've  got  a  President  that  will  sign  it,  the 
sooner  the  better,  in  terms  of  the  changes  that  need  to  be  made. 

Ms.  DiGGS.  May  I  say  something? 

The  Chairman.  Go  ahead,  Ms.  Diggs. 

Ms.  Diggs.  I  have  a  neighbor.  She's  connected  with  Fleet,  but 
she's  got  some  children  that  were  sick,  and  she  couldn't  come  here 
to  speak  for  herself  today. 

Her  name  is  Louise  Darrian.  She  lives  on  my  street.  She's  asked 
me  to  voice,  she  has  a  loan  with  Fleet.  She's  in  the  same  boat  as 
all  of  us  here.  They  want  to  foreclose  on  her,  but  they  haven't  done 
it  yet.  We're  the  lucky  ones,  two  of  us  in  the  same  neighborhood. 

Her  husband  died,  my  husband  died.  She's  with  Fleet  too.  She's 
not  working.  I  told  her  I  would  speak  for  her,  as  she  couldn't  come 
here  today. 

The  Chairman.  Thank  you. 

Does  anyone  want  to  say  one  other  thing? 

Mr.  Marks.  If  I  could  just  mention  two  things.  One  is  we  would 
request  that  you  work  with  us  in  terms  of  the  Federal  Reserve 
Board  in  terms  of  having  them  take  seriously  the  issue  of  Fleet  and 
having  them  take  seriously  the  issue  of  the  expansion  of  Fleet. 

Second,  we  would  suggest  that  when  we  talk  about  regional  hear- 
ings, that  you  think  about  Atlanta,  Charlotte,  Jacksonville,  as 
three  of  the  places,  because  a§  Fleet's  name  in  Massachusetts  is 
synonjrmous  with  a  loan  shark,  Fleet's  name  in  Georgia  is  synony- 
mous with  a  loan  shark,  soon  Fleet's  name  in  Florida  will  be  syn- 
on3nnous  with  a  loan  shark. 
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We  think  that  it's  important  that  you  come  forward  and  that  the 
committee  deals  in  those  areas,  including  Nortii  Carolina,  to  do 
that. 

If  I  can  ask  the  people  in  the  audience  that  came  16  hours,  a  lot 
of  people  to  come  up,  they're  going  back  this  evening,  if  the  people, 
so  that  you  can  get  a  sense.  It's  not  me,  it's  not  the  people  on  the 
panel,  it's  all  these  people  who  have  been  victimized,  who  have  ei- 
ther been  foreclosed  on,  or  are  being  pressured  in  terms  of  fore- 
closure to  stand  up.  The  people  who  ml  have  a  Fleet  mortgage  who 
came  here  today. 

These  are  the  people  who  have  come  forward.  They're  just  the  tip 
of  the  iceberg.  And  many  many  wanted  to  come.  We  didn't  have  the 
buses  to  bring  them.  And  there  are  many  many  that  just  couldn't 
come. 

Regional  hearings  we  need  that,  please,  to  happen. 

The  Chairman.  Let  me  acknowledge  everyone  who  stood.  And  let 
me  invite  you  to  go  ahead  and  sit  back  down,  having  taken  note 
of  those  who  stood. 

This  has  been  a  very  important  hearing  today,  and  this  is  not  a 
courtroom  and  shouldn't  be  mistaken  for  one.  I  know  there's  a  legal 
case  pending.  We  can't  try  that  case  here  and  shouldn't  try  it  here. 
And  I  don't  want  any  misunderstanding  on  that  issue. 

You  made  a  comment  earlier  about  your  judgment  that  the  ear- 
lier testimony  you  thought,  in  your  mind,  was  a  form  of  perjury. 
That's  your  opinion.  I  don't  want  to  give  any  official  blessing  to 
that  kind  of  characterization  here,  either  way.  I  think  it's  impor- 
tant that  those  issues  be  settled  where  they  are  presently  lodged, 
and  that  is  in  a  court  of  law.  Let  me  just  make  that  plain. 

With  respect  to  the  issues  involved  here,  though,  in  terms  of  the 
underljdng  problems  facing  the  country,  I  think  there  is  a  need  for 
a  change  in  our  practice  and  a  change  in  our  law.  I  think  the 
States  need  to  do  more  than  they  are  now  doing,  because  they  have 
primary  jurisdiction  in  this  area,  at  least  with  respect  to  some  of 
the  practices  we're  talking  about. 

I  think  there  needs  to  be  a  Federal  response  here,  and  we're 
going  to  design  such  a  response. 

I  appreciate  everybody  that's  testified  here  today. 

These  are  difficult  issues  and  they  are  issues  that  are  having  a 
big  impact  on  our  country.  I'd  just  say  that  if  we're  going  to  lift  this 
country  up  again,  if  we're  going  to  get  our  cities  and  our  commu- 
nities and  our  urban  populations  and  our  rural  populations  that 
are  under  pressure  back  on  their  feet,  and  getting  stronger  for 
themselves  and  their  families,  and  for  this  coimtry,  we've  got  to 
change  a  number  of  things. 

Weve  heard  about  some  of  these  things  today  that  need  to 
change.  Getting  this  credit  system  to  work,  work  properly,  work 
fairly,  work  with  fair  prices,  work  in  a  fashion  for  all  citizens  of 
this  country  on  an  equal  footing,  is  a  critical  need.  We're  not  going 
to  solve  the  problems  any  other  way. 

We  talk  about  the  private  enterprise  system,  but  if  it's  only  for 
some  and  not  for  all,  it  isn't  going  to  work. 

So  this  committee  intends  to  act  on  these  matters.  And  I  thank 
all  of  you  for  your  appearance  and  statements  today. 

The  committee  stands  in  recess. 
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[Whereupon,  at  1:25  p.m.,  Wednesday,  February  17,  1993,  the 
committee  was  adjourned,  subject  to  the  call  of  the  Chair.] 

[Prepared  statements  of  witnesses  and  additional  material  sup- 
plied for  the  record  follow:] 


i 
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PREPARED  STATEMENT  OF  SENATOR  BEN  NIGHTHORSE  CAMPBELL 

Thank  you  Mr.  Chairman,  for  holding  this  hearing  today  on  home  equity  lending. 
I  am  very  interested  in  hearing  from  the  panels  concerning  reverse  redlining  and 
to  leam  more  about  what  can  be  done  to  change  this  trend. 

As  you  know,  reverse  redlining  occurs  when  second  mortgage  lenders  victimize 
vulnerable  homeowners  by  coaxing  tiiem  into  signing  home  equity  or  home  improve- 
ment loans  they  cannot  afford.  Homeowners  who  have  nowhere  to  go  for  creoit  be- 
cause mainstream  lenders  are  reluctant  to  lend  to  low-income  families  are  targeted 
by  second  mortgage  lenders  and  charged  very  hi^  interest  rates  on  loans.  If  this 
is  taking  place  in  the  lending  industry,  which  we  are  here  to  leam  more  about 
today,  we  need  to  take  steps  to  do  something  to  stop  this  unfair  practice. 

I  have  always  been  concerned  about  the  disadvantaged  and  minority  individuals 
in  poor  communities,  especially  in  rural  communities  and  on  Indian  reservations, 
and  am  very  interested  to  hear  what  suggestions  you  have  and  what  steps  you  think 
we  should  take  to  protect  the  disadvantaged  in  our  society. 

I  look  forward  to  hearing  testimony  from  the  consumer  and  housing  groups,  the 
Office  of  the  Attorney  General,  the  residents,  the  banks  and  conmiunity  activists. 

PREPARED  STATEMENT  OF  SENATOR  PETE  V.  DOMENICI 

I  am  pleased  we  are  having  this  series  of  hearings  on  the  access  to  capital  in  low- 
income  and  distressed  communities. 

The  practice  of  reverse  redlining,  that  is  to  say  targeting  low  income  or  minority 
communities  for  credit  at  exorbitant  rates  and  unscrupulous  terms  is  certainly 
something  this  committee  should  be  concerned  about 

New  ftfexico  is  a  state  with  a  large  Hispanic  population.  Thirty  percent  is  His- 
panic, another  10  percent  is  Indian.  This  is  an  issue  that  is  very  important  to  me. 

A  staff  member  of  mine's  mother  was  almost  the  victim  of  one  of  these  home  im- 
provement scams.  She  is  a  widow,  an  inmiigrant  to  this  country.  She  lives  alone  and 
she  was  so  frightened  when  these  people  came  door  to  door  trying  to  sell  home  im- 
provements at  an  inflated  price,  on  very  severe  credit  terms.  She  was  afraid  at  first 
to  go  to  the  police.  She  was  afraid  the  workmen  would  revisit  her  and  beat  her  up. 

I  found  the  materials  on  this  issue  very  interesting.  I  question  whether  our  tax 
laws,  in  allowing  a  deduction  for  home  equity  loans  are  partially  at  fault.  Prior  to 
1986,  there  were  very  few  of  these  open  ended  home  equity  lines.  Since  the  1986 
tax  law,  these  types  of  loans  have  sky-rocketed. 

It  also  appears  that  the  Conmiunity  Reinvestment  Act  may  also  be  contributing 
to  the  problem  since  it  does  not  distinguish  between  loans  actually  made  by  the  fi- 
nancial institution  and  loans  purdiased  by  the  financial  institution. 

We  can  address  the  tax  law  and  the  CRA  shortcomings,  but  perhaps  the  greatest 
service  can  be  done  by  investigative  reporters  who  can  widely  publicize  these  scams. 
We  need  to  better  educate  homeowners  to  these  very  sophisticated  schemes  and 
what  the  ramifications  really  are. 

The  best  program  for  low-income  borrowers  is  to  have  a  vibrant  economy.  We 
want  the  recession  to  end,  but  we  can't  get  from  here  to  there  without  a  strong  real 
estate  market. 

While  most  people  are  focused  on  toni^t's  speech  by  the  President,  much  can  be 
done  to  help  home  buyers  and  the  housing  industry  throu^  the  BanJcing  Conunit- 
tee. 

Nothing  in  our  national  experience  captures  the  American  dream  more  than  home 
ownership.  All  Americans  need  to  be  part  of  this  dream.  While  bankers  for  years 
have  denied  that  mortgage  discrimination  exists,  the  recent  Federal  Reserve  data 
proves  that  mortgage  discrimination  exists. 

The  decline  in  real  estate  values  has  sharply  reduced  the  net  worth  of  many 
American  families  since  two-thirds  of  all  American  families'  wealth  is  in  the  form 
of  real  estate.  Reviewing  these  statistics,  it  is  easy  to  understand  that  the  decline 
in  real  estate  values  has  contributed  to  consumers'  lost  confidence. 

Federal  Housing  Administration  (FHA) 

I  have  a  proposal  to  expand  home  ownership  through  the  Federal  Housing  Admin- 
istration (FHA)  by  helping  first-time,  low-income,  and  minority  borrowers. 

Since  FHA  is  a  100  percent  federal  guarantee,  it  should  be  better  targeted  to 
those  who  are  denied  mortgage  credit  and  provide  a  bad(  up  reassurance  to  reluc- 
tant lenders. 

The  fundamental  impediment  for  first-time  hon^  buyers  is  the  downpayment. 
Most  private  sector  mortgages  want  at  least  20  percent  in  a  downpayment  or  pri- 
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vate  mortgage  insurance.  However,  FHA  borrowers  can  put  up  as  little  as  3  percent 
in  a  downpayment. 

This  bill  reqpiires  FHA  to  develop  new  programs  to  improve  its  ability  to  better 
serve  low-income,  minority,  and  first-time  home  buyers.  HUD  wiU  be  required  to  re- 
port to  Congress  within  one  year  on  how  it  plans  to  implement  new  programs. 

According  to  Census  Bureau  data,  nearly  85  percent  of  all  first-time  home  buyers 
are  white,  whUe  10  percent  are  black  and  5  percent  are  other  minorities.  Nearly  90 
percent  of  all  homeowners  are  white. 

According  to  Federal  Reserve  data,  only  about  15  percent  of  FHA's  portfolio  is 
serving  low-income  borrowers.  An  FHA  guarantee  is  obtained  based  on  home  pur- 
chase price,  not  income  of  the  home  buyer.  FHA  needs  to  better  target  its  resources 
to  low-income  borrowers  and  provide  government  guarantees  to  those  who  are  being 
denied  mortgage  credit. 

This  bill  stimulates  the  housing  market  by  increasing  the  FHA  mortgage  amount 
of  $125,000  for  first-time  home  buyers  in  high  cost  areas.  Nearly  33  percent  of  all 
first-time  home  buyers  take  advantage  of  a  federal  guarantee  to  obtain  a  mortgage. 
This  bill  allows  borrowers  in  high-cost  areas  to  take  advantage  of  the  FHA  govern- 
ment guarantee. 

Nothing  in  this  bill  changes  the  intent  or  the  need  for  the  FHA  reforms.  The  re- 
forms were  needed  to  guarantee  the  fund  operates  in  a  financially  sound  manner. 
FHA  can  target  the  federal  guarantee  without  threatening  safety  and  soundness. 

PREPARED  STATEMENT  OF  SENATOR  CAROL  MOSELEY-BRAUN 

I  wish  I  could  say  I  am  pleased  to  be  here  this  morning,  Mr.  Chairman,  but  I 
am  sorry  to  have  to  be  looking  at  lending  practices  that  take  unfair  advantage  of 
low-income  American  homeowners. 

Home  ownership  is  at  the  core  of  the  American  dream,  and  achieving  home  own- 
ership is  particularly  tough  for  low-income  Americans.  Lending  practices  that  prey 
on  the  vulnerabilities  of  low-income  homeowners,  therefore,  are  particularly  trou- 
bling. 

"Reverse  Redlining"  is  a  new  term.  It  refers  to  lending  practices  that  involve 
charging  very  high  rates  of  interest  and  equally  high  up-front  loan  origination  fees 
to  borrowers  that  really  cannot  afford  the  loans.  The  results  of  "Reverse  Redlining" 
range  from  less  money  for  the  basics  like  food,  heat,  and  electricity  for  the  low-in- 
come borrowers,  to  ever-increasing  debt  loads,  to  outri^t  loss  of  the  low-income  bor- 
rower's most  precious  possession — his  or  her  home. 

We  have  recently  held  hearings  in  this  committee  on  how  to  get  more  money  into 
low-  and  moderate-income  communities  through  a  community  banking  initiative  and 
by  strengthening  the  Community  Reinvestment  Act.  Today's  hearing  demonstrates 
clearly  why  those  objectives  must  be  priorities  for  the  committee  this  year. 

It  is  clear  that  we  have  to  act  to  address  the  "Reverse  Redlining"  problem.  I  do 
not  want  to  suggest,  however,  that  mortgage  brokerage  and  finance  company  activ- 
ity is  in  and  of  itself  a  problem,  or  and  purchases  of  loans  by  one  financial  institu- 
tion from  another,  are  not  in  most  cases  appropriate.  Mortgage  brokers  and  finance 
companies  fill  a  real  need  in  our  finance  system,  and  in  the  great  majority  of  cases, 
loan  purchases  are  entirely  legitimate.  And  I  do  not  want  to  suggest  that  main- 
stream financial  institutions  are  engaging  in  behavior  that  hurts  low-income  home- 
owners as  a  standard  business  practice.  I  am  sure  that  virtually  every  mainstreeum 
financial  institution  in  this  country  joins  me  in  condemning  fraudulent  lending  prac- 
tices. 

What  I  hope  we  will  focus  on,  therefore,  is  what  should  be  done.  What  I  want 
to  know  is  how  can  we  improve  our  laws  and  our  law  enforcement  so  that  we  can 
put  an  end  to  "Reverse  Redlining."  I  congratulate  you  for  calling  this  hearing,  Mr. 
Chairman,  and  I  look  forward  to  woricing  with  you,  with  my  colleagues  on  the  com- 
mittee, with  our  witnesses  this  morning,  and  with  all  interested  parties  in  an  effort 
to  answer  the  legal  and  enforcement  questions  and  take  the  actions  necessary  to 
solve  this  problem. 
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SCOTT  HARSHBARGER,  ATTORNEY  GENERAL 
COMMONWEALTH  OF  MASSACHUSETTS 

A  SPECIAL  REPORT  ON  THE  ATTORNEY  GENERAL'S  RESPONSE  TO  THE 

HOME  IMPROVEMENT  AND  MORTGAGE  SCAMS  IN  MASSACHUSETTS: 

ENFORCEMENT,  LEGISLATION  AND  REGULATION 

October  30,  1992 

A  Letter  from  the  Attorney  General 

To  Whom  It  May  Concern: 

During  the  last  18  months,  my  oflice  has  undertaken  a  comprehensive  program 
of  enforcement,  and  regulatory  and  legislative  action  to  address  the  consumer  harm 
resulting  from  unscrupulous  lenders  and  home  improvement  mortgage  contractors. 
Investigations  by  my  oflice  showed  that  vulnerable  homeowners — many  of  them  el- 
derly, minority  and  inner-city  residents — were  targeted  by  certain  brokers,  lenders 
and  contractors,  to  take  out  second  mortgages  with  unconscionable  terms  and  condi- 
tions. The  most  decisive  factor  for  these  lenders  was  whether  the  consumer  had  suf- 
ficient equity  in  his  or  her  home  to  cover  the  loan  in  case  of  default.  In  many  cases, 
irresponsible  lenders  gave  scant  attention  to  whether  consumers  could  repay  their 
loans  with  their  monthly  income.  As  a  result,  these  consumers  were  laden  with  un- 
manageable debt  and,  in  numerous  cases,  lost  their  homes  through  foreclosures. 

Following  complaints  received  by  my  office,  I  mobilized  a  Home  Improvement  and 
Mortgage  Task  Force  to  take  swift  action  on  a  variety  of  fronts  to  end  this  insidious 
form  of  urban  economic  violence,  in  this  case  blatant  victimization  of  vulnerable 
homeowners. 

This  report  describes  the  origins  of  the  second  mortgage  lending  scams,  the  nature 
of  the  illegal  «u:tivities  that  took  place,  the  actions  my  oflice  took  to  remedy  those 
problems  and,  most  importantly,  how  to  prevent  these  scandals  from  happening 
again. 

Some  of  the  major  highlights,  finding  and  recommendations  of  the  Task  Force  are: 

•  The  Home  Improvement  and  Mortgage  Task  Force  has  initiated  13  enforcement 
actions  in  the  last  year.  These  actions  have  already  produced  more  than  $40  mil- 
lion in  legally  enforceable  benefits  to  Massachusetts  consumers,  particularly  con- 
sumers of  low  and  moderate  income.  More  than  1,000  families  will  be  assisted  by 
settlements  already  reached. 

•  Unprecedented  and  creative  regulations  have  been  promulgated  to  curb  future 
abuses,  and  new  mortgage  licensing  and  home  improvement  laws  have  been  en- 
acted to  legislate  positive  change. 

•  The  widespread  home  improvement  and  mortgage  scams  apparently  are  primarily 
the  by-product  of  greed  and  of  the  failure  of  numerous  Massachusetts  institutions. 

•  Large  financial  institutions  failed  to  police  their  own  industry;  community  organi- 
zations and  educational  institutions  and  agencies  failed  to  regulate  adequately 
abuse  by  home  improvement  contractors  and  lenders. 

•  Greater  community  access  to  the  services  of  respected  financial  institutions  is  re- 
quired. 

•  More  diligent  monitoring  of  financial  abuses  must  be  a  priority  for  the  main- 
stream financial  institutions  and  for  regulatory  agencies. 

•  Extensive  educational  efforts  to  advance  consumer  understanding  of  financial 
transactions  are  also  required. 

I  am  proud  of  the  success  of  the  Task  Force,  which  consisted  of  attorneys,  inves- 
tigators and  support  staff,  whose  commitment,  skUl  and  dedication  made  this  all 
possible.  The  Task  Force  enforcement  actions  wiU  provide  relief  for  thousands  of  vic- 
tims and  hopefully  prevent  the  tragedies  which  occurred  from  being  repeated  in  the 
future. 

I  welcome  your  comments  and  suggestions  on  this  report  and  important  issue.  It 
is  only  throu^  working  together  in  partnership  that  we  will  be  able  to  protect  those 
in  society  who  need  it  the  most  and  prevent  victimization  before  it  occurs. 

Sincerely, 

Scott  Harshbarger 
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I.  Introduction 

In  recent  years,  across  cities  and  towns  in  Massachusetts,  a  familiar  sequence  of 
events  took  place:  inner-city  and  suburban  homeowners,  who  were  income  poor,  but 
had  considerable  equity  in  their  homes,  were  targeted  to  enter  into  high  interest 
rate  mortgage  loan  transactions,  often  with  unconscionable  terms  and  conditions  at- 
tached. The  irresponsible  lenders  who  preyed  on  these  vulnerable  consumers  were 
interested  primarily  in  the  equity  that  these  homeowners  had  built  up  in  their 
homes,  rather  than  whether  consumers  could  repay  the  loans  with  their  monthly  in- 
come. 

In  hundreds  of  cases,  when  consumers  could  no  longer  repay  these  second  mort- 
gages, lenders  foreclosed  on  the  family  home  and  entire  families  were  evicted. 

As  homeowners  are  foreclosed  upon,  the  social  fabric  of  a  community  is  torn  apart 
and  the  conmiunity  is  destabilized.  Destabilized  communities  are  breeding  grounds 
for  further  forms  of  economic  and  other  types  of  urban  violence. 

Over  the  past  18  months,  the  Oflice  of  the  Attorney  General  has  been  investigat- 
ing and  prosecuting  unscrupulous  lenders,  brokers  and  contractors  who  engaged  in 
home  improvement  or  second  mortgage  schemes  in  an  effort  to  steal  the  homes  of 
consumers.  This  work  has  been  largety  undertaken  by  the  Home  Improvement  and 
Mortgage  Task  Force  which  Attorney  General  Harshbarger  created  in  July,  1991, 
by  drawing  upon  the  resources  of  numerous  divisions  within  his  office.  Prior  to  tak- 
ing any  formal  legal  action,  the  Task  Force  issued  dozens  of  subpoenas,  interviewed 
hundreds  of  consumers  and  sou^t  the  advice  of  various  banking  and  lending  indus- 
try experts.  The  actions  that  were  eventually  taken  by  the  Task  Force  were  based 
on  a  careful  assessment  of  the  facts  and  the  law  that  was  part  of  the  exhaustive 
investigation. 

This  report  is  intended  to  alert  individuals,  homeowners,  community  organiza- 
tions, regulatory  and  law  enforcement  agencies  and  our  major  financial  institutions 
to  the  various  scams  that  the  Office  of  the  Attorney  General  investigated  and 
brought  to  light  and  that  can  be  so  destructive  to  families  and  whole  communities. 

II.  Background — Setting  for  the  Problem 

During  the  1980's,  the  Massachusetts  real  estate  market  experienced  unprece- 
dented growth.  Property  values  skyrocketed,  and  individuals  who  had  purchased 
properties  in  the  1960's  and  1970's  saw  the  equity  in  their  property  increase  dra- 
matically. 

During  this  period,  scams  emerged  that  were  designed  to  persuade  homeowners 
to  transfer  the  built-up  equity  in  their  homes  to  lenders,  brokers  and  home  improve- 
ment salesmen  under  loan  conditions  that  contained  unconscionable  terms,  or  under 
promises  of  home  improvement  repairs  that  were  overpriced,  faulty  or  never  took 
place.  Those  hardest  hit  by  these  scams  were  the  elderly,  those  already  in  financial 
distress,  those  unsophisticated  in  financial  transactions,  communities  of  color  and 
others,  who  while  income  poor  or  on  fixed  incomes,  had  built-up  significant  equity 
in  their  homes. 

These  schemes  flourished  for  a  number  of  reasons.  First,  it  appears  that  the  only 
credit  available  to  these  consumers  was  from  the  then  unregulated  and  unlicensed 
second  mortgage  companies  and  brokers.  These  lenders  and  brokers  were  not  able 
to  police  themselves  sufficiently  to  prevent  economic  exploitation  by  a  certain  few. 
This  exploitation  was  aided  by  unethical  brokers  who  extracted  large,  unconscion- 
able fees  from  consumers  and  who,  in  some  instances,  had  undisclosed  financial  and 
corporate  ties  to  lenders  whose  primary  goal  apparently  was  the  acquisition  of  real 
estate. 

Second,  the  simple  fact  is  that  many  inner-city  communities  across  this  state  were 
abandoned  by  mainstream  lending  institutions  during  the  1970's  and  1980's.  Even 
during  the  economic  boom  years  o?  the  1980's,  little  attention  was  paid  to  capturing 
inner-city  markets,  and  creating  loan  products  or  providing  access  to  banking  serv- 
ices to  these  communities. 

Given  the  void  of  credit  options  created  by  mainstream  financial  institutions,  the 
unscrupulous  contractor  and  high  rate  lender  entered  the  picture  and  marketed 
their  products  to  vulnerable  homeowners.  While  there  was  a  lack  of  access  to  tradi- 
tional credit  products  for  these  consumers,  mainstream  financial  institutions  were 
funding  high  rate  second  mortgage  lenders  and  unscrupulous  contractors  who  were 
selling  loans  to  these  communities.  Thus,  in  addition  to  the  law  enforcement  attack 
directed  toward  specific  second  mortgage  lenders  and  brokers,  the  Task  Force  also 
took  a  hard  look  at  those  mainstream  financial  institutions  that  provided  lines  of 
credit  to  or  purchased  mortgages  from  unscrupulous  second  mortgage  lenders. 
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in.  Allegations — Apparent  Scope  of  Problem 

The  Task  Force  uncovered  wide-ranging  allegations  of  wrongdoing  falling  into  the 
categories  listed  below.  Consumers,  conununity  organizations  and  law  enforcement 
agencies  should  familiarize  themselves  with  the  listed  scams  and  be  on  guard  for 
them  in  their  individual  communities. 

A.  Misrepresenting  the  Nature  of  the  Transaction 

•  Informing  consumers  that  they  are  mortgaging  their  homes  when  they  actually 
are  deeding  them  away  and  merely  retaining  a  right  to  repurchase  the  home; 

•  Misrepresenting  the  home  improvement  work  to  be  performed,  the  price  to  be 
paid,  the  interest  rate,  the  amount  of  the  loan,  the  monthly  payment  or  other 
term  of  the  loan;  and 

•  Misrepresenting  that  a  broker  is  a  lender  when,  in  fact,  the  broker  is  merely  ar- 
ranging the  loan  for  a  fee  rather  than  actually  making  the  loan. 

B.  Illusory  Inducements 

•  Promises  by  a  home  improvement  contractor  or  lender  that  he  will  give  the 
consumer  a  job  to  help  pay  off  the  loan; 

•  Promises  that  onerous  loan  terms  will  be  rewritten  in  the  future,  if  the  consumer 
just  agrees  to  pay  those  terms  for  a  brief  period; 

•  Charging  a  cash  fee  in  return  for  a  promise  to  find  immediate  refinancing  for  a 
consumer  already  facing  imminent  foreclosure  when,  in  fact,  nothing  is  done  for 
the  consumer  other  than  taking  the  fee;  and 

•  Giving  consumers  lump  sum  cash  payments  "to  use  as  they  see  fit"  as  part  of 
mortgage  loan  proceeds  disbursements  in  order  to  induce  consumers  to  agree  to 
unaffordable  loans. 

C.  Pressure  and  Coercive  Tactics 

•  Consumers  are  rushed  through  the  loan  documents  without  an  adequate  time  to 
read  and  understand  them; 

•  Consumers  are  told  that  no  lawyer  is  needed  to  assist  them; 

•  Consumers  are  told  that  the  contractor  cannot  get  funds  to  begin  home  improve- 
ments until  the  bank  releases  funds  and  that  the  bank  will  not  release  such  funds 
until  the  consumer  signs  a  completion  certificate  indicating  work  is  complete  even 
though  work  has  not  even  begun;  and 

•  The  consumer's  ability  to  read  loan  documents  is  physically  obstructed  by  the 
arms  of  the  contractor  across  loan  documents  or  because  loan  documents  are 
rolled  up,  only  revealing  signature  lines. 

D.  Failure  to  Disclose  Key  Elements  of  Transaction 

•  Asking  consumers  to  sign  incomplete  documents  missing  such  key  elements  as  the 
interest  rate,  the  finance  changes  and  the  number  of  payments; 

•  Failure  to  disclose  that  a  mortgage  is  being  taken  on  the  consumer's  property  to 
secure  the  loan;  and 

•  Failing  to  disclose  that  a  consumer  has  inadequate  income  to  repay  the  loan  and 
that  default  is  therefore  likely. 

E.  Forgeries  and  Falsification 

•  Forging  a  consumer's  signature  to  the  certificate  of  completion  credit  application 
or  other  loan  document;  and 

•  Falsifying  a  consumer's  income,  by  use  of  false  or  forged  tax  statements  and  rent 
receipts,  in  order  to  inflate  the  consumer's  income  and  thereby  arranging  loans 
the  consumer  cannot  afford. 

F.  Unconscionable  or  Unaffordable  Loan  Terms 

•  Balloon  payment  requiring  consumers  to  make  large  payments  of  principal  usu- 
ally within  a  year  or  two  of  the  loan  closing; 

•  Excessively  high  loan  fees,  including  broker  fees,  origination  fees  and  late  pay- 
ment fees; 

•  Escrow  and  security  fund  accounts  on  which  the  consumer  is  charged  interest  but 
from  which  the  consumer  derives  no  tangible  benefit;  and 

•  Excessively  high  interest  rates. 

IV.  Actions  by  the  Task  Force 

Attorney  General  Harshbarger  charged  the  Task  Force  with  initiating  a  multi- 
pronged  attack  on  the  scams.  This  included  initiating  litigation,  drafting  and  sup- 
porting legislation,  and  promulgating  regulations. 
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A.  Litigation 

The  Task  Force  has  initiated  13  actions  relating  to  home  improvement  and  mort- 
gage scams  in  approximately  the  last  year.  These  include  actions  targeting  banks, 
mortgage  compames,  home  improvement  companies  and  individual  home  improve- 
ment saaesmen  and  mortgage  company  executives.  The  actions  include  the  following: 

1.  Bank  Settlements 

The  Task  Force  has  entered  into  six  separate  settlement  agreements  with  Boston 
area  banks.  These  agreements  were  entered  into  following  receipt  by  the  banks  of 
letters  from  the  Attorney  General  indicating  an  intention  to  file  suit,  if  settlements 
could  not  be  reached.  We  were  pleased  that  the  banks  involved,  once  they  were 
aware  of  our  commitment  to  seek  effective  remedies,  chose  to  negotiate  and  settle 
their  respective  cases,  rather  than  invest  the  cost  and  time  involved  in  litigation. 
The  bank  settlements  include: 

a.  BayBank  Settlement 

In  February,  1992,  the  Attorney  General  reached  agreement  with  BayBemk  re- 
garding any  liability  it  may  have  had  in  indirectly  financing  home  improvement 
transactions.  Under  the  terms  of  the  settlement,  BayBank  agreed  to  establish  a  pro- 
gram to  resolve  consumer  complaints  regarding  home  improvements  that  BayBank 
financed  indirectly  through  contractors  between  Novenaber,  1987  and  February, 
1992.  BayBank,  in  effect,  agreed  to  accept  responsibility  for  any  improper  conduct 
by  home  improvement  contractors  where  BayBank  has  indirectly  financed  the  woii. 
As  part  of  the  settlement,  BayBank  also  agreed  to  make  $5  million  in  below-market 
rate  home  improvement  financing  available  to  low  income  communities  and  $6  mil- 
lion available  for  the  construction  of  affordable  housing.  The  Lawyers'  Committee 
for  Civil  Rights  and  the  NAACP  Legal  Defense  Fund,  Inc.  also  assisted  in  the  case 
and  participated  in  the  settlement. 

b.  Shawmut  Bank  Settlement 

Attorney  General  Harshbarger  reached  a  $7  million  settlement  with  Shawmut 
Bsuik  to  resolve  the  Task  Force  investigation  of  Shawmut  Bank's  role  in  fiinding  Re- 
source Financial,  a  second  mortgage  company  sued  by  the  Attorney  General.  The 
settlement  requires  Shawmut  to  msJce  $5  million  in  mortgage  loans  available  to  low 
income  communities.  These  loans  will  have  the  following  eirtraordinary  features:  (a) 
no  downpayment  required;  (b)  no  closing  costs;  (c)  an  interest  rate  one  point  below 
Shawmut's  regular  rate.  The  settlement  fiirther  requires  Shawmut  to  make  $2  mil- 
lion in  below-market  rate  home  improvement  loans  available  in  targeted  low  income 
communities.  In  addition,  the  agreement  requires  Shawmut  to  provide  either  a  new 
loan  or  an  average  of  $6,000  in  cash  to  approximately  50  specific  Resource  borrow- 
ers whose  loans  were  funded  by  Shawmut.  The  Union  NeighDorhood  Assistance  Cor- 
poration provided  the  Task  Force  with  information  regarding  certain  Resource  bor- 
rowers who  are  aided  by  the  settlement  and  others  described  oelow. 

c.  Fleet  Bank  Settlement 

The  Attorney  General,  in  April  of  this  year,  reached  a  settlement  with  Fleet  Bank 
to  resolve  its  role  in  funding  Resource  Financial  Group.  This  settlement  requires 
Fleet  to  establish  a  $12  million  mortgage  program  for  low  income  communities.  The 

{irogram  wUl  have  the  same  extraordinary  features  as  in  the  Shawmut  settlement, 
n  addition.  Fleet  agreed  to  provide  new  loans  or  a  $6,000  cash  payment  to  each 
of  the  approximately  40  Resource  borrowers  whose  loans  were  funded  by  Fleet. 

d.  QuiNCY  Savings  Bank 

A  settlement  also  was  reached  with  Quincy  Savings  Bank  to  resolve  claims 
against  Lincoln  Trust  Company,  which  merged  into  Quincy  Savings  in  early  1992 
and  which  also  had  fiinded  Resource  Financial  Group.  Quincy  Savings  Bank  agreed 
to  provide  either  a  new  loan,  on  very  favorable  terms,  or  a  $1,250  cash  payment 
to  100  Resource  borrowers.  As  part  of  the  agreement,  Quincy  Savings  also  agreed 
to  make  $3  million  in  mortgage  money  availtmle,  again  on  terms  extraordinarily  fa- 
vorable to  consumers. 

e.  South  Shore  Bank 

In  June,  1992,  the  Attorney  General  settled  mortgage  related  claims  with  South 
Shore  Bank,  whjch  also  funded  Resource  Financial  Group.  South  Shore  agreed  to 
provide  relief  to  367  Resource  borrowers.  Of  this  total,  278  Resource  borrowers  who 
have  already  paid  off  their  Resource  loans  will  receive  a  flat  cash  payment  of 
$2,350.  An  additional  68  Resource  borrowers  whose  loans  are  still  outstanding  will 
receive  either  the  cash  or  a  refinancing  of  their  loan  on  very  favorable  terms.  The 
remaining  21  Resource  borrowers  whose  properties  are  currently  held  by  Resource 
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will  either  receive  cash  or  a  loan:  to  reacquire  their  homes.  Finally,  the  agreement 
requires  South  Shore  to  donate  $150,000  in  cash  to  establish  a  legal  assistance  pro- 
gram for  consumers  facing  foreclosure  by  lenders  other  than  Resource. 

f.  USTrust  Settlement 

A  sixth  and  final  bank  settlement  was  reached  with  USTrust  to  resolve  claims 
regarding  its  role  in  indirectly  financing  home  improvement  transactions.  USTrust 
agreed  to  establish  an  arbitration  program  for  any  consumer  who  has  a  complaint 
regarding  home  improvement  loans  mnded  by  USTrust.  Under  the  program,  a 
consumer  with  a  valid  complaint  can  obtain  up  to  $1,000  for  Truth-in-Lending  viola- 
tions, can  have  his  or  her  home  improvement  loans  rewritten  on  favorable  terms 
and  can  have  shoddy  home  improvement  work  repaired  at  no  cost,  among  other 
types  of  relief.  Several  hundred  consumers  could  qualify  for  the  arbitration  program. 
USTrust  also  agreed  to  provide  a  $3  million  mortgage  program  targeting  low  income 
communities.  Finally,  USTrust  agreed  to  make  $2  million  in  below-market  rate 
loans  available  to  minority  owned  businesses. 

2.  Mortgage  Company  Litigation 

The  Task  Force  also  has  initiated  litigation  directly  against  a  number  of  mortgage 
lenders  including  Seacoast  Industries,  Resource  Financial  Group,  Inc.,  the  Money 
Tree,  Inc.,  Rhodes  Financial,  Inc.,  and  State  Finance  and  Mortgage  Company  of 
Springfield.  Each  of  these  cases  is  in  litigation,  although  several  defendants  have 
announced  that  they  are  going  out  of  business  in  response  to  the  suits. 

3.  Home  Improvement  Company  Litigation 

The  Attorney  General  also  has  sued  a  number  of  home  improvement  companies, 
including  Seacoast  and  Carefree  Building  Products,  Pro-Tec-To  Rolling  Shutters  of 
New  England,  Inc.,  and  Rolling  Shutter  Systems  of  New  England,  Inc.  These  suits 
are  penmng. 

4.  Home  Improvement  Salesmen 

The  Attorney  General  also  has  initiated  two  separate  consumer  protection  actions 
against  four  former  salesmen  for  Vinyl  Distributors  of  New  England. 

B.  New  Consumer  Protection  Regulations 

In  addition  to  litigation  that  will  provide  relief  to  consumers  for  past  injuries,  the 
Oflice  of  the  Attorney  General  promulgated  a  comprehensive  set  of  consumer  protec- 
tion regulations  that  are  intended  to  create  a  level  playing  field  for  all  lenders  and 
to  protect  consumers  from  future  abuses  by  unscrupulous  lenders  and  brokers.  The 
key  features  of  these  unprecedented  regulations,  which  were  promulgated  following 
puolic  hearings,  include: 

•  Requiring  that  all  brokers  and  many  lenders  provide  borrowers  with  standardized 
copies  of  the  Attorney  General's  Mortgage  Broker  and  Lender  Disclosure  Forms. 
These  forms  identify  in  simple  and  clear  language  the  essential  features  of  a 
mortgage  loan  transaction  as  well  as  the  cost  and  interest  rate  the  borrower  will 
have  to  pay; 

•  Requiring  that  lenders  and  brokers  take  reasonable  steps  to  assure  that  borrow- 
ers understand  the  loan  transaction.  This  is  an  effort  to  address  the  needs  of  non- 
English  speaking  borrowers.  The  regulations  recommend  the  use  of  adult  inter- 
preters or  translated  disclosure  forms,  which  will  be  provided  by  the  Attorney 
General's  oflice  in  several  languages. 

•  Prohibiting  unconscionable  rates  or  other  loan  terms.  As  an  example  of 
unconscionability,  the  regulations  indicate  that  factors  to  be  considered  include 
whether  an  interest  rate  is  10  percent  above  the  Wall  Street  prime  rate,  or  20 
percent. 

•  Prohibiting  the  advertisement  of  various  inducements  such  as  use  of  the  words 
"immediate  approval"  of  loan  applications  or  "immediate  closings;"  the  regulations 
also  prohibit  tne  advertisement  of  a  "no  points"  mortgage  loan  when  that  is  not 
the  case. 

•  Severely  restricting  the  use  of  certain  other  inducements  such  as  "bad  credit  no 
problem"  and  "avoid  foreclosure."  Lenders  and  brokers  cannot  use  these  terms  in 
advertisements  unless  they  fiilly  disclose  all  the  restrictions  that  may  apply  to 
such  loans.  In  addition,  brokers  and  lenders  who  use  such  inducements  must  pro- 
vide the  following  warning:  "You  may  lose  your  home  if  you  cannot  make  all  of 
the  payments  or  if  you  miss  any  of  the  payments  on  this  loan." 

A  number  of  organizations  assisted  in  the  development  of  these  regulations,  in- 
cluding the  Massachusetts  Bankers  Association  and  the  Massachusetts  Association 
of  Mortgage  Lenders  and  Brokers. 
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C.  Legislation  to  Regulate  Home  Improvement  Contractors 

The  Attorney  General  played  a  major  role  in  working  with  the  Legislature  to  se- 
cure passase  of  the  new  law  regulating  home  improvement  contractors.  The  law  en- 
acted includes  several  important  provisions  which  will: 

•  Prohibit  home  improvement  contractors  from  also  acting  as  mortgage  brokers  or 
lenders  in  connection  with  the  home  improvement  contracts  they  enter  into; 

•  Require  contractors  to  register  with  the  Commonwealth's  Bureau  of  Building  Reg- 
ulations and  Standards; 

•  Require  a  written  contract  between  a  contractor  and  a  homeowner  for  any  job  over 
$1,000,  detailing  the  work  that  needs  to  be  completed  and  the  terms  of  the  agree- 
ment; 

•  Establish  a  Guaranty  Fund  to  provide  limited  restitution  to  consumers  who  have 
been  defrauded  by  a  registered  contractor  but  are  unable  to  collect  on  the  judg- 
ment; and 

•  Provide  for  criminal  penalties  for  home  improvement  contractors  who  fail  to  ob- 
tain a  certificate  of  registration. 

D.  Foreclosure  Assistance 

In  response  to  the  widespread  incidence  of  foreclosures  related  to  home  improve- 
ment and  mortgage  schemes,  the  Attorney  General,  in  June,  1991  called  for  and  re- 
ceived extensive  coof>eration  from  over  100  lenders  in  a  voluntary  120-day  morato- 
rium on  foreclosures.  After  initiating  this  voluntary  moratorium,  the  Attorney  Gen- 
eral's oflice  supported  the  passage  of  a  mandatory  moratorium  which  was  enacted 
by  the  Legislature.  The  Attorney  General's  office  worked  with  private  bar  counsel 
and  Registers  across  the  state  to  enforce  the  moratorium. 

In  addition,  the  Task  Force  provided  emergency  assistance  to  individuals  facing 
immediate  foreclosure.  As  a  result  of  this  assistance,  hundreds  of  foreclosures  were 
delayed  or  cancelled.  In  those  instances  where  it  was  not  possible  to  stop  a  fore- 
closure, consumers  were  referred  to  appropriate  social  service  agencies  for  assist- 
ance. 

VI.  Conclusions  and  Recommendations 

As  a  result  of  its  18  months  of  work  in  the  home  improvement  and  second  mort- 
gage arena,  the  Task  Force  has  reached  the  following  conclusions  and  makes  the 
lollowing  recommendations: 

A.  Conclusions: 

•  The  unre^lated  and  unlicensed  mortgage  broker  and  lender  industry  was  unable 
to  police  itself  to  restrain  adequately  unscrupulous  lenders  and  brokers  from  un- 
fair and  deceptive  practices  in  the  provision  of  second  mortgage  lending  services. 

•  Entire  communities  abandoned  by  mainstream  financial  institutions  are  attractive 
prey  to  high  pressure  and  illegal  tactics  by  unscrupulous  lenders  and  brokers  in 
the  provision  of  second  mortgage  products. 

•  Vulnerable  and  unsophisticated  consumers  need  to  be  educated  to  the  dangers  of 
urban  economic  violence  that  can  accompany  equity-based  financing. 

B.  Recommendations: 

•  Lending  associations  should  establish  rules  of  conduct  and  codes  of  ethics  for 
members  and  discipline  those  who  breach  such  rules  and  codes. 

•  Consumers  in  low  income  neighborhoods  need  greater  access  to  more  branches  in 
low  income  communities.  Financial  institutions  need  to  create  innovative  credit 
products  for  these  communities,  and  must  aggressively  market  these  and  tradi- 
tional products  to  low  income  consumers. 

•  In  fulfilling  their  Community  Reinvestment  Act  responsibilities,  mainstream 
banks  should  actively  reach  out  to  low  and  moderate  income,  minority  and  non- 
English  speaking  consumers.  There  is  a  compelling  need  for  banks  to  become 
more  Siser  friendly"  to  low  and  moderate  income  communities  all  across  Massa- 
chusetts. 

•  In  particular,  banks  should  develop  mortgage  loan  programs  that  are  maintained 
in  their  portfolios  so  that  more  liberal  and  more  flexible  lending  criteria  can  be 
applied  to  low  and  moderate  income  applicants.  Mainstream  financial  institutions 
should  expand  second  mortgage  and  equity  based  lending  programs,  with  appro- 
priate safeguards,  so  that  more  such  lending  can  be  made  available  to  low  and 
moderate  income  consumers. 

•  Banks  should  formulate  long-range  plans  to  include  branches,  loan  production 
centers  and  automated  teller  machines  in  low  and  moderate  income  neighbor- 
hoods. Access  to  banking  services  is  an  essential  part  of  modem  life,  and  it  is  as 
necessary  as  telephone,  gas  or  electric  utility  services. 


313 

•  Mainstream  banks  should  examine  and  scrutinize  their  financial  relationships  to 
other  lenders  that  provide  credit  in  low  and  moderate  income  and  minority  neigh- 
borhoods. Banks  must  look  at  the  impact  of  the  mortgage  companies  they  finance 
on  aflbrdable  housing  and  gentrification.  Financial  institutions  must  make  sure 
that  the  mortgage  companies  which  they  finance  are  lending  on  terms  that  are 
fair  and  that  such  terms  are  not  unconscionable.  Mainstream  banks  must  avoid 
financing  high-rate  equity-based  lenders. 

•  Second-mortgage  lenders'  and  brokers'  associations  should  aggressively  police 
themselves  consistent  with  the  Attorney  General's  consumer  protection  regula- 
tions and  with  the  Commissioner  of  Banks  licensing  regulations. 

•  Public  schools  and  community  organizations  must  expand  consumer  education 
programs  so  that  consumers  fully  understand  the  fundamental  terms  of  basic  fi- 
nancial transactions.  At  a  minimum,  each  graduating  student  should  understand 
the  concept  of  interest  and  credit,  and  the  basic  elements  of  a  mortgage  trans- 
action. 

•  Public  institutions  and  agencies  need  to  monitor  newly-adopted  regulations  to  in- 
sure that  they  are  effective  in  curbing  past  home  improvement  and  mortgage 
abuses.  They  likewise  need  to  enforce  aggressively  compliance  with  the  new  mort- 
gage licensing  and  home  improvement  statutes. 

The  problems  that  created  the  second  mortgage  scandals  are  complex  and  cannot 
be  eradicated  overnight.  However,  the  recommendations  outlined  in  this  report,  if 
adopted  and  carried  out  by  mainstream  banks,  second  mortgage  lenders,  brokers, 
communities  and  public  agencies,  are  a  necessary  first  step  to  changing  the  urban 
economic  landscape  from  one  of  deprivation  and  disintegration  to  one  of  hope  and 
opportunity.  The  equity-based  lending  that  was  carried  out  under  unconscionable 
terms  and  conditions  by  irresponsible  businesses  is  just  one  form  of  urban  economic 
violence  that  we  must  seek  to  prevent.  But,  only  by  aggressive  vigilance,  and  the 
availability  and  access  to  products  to  meet  the  needs  of  the  consumers  who  were 
targeted  can  the  remedial  process  begin.  And  it  is  the  responsibility  of  all  of  us. 

TESTIMONY  OF  THE  NATIONAL  CONSUMER  LAW  CENTER 
(Kathleen  Keest,  Robert  Hobbs,  Margot  Saunders,  Gary  Klein) 

PREDATORY  HOME  EQUITY  LENDING 

February  17,  1993 

Problems  in  the  Home  Equity  Market:  Predatory  Lending^ 

Mr.  Chairman  and  Members  of  the  Committee,  thank  you  for  your  invitation  to 
testify  today. 

The  National  Consumer  Law  Center  is  an  organization  which  acts  in  part  as  a 
national  support  center  for  legal  services  attorneys  and  pro  bond  attorneys  rep- 
resenting low  income  consumers  around  the  country.  These  attorneys  routinely  re- 
quest us  to  help  analyze  credit  transactions  and  determine  what  legal  rights  and 
remedies  their  clients  might  have.  As  a  consequence,  we  have  seen  examples  of 
predatory  home  equity  loans  from  all  over  the  country — the  kind  of  lending  which 
can  devastate  its  victims. 

Today  you  will  hear  from  several  other  witnesses  who  can  give  you  some  vivid, 
real-life  examples  of  overreaching  lending  practices  which  have  contributed  to  record 
high  foreclosure  rates  and  the  heartwrenching  loss  of  homes  to  the  auction  block 
throughout  the  country.  Rather  than  add  to  that  litany,  we  will  focus  on  what  we 
believe  has  contributed  to  the  increased  incidence  of  predatory  lending  during  the 
past  decade,  and  on  what  reforms  we  believe  may  help  curb  the  excesses.^ 


^This  statement  may  use  the  more  common  term  "second  mortgage"  to  refer  to  what  are  more 
precisely  called  "home  equity"  loans;  that  is,  non-purchase  money  loans  secured  by  residential 
real  estate,  irrespective  of  the  priority  of  the  lien. 

*Some  examples  of  the  kinds  of  outrageous  practices  we  have  seen  may  be  found  in  NCLC 
publications,  such  as:  Hobbs,  Keest,  DeWaal,  "Consumer  Problems  with  Home  Equity  Scams, 
Second  Mortgages,  and  Home  Equity  Lines  of  Credit,"  (AARP  1989)  [hereafter  "Consumer  Prob- 
lems"]; Keest,  "Second  Mortgage  Lending:  Abuses  and  Regulation,"  (NCLC,  for  Rockefeller  Fam- 
ily Fund,  1991)  [hereafter  "Abuses  and  Regulation"];  "Nature  Abhors  a  Vacuum:  High-rate  Lend- 
ing in  Redhned,  Minority  Neighborhoods  in  Boston,"  and  "Principal  Padding:  The  Prepaid  Pay- 
ment Pyramid,"  9  NCLC  REPORTS  Consumer  CredU  &  Usury  Ed.  (May/June  1991). 
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THE  CAUSES 

Though  home  eauity  lending  abuses  are  not  new,^  the  1980s  witnessed  a  major 
upswing.  "Equity-skimming,"  or  "equity-theft"  became  a  major  threat  to  many  home- 
owners— in  particular  to  the  most  vulnerable.*  A  number  of  factors  converged  to 
contribute  to  the  problem: 

Deregulation:  In  tandem  with  the  appreciation  of  real  estate  values,  (see  below), 
the  deregulation  of  consumer  lending  in  the  1980s  left  the  door  wide  open  for  un- 
scrupulous operators.  Congress'  contribution  was  to  preempt  both  state  usury  ceil- 
ings on  mortgage  lending  secured  by  first  liens  (whether  purchase  money  or  not),' 
as  well  as  state  limitations  on  risky  "creative  financing"  options,  such  as  negatively 
amortizing  loans.® 

Federal  deregulation  also  set  the  stage  for  many  states  to  remove  rate  caps  and 
other  limitations  on  other  lending — including  second  mortgage  lending.  Whatever 
the  overall  merits  of  economic  deregulation,  it  undeniably  unleashed  the  greedy  in- 
stincts of  unscrupulous  operators  all  over  the  country.  In  keeping  with  the  conven- 
tional wisdom  of  free  mareet  theory,  "the  market"  was  supposed  to  take  care  of  any 
{)roblems.  Unfortunately,  there  are  market  failures,  and  predatorj'  home  equity 
ending  provides  a  good  example  of  one.  Even  as  the  cost  of  funds  has  declined, 
these  fenders  have  not  lowered  their  rates,  and  for  a  number  of  reasons,  competition 
and  market  forces  don't  operate  according  to  theory  in  these  loans.'' 

The  ^se  in  Real  Estate  Values:  The  infiation  in  real  estate  values  in  the  1980s 
created  much  new  wealth — the  ecjuity  pool.  Since  real  estate  secured  lending — par- 
ticularly owner-occupied  residential  real  estate — has  historically  been  among  the 
safest  land  of  lending,  creditors  of  all  stripes  strove  to  develop  or  increase  their  port- 
folio of  real-estate  secured  loans.®  Legitimate  lenders  simply  sought  increasingly  se- 
cure loans.  The  marginal  lenders — the  equity  skimmers — looked  to  this  new  equity 
pool  as  something  to  enrich  them. 

In  turn,  the  appreciated  value  of  the  property  led  to  "asset-based  lending" — ^that 
is,  loans  made  based  on  the  value  of  the  security,  rather  than  on  the  borrower's  abil- 
ity to  repay.  This  has  been  common  in  commercial  lending,  but  is  unsuitable  for 
consumer  loans  in  a  humane  society.  Most  borrowers  are  simply  wage-earners  who 
look  to  their  regular  income  to  repay  their  debts.  The  amount  of  equity  in  the  collat- 
eral is  only  relevant  to  the  ability  to  repay  a  loan  if  the  borrower  intends  to  liq- 
uidate the  collateral.  In  short,  "asset-based  lending"  is  a  legitimate-sounding  jus- 
tification to  ignore  sound  underwriting  principles,  and  make  unafFordable  loans. 

Eauity  skimmers  may  write  loans  with  repayment  terms  which  borrowers  could 
not  nope  to  meet  over  the  long  haul:  monthly  payments  which  are  70  percent  or 
more  of  monthly  income  (or,  in  one  case  we've  seen,  monthly  payments  more  than 
monthly  income®);  or  large  balloon  payments  which  the  borrower  has  no  realistic 
hope  of  making.  The  loans  are  made  because  the  lender  can't  lose:  either  they  will 
be  repaid  at  a  high  interest  rate,  or,  too  oft«n,  through  the  foreclosure  process. ^° 

Hie  Rise  in  the  Secondary  Mortgage  Market:  Some  high-rate  mortgage  lend- 
ers, particularly  home  improvement  contractors,  have  historically  operated  by  as- 
signing installment  contracts  they  write  to  other  lenders,  such  as  finance  companies 
or  bamcs.  But  the  1980s  added  a  new  wrinkle — bundling  mortgage  loans  into  large 
portfolios  and  selling  them  on  the  secondary  mortgage  market.  This  enabled  mort- 
gage companies  specializing  in  home  equity  lending — unregulated  in  many  states — 
to  operate.  Since  there  was  a  "back-end   income  stream,  they  could  operate  with  lit- 


^In  fact,  during  the  last  cycle  when  serious  abuses  in  this  industiy  attracted  public  outcry 
and  led  to  regulatory  reforms,  Congress  created  the  Truth  in  Lending  rescission  right,  15  USC 
§  1635,  now  one  of  the  most  valuable  tools  available  to  attorneys  representing  second  mortgage 
scam  victims. 

*See  p.  5,  infra. 

"Depository  Institutions  Deregulation  and  Monetary  Control  Act  of  1980,  §  501  (DIDA),  codi- 
fied at  12  USC  §  1735f-7a. 

"The  Alternative  Mortgage  Transaction  Parity  Act  of  1982  (AMTPA).  12  USC  §  3800,  et  seq. 

'See,  e.g.,  pp.  7-10,  infra. 

*The  portion  of  homeowners  with  home  equity  loans  more  than  doubled  between  1977  and 
1988.  In  1977,  5.4  percent  of  homeowners  had  such  loans;  in  1988,  11  percent  (6.5  million  fami- 
lies) had  home  equity  loans.  Canner  St  Luckett,  "Home  Equity  Lending,"  75  Fed.  Reserve  Bull. 
333  (May,  1989). 

^In  this  case,  where  default  was  absolutely  predictable  and  inevitable  as  of  the  first  payment 
on  a  12-month  balloon  note,  the  contract  provided  for  extremely  high  late  charges  plus  a  42  per- 
cent default  interest  rate.  Thus,  at  the  end  of  the  12  month  term,  the  lender  could  claim  a  lien 
on  the  property  that  was  approximately  $50,000  greater  than  than  the  original  principal  plus 
22  jpercent  interest  provided  for  in  the  note. 

^"In  fact,  state  laws  on  foreclosure  almost  universally  allow  foreclosing  creditors  to  buy  the 
property  at  a  significant  discount  from  fair  market  value  and  then  to  resell  it  at  full  value,  pock- 
eting the  difference. 
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tie  capitalization  base.  They  could  obtain  a  line  of  credit  from  a  major  bank;  origi- 
nate predatory  loans,  taking  out  very  high  up-front  fees;  then  dump  the  loans  onto 
the  secondary  market. 

It  is  a  good  deal  for  an  equity-skimmer  who  originates  the  loans,  because  it  can 
charge  enormous  up-front  fees,  be  careless  about  underwriting,  and  then  pass  the 
coivsequences  along.  If  the  loan  defaults,  it  is  the  new  creditor's  problem.  Apparently 
the  buyers  on  the  secondary  market  thought  it  was  a  good  deal:  they'd  save  the  ex- 
pense of  originating  loans,  and,  if  the  borrower  alleges  the  originator  defrauded 
them,  or  engaged  in  usury  or  other  violations  of  the  law,  they  could  hide  behind  a 
holder  in  due  course  defense.^^ 

**Tax  Reform:"  The  amendment  of  the  tax  laws  which  retained  the  deductibility 
of  interest  only  for  home-secured  loans  added  to  the  massive  increase  in  home-eq- 
uity debt.  Many  consumers  and  taxpayers  are  not  well-equipped  to  calculate  how 
the  tax  savings  would  weigh  against  the  extra  interest  to  be  paid.  Yet  that  is  a  sales 
pitch  given  by  many  creditors,  and  many  homeowners  listen  to  that  siren-call. 

Cultural  &  Business  Mores:  Finally,  these  economic  and  legal  changes  hap- 
pened in  a  context  of  shifting  cultural  attitudes.  The  business  ethic  was  that  "any- 
thing goes,"  and  greed  was  no  longer  the  subject  of  opprobrium,  but  rather  viewed 
as  an  engine  for  growth.  Unfortunately,  home  equity  lending  became  one  of  the  tar- 
gets for  the  speculators. 

THE  VICTIMS 

The  problem  of  second  mortgage  scams  and  home  improvement  scams  is  not  lim- 
ited to  certain  regions;  we  have  seen  them  from  most  parts  of  the  country.^^  But 
there  are  certain  lactors  which  make  it  worse  in  some  areas  than  in  others: 

— areas  which  had  the  greatest  increase  in  real  estate  values  tended  to  have  more 

problems; 
— the  more  permissive  the  legal  environment  (i.e.  the  less  regulation),  the  greater 

the  problem. 

Most  poignantly,  the  more  vulnerable  the  population,  the  greater  the  problem. 
Thus  the  less  educated  and  less  sophisticated  are  particularly  victimized  oy  these 
lenders;  as  are  the  elderly  (who  often  have  a  lot  of  equity  in  their  homes);  and  those 
whose  other  borrowing  options  are  blocked,  or  who  perceive  themselves  as  having 
no  options.^' 

THE  PERPETRATORS 

When  one  looks  at  both  the  "sins  of  commission"  and  the  "sins  of  omission,"  there 
is  agreat  deal  of  culpability  across  the  spectrum. 

**TLn  Men:"  Fraudulent  home-improvement  contractors,  particularly  the  door-to- 
door  operators,  have  long  been  a  major  source  of  complaint  about  abusive  home-se- 
cured loans.  They  have  been  with  us  always,  and  probably  always  will.  But  as  to 
whether  they  are  isolated  actors,  or  are  commonplace  depends  upon  whether  the  ul- 
timate sources  of  the  financing — and  the  regulatory  environment — encourage  or  dis- 
courage oppressive  business  practices. 

In  addition  to  needing  a  source  of  financing  to  run  their  business  at  the  outset, 
these  contractors  must  have  an  outlet  for  their  credit  sales,  as  they  cannot  afford 
to  carry  the  credit  accounts  themselves.  Thus  they  will  either  arrange  for  lenders 
to  make  direct  loans,  with  the  proceeds  to  pay  off  the  sales;  or  will  write  financing 
contracts  themselves,  to  be  immediately  assigned  by  prearrangement  to  a  lender.  In 
some  instances,  it  may  be  the  ultimate  financier  who  drives  the  operation,  in  es- 
sence using  the  contractor  as  a  "bird-dog"  to  drum  up  mortgage  business  for  it.^"* 

These  ultimate  lenders  can  be  second  mortgage  companies  (which  may  or  may  not 
be  regulated  by  the  state);  often  they  are  finance  companies  (which  are  regulated 
by  the  state);  or  banks  (which  are  regulated  by  either  the  state  or  a  federal  agency, 


^^The  holder  in  due  course  doctrine  generally  gives  assignees  or  other  subsequent  holders  of 
negotiable  instruments  (such  as  promissory  notes)  immunity  against  legal  claims  and  defenses 
that  the  borrower  may  have  had  against  the  original  creditor.  (See  also  p.  11,  infra.)  Some  also 
bought  the  loans  with  a  recourse  arrangement,  whereby  they  would  return  non-performing  loans 
to  the  originator,  giving  them  yet  further  protection  against  risk — at  least  until  the  originator 
went  bankrupt. 

^One  exception  is  Texas,  which  has  strict  limitations  on  the  kinds  of  home  equity  loans 
which  can  be  written  at  all. 

"This  factor  helps  explain  the  disparate  impact  of  predatory  lending  felt  by  minority  borrow- 
ers and  people  Hving  in  minority  neighborhoods.  See,  e.g.  "Abuses  and  Regulation,"  note  2, 
supra.,  Appx.  B— "Race  and  Risk:  High  I^te  Lenders  for  High  Risk  Borrowers— Myth  or  Fact?" 

"This  was  the  heart  of  the  claim  in  Baker  u.  Harper,  in  which  a  mortgage  company  was  or- 
dered to  pay  $45  million  to  5  families.  See  "Alabama  Jury  Orders  Lender  to  Pay  $45  Million 
in  Fraudulent  Lending  Case,"  57  SNA  Banking  Rept.  270  (Aug.  12,  1991). 
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depending  upon  their  charter).  It  is  the  cooperation  of  the  ultimate  financing 
sources  which  keep  a  contractor  in  business.  Thus  the  lender  is  in  a  position  to  help 
assure  that  legitimate  value  be  given  for  the  money,  or  to  help  compound  the  prob- 
lem by  trying  to  disassociate  themselves  from  any  complaints  the  borrower  may 
have  about  the  contractor  or  his  work.^'  Unfortunately,  many  ultimate  lenders,  de- 
spite their  heavy  involvement  in  facilitating  the  transaction,  choose  the  latter 
course.^® 

Second  mortgage  companies:  As  was  noted  above,  the  1980s  witnessed  the 

E!X)wth  of  second  mortgage  lending  companies — many  of  which  received  notoriety: 
andbank  Equity;  First  American  Mortgage  Company;  Freedlander.  In  many  states, 
these  companies  were  not  (and  still  are  not)  regulated.  The  earlier  discussion  about 
the  seconaary  mortgage  maiket  explains  how  these  companies  generally  operated. 

As  with  the  "i-in  men,"  it  is  frequently  regulated  lenders — ^banks  and  thrifts — 
which  provide  the  wherewithal  for  these  companies  to  survive.  Again,  there  are  de- 
grees of  culpability  among  these  "enablers."  Some  may  actually  know  what  kind  of 
operation  the  second  moi^age  lenders  are  running;  others  simply  choose  to  ignore 
the  red  flags  in  these  transactions,  and  buy  up  the  paper  anyway.^''  The  more  "the 
legitimate  lenders  opt  to  purdiase  these  luncLs  of  loans  with  an  "ostrich"  approach 
to  their  investment,  tne  easier  it  is  for  the  predatory  lenders  to  flourish. 

Finance  companies:  ^®  Finaince  companies  moved  into  home  equity  lending  in  a 
big  way  in  the  past  15  years.  Some  of  the  finance  companies  have  oeen  particularly 
bad  at  "loan-padding:" — inserting  costly  add-ons  onto  loans,  making  them  much 
more  expensive  for  Iwrrowers.^*  Finance  companies  are  regulated  (witn  varying  de- 
grees of^success)  by  the  states,  but  some  are  subsidiaries  of  banks,  which,  in  turn, 
are  regulated  by  either  the  states  or  a  federal  agency,  depending  upon  their  charter. 

The  supporting  cast:  Mortgage  brokers  have  played  a  major  role  in  steering  bor- 
rowers into  bad  loans.  As  their  fees  are  a  percentage  of  the  loans,  there  is  a  "reverse 
competition"  effect  which  encourages  them  to  hook  borrowers  up  with  expensive, 
loan-padding  lenders.  Many  of  these  brokers  advertise  as  if  they  are  market-rate 
lenders  and  do  not  disclose  their  true  role — or  their  commissions — ^until  loan  closing. 
By  that  time  many  borrowers  have  lost  their  leverage  to  object  or  walk  away.  Loan 
brokers  are  not  regulated  in  many  states,  and  some  regulation  which  does  exist  is 
token  only. 

Banks  and  thrifts:  As  the  above  discussion  indicates,  even  if  banks  and  thrifts 
are  not  directly  engaging  in  predatory  business  practices,  it  often  is  their  ultimate 
financial  support  which  enables  the  predatory  lenders  to  operate  on  the  scale  we 
have  seen  in  recent  years. 

ALLOCATING  RESPONSIBILITY 

To  anticipate  one  reaction  we've  heard  too  often  in  telling  of  these  loans,  I'd  like 
to  make  a  few  other  observations.  That  reaction:  "Well  why  do  people  get  them- 
selves into  these  deals?  Don't  they  have  to  take  some  responsibility  for  what  they 
sign?" 

There  are  a  lot  of  reasons  why  that's  not  an  appropriate  response. 
•  Most  obviously,  it  blames  the  victim,  while  relieving  the  business  of  any  ethical 

obligation,  as  if  the  public  policy  is  that  a  lender  can  do  anjdhing  it  can  get  away 

with.  After  all,  we  prosecute  burglars  even  if  the  apartment  window  wasnt 


^See,  e.g.  "Spiking  and  Loan-Splitting  in  Honie  Improvement  Contracts:  Artful  Dodges,"  26 
Clearinghouse  Review  415  (Aug.  1992).  Where  the  sale  of  home  improvement  goods  and  services 
is  involved,  the  Federal  Trade  Commission's  "holder  rule"  (16  CFR  433)  provides  that  a  related 
financier  has  vicarious  liability  for  any  claims  or  defenses  the  consumer  has  against  the  seller. 

^"More  and  more  frequently,  Uie  same  principals  direct  both  sides  of  the  business.  But  they 
try  to  disguise  the  connection,  so  as  to  try  to  claim  the  borrower's  obligation  to  pay  is  distinct 
from  the  contractor's  obligation  to  perform  its  part  of  the  contract. 

^■'Unlike  the  home  improvement  sales  financing  contracts,  the  FTC  "holder"  rule  does  not 
apply  to  straight  loans,  so  these  assignees  can  try  to  assert  a  holder-in-due  course  defense  to 
claims  the  borrower  may  raise  based  on  the  originator's  wrong-doing. 

^  Finance  companies,  such  as  Beneficial,  IIT  Financial,  etc,  are  what  used  to  be  thought  of 
as  "small  loan"  companies,  though  in  many  states  today  they  can  make  relatively  large,  mort^ 
gage  secured  consumer  loans.  It  has  been  our  experience  that  finance  companies  tend  to  keep 
the  home  equity  loans  they  make  (refinancing  them  frequently),  rather  than  using  the  secondary 
market. 

^"Insurance-packing"  is  one  of  the  more  common  means  of  loan  padding  favored  by  finance 
companies.  For  a  description  of  the  practice,  see  National  Consumer  Law  Center,  Usury  and 
Consumer  Credit  Regulation  Chap.  7  (1987  and  Supp.).  For  a  good  example  of  how  it  can  distort 
the  price  of  credit  to  a  borrower,  see  Besta  v.  Beneficial  Loan  Co.  of  Iowa.  855  F.2d  532  (8th 
Cir.  1988).  In  that  loan,  insurance  packing  enabled  the  lender  to  skim  an  extra  $3,000  from 
what  was  really  a  $1,400  loan.  In  one  loan  seen  at  the  Center,  the  very  same  scheme  was  used 
to  skim  an  extra  $23,000  from  a  loan. 
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locked.  We  prosecute  muggers  even  if  the  victim  didn't  bother  to  learn  martial 
arts  for  self-defense. 

•  Credit — especially  riven  the  credit  fads  of  the  late  1970s  and  1980s — is  enor- 
mously complex  and  hard  for  most  people  to  understand.  It  is  even  more  so  for 
people  with  language  barriers,  educational  barriers  or  any  other  of  the  multitude 
of  barriers  a  lot  of  consumers  face.  A  recent  Consumer  Federation  of  America 
consumer  survey  showed  that  though  70+  percent  of  respondents  knew  what  the 
letters  APR  stood  for,  only  half  of  them  understood  its  significance  as  an  indicator 
of  the  cost  of  credit.  (Recent  experiences  with  ARMs  and  consumer  leases  suggest 
that  some  credit  products  are  so  complex  that  even  the  employees  of  the  financial 
institutions  can't  figure  out  what  these  contracts  say.) 

•  Even  aside  from  the  issue  of  the  products  being  too  complex  to  be  described  in 
easily  understood  terms,  disclosure  laws  like  TIL  aren't  as  much  help  as  they 
should  be.  In  fact,  for  residentially  secured  real  estate,  TIL  actually  encourages 
distortion  in  disclosing  the  cost  of  mortgage  credit.  Because  of  the  special  treat- 
ment given  closing  costs  and  brokers  fees  by  TIL  (in  some  cases  exacerbated  by 
FRB  interpretations)  in  real  estate  secured  loans,^°  unethical  creditors  are  en- 
couraged to  pack  a  loan  up  with  exorbitant  costs  that,  on  their  face,  are  permitted 
by  TIL  to  be  excluded  from  the  APR  calculation.^^  For  these  kinds  of  loans,  TIL 
has  become  part  of  the  problem,  not  part  of  the  solution.  Moreover,  TIL  (Usclo- 
sures  are  often  not  finalized  until  the  time  of  the  closing  on  a  loan,  by  which  time 
the  borrower  may  have  foreclosed  other  options,  and  no  longer  have  the  choice  of 
walking  away. 

Furthermore,  contracts  are  not  written  in  understandable  language,  and  the  sheer 
volume  of  paper  is  overwhelming.  One  transaction,  for  example,  had  at  least  40 
pieces  of  paper  that  the  consumer  would  have  had  to  wade  through.  (The  vast  ma- 
jority of  those  40  pages  were  not  "government-mandated."  Lenders  wanting  lop- 
sided protections  and  verbose  lawyers  are  the  primary  culprits  for  this  excess 
paper.)  The  prose  isn't  exactly  targeted  for  an  8th,  grade  reading  level,  and  on  some 
of  these  transactions,  the  numbers  can  take  a  lawyer  a  day  or  more  to  sort  out. 

•  The  dynamics  of  the  sale  must  be  understood  as  well.  From  our  reports,  some  of 
these  brokers  solicit  the  customers,  rather  than  being  sought  out  by  the  cus- 
tomers. Like  any  good  salesperson,  they  are  well-schooled  in  retail  seduction,  and 
know  how  to  gloss  over  their  product's  weak  points. 

That  is  problem  enough  when  pUed  onto  all  the  other  factors  mentioned  here,  but 
it  also  must  be  remembered  that,  at  least  for  most  of  us,  the  tendency  is  to  trust 
people.  If  it  is  hard  to  figure  out  what's  going  on,  it  seems  the  proper  thing  to  do 
to  trust  the  nice  man  or  woman  who  seems  like  he  or  she  is  trying  to  help  you. 
Many  people  don't  operate  from  the  assumption  that  all  business  people  are  out  to 


*'Many  costs  associated  with  these  transactions  would  fall  within  the  overall  deflnition  of  a 
finance  charge,  except  that  they  are  specifically  excluded  from  the  finance  charge  because  these 
transactions  are  secured  by  real-estate.  15  USC  §  1605,  12  CFR  226.4(cX7).  To  the  extent  the 
purpose  of  TIL  was  to  disclose  the  full  cost  of  credit  to  a  consumer,  there  is  absolutely  no  jus- 
tification for  some  of  the  (cX7)  exclusions.  (The  ones  that  were  justified  would  be  justified  in 
the  purchiise  money  mortgage  context,  but  not  in  the  second  mortgage  context.  In  a  cash  trans- 
action real  estate  purchase,  title  fees  and  abstract  fees  would  be  incurred,  so  these  fees  would 
be  imposed  in  a  comparable  cash  transaction,  and  therefore  wouldn't  be  a  finance  charge.  In 
a  straight  second  mortgage  loan,  there  is  no  comparable  cash  transaction.)  When  TIL  was 
passed,  second  mortgage  lending  was  more  rare,  and  closing  costs  were  small  in  relation  to  the 
loan  amount,  so  the  degree  of  distortion  was  less  significant  to  a  consumer.  See  generally 
Rohner,  The  Law  of  Truth  in  Lending,  §  3.03[1]  (1984). 

Additionally,  the  FRB  interpretation  as  to  brokers'  fees  is  arguably  wrong,  at  least  in  some 
factual  circumstances,  but  until  a  court  declares  the  interpretation  "demonstrably  irrational," 
creditors  will  exclude  the  fee  from  the  finance  charge.  (15  USC  §  1605(aX3)  declares  a  finders 
fee  a  finance  charge,  and  nowhere  in  the  statute  is  any  exception  to  that  authorized.  Thus, 
where  the  broker  acts  as  a  finder  for  the  lender,  as  many  of  these  do,  the  fee  should  be  a  finance 
charge.  But  Official  StafT  Commentary  §  226.4(aX2)-3,  while  clearly  in  direct  contradiction  to 
§  1605(aX3)  and  thus  not  l^ally  entitled  to  deference,  offers  the  creditors  a  convenient  haven. 
Though  at  least  two  court  cases  have  offered  courts  the  opportunity  to  address  this  issue,  nei- 
ther of  them  choose  to  do  so,  and  the  issue  remains  an  open  one.) 

So  today,  with  the  surge  in  home  equity  lending,  the  increased  costs  tacked  on  to  these  loans, 
exacerbated  in  the  case  of  abusing  lenders,  the  (cX7)  exclusions  and  broker's  fee  interpretation 
are  beginning  to  be  the  exceptions  that  swallow  the  rule.  This  undermines  the  usefulness  of  TIL 
as  an  indicator  of  the  cost  and  a  tool  for  comparison  shopping. 

*^  Regulation  Z,  §  226.4<cX7)  does  require  that  these  charges  be  "bona  fide  and  reasonable" 
in  order  to  qualify  for  the  exclusion,  but  that's  of  little  help  to  a  consumer  at  the  outset.  We 
grocery  shop  often  enough  to  know  what  a  bona  fide  and  reasonable  price  for  a  loaf  of  bread 
is;  most  of  us  don't  get  mortgage  loans  often  enough  to  know  what  a  bona  fide  and  reasonable 
price  is  for  a  brokers  fee  or  an  attorneys  fee  or  a  title  search  fee. 
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rip  them  off  until  proven  otherwise,  and  we  as  a  society  should  think  hard  before 
we  decide  we  want  our  economy  to  operate  that  way.^ 

•  And  of  course,  one  of  the  central  questions  raised  by  the  distribution  of  these 
loans  is  to  what  extent,  if  any,  the  high-rate  lenders'  customers  have  alternatives. 
This  public  saga  began  with  the  allegation  that  predatory  lending  operated  in  a 
credit  vacuum  created  when  mainstream  banks  abandoned  direct  lending  in  mi- 
nority neighborhoods.  In  response  some  creditors  have  asserted  that  these  are 
high  risk  borrowers  who  could  not  get  credit  elsewhere,  and  that  the  high  rates 
are  justified  by  the  high  risks. 

Issues  of  redlining  are  for  another  proceeding,  but  there  are  some  points  we  would 
like  to  make  concerning  the  '^gh  risk"  allegations: 

— Most  important,  manv  of  these  borrowers  are  not  in  fact  any  riskier  than  others.*^ 
There  may  be  self-selection,  with  some  people  assuming  they  wouldn't  qualify,  or 
assuming  that  "regular"  lenders  don't  want  their  business.  Though  some  borrow- 
ers really  may  not  have  alternatives,  many  simply  may  believe  they  do  not.  (And 
in  fact,  the  differences  between  market-rate  lenders  and  high-rate  lenders  in  their 
advertising  campaigns  and  target  markets  may  reinforce  that  belief.) 

— Some  consumers  actually  may  present  increased  risk  of  default.  But  the  way  some 
of  these  loans  are  structured,  tnese  creditors  seem  to  opt  for  writing  a  more  risky 
loan,  instead  of  one  that  might  have  a  chance  of  working  out,  in  order  to  suck 
more  equity  from  the  home.  As  discussed  earlier  (p.  3),  the  more  than  ample  secu- 
rity given  by  the  home  eliminates  the  kind  of  financial  risk  which  might  otherwise 
justir/^  such  high  rates. 

— finally,  some  of  the  consumers  in  fact  could  not  get  credit  elsewhere — and  per- 
haps should  not.  Whether  the  high-rate  creditors  are  offering  them  a  service  or 
are  simply  making  improvident  loans  to  milk  these  people  dry  is  yet  another 
issue.  Some  of  these  loans  are  designed  for  failure — ^to  simply  suck  out  the  last 
remaining  equity  in  the  consumer's  home,  leaving  the  consumer  with  nothing 
when  the  home  is  sold.  High  rates,  loan  packing,  and  unaffordable  balloons  all 
add  to  the  notion  that  equity-stealing  is  too  often  the  motivation. 

RECOMMENDATIONS 

The  problem  of  predatory  home  equity  lending  has  a  multitude  of  sources,  and 
the  solutions  wUl  have  to  come  on  many  fronts.  NCLC  has  developed  a  catalogue 
of  recommendations  to  address  both  the  overall  problem  and  individual  pieces  of  the 
overall  pattern.  Following  is  a  two-part  appendix  which  contains  full  discussions  of 
that  catalogue,  and  for  ease  of  reference,  a  summary  thereof.  While  that  list  is  com- 
prehensive, it  does  not  rank  the  suggested  reforms  in  order  of  importance  to  con- 
sumers. 

So  to  conclude  our  remarks  today,  we  would  like  simply  to  highlight  those  reforms 
which  we  think  would  be  of  greatest  value  in  combatting  the  overall  problem  of 
predatory  lending  practices. 

•  Interest  rate  ceiling  and  limitations  on  other  charges. 

As  a  result  of  an  anomalous  mismatch  between  statutory  usury  ceilings  and  mar- 
ket rates  in  the  late  1970s,  the  entire  concept  of  rate  caps  became  anathema  to  lend- 
ers and  regulators.  Consequently,  we  threw  the  baby  out  with  the  bath  water. 

In  1827,  the  Virginia  Supreme  Court  observed  that  "It  has  been  a  good  deal  the 
fashion  of  late,  to  decry  the  policy  and  justice  of  our  laws  regulating  the  rate  of  in- 
terest. ...  It  may  be  permitted  to  observe,  however,  that  if  the  experience  of  the 
ages,  and  the  general  opinion  of  mankind,  deserve  weight  in  legislation,  their  voice 
is  in  favor  of  usury  laws.  They  have  prevailed  in  all  civilized  countries,  and  in  all 
time."  24 

The  experience  of  the  "deregulation  decade"  simply  proves  the  point.  The  experi- 
ence proves  that  rate  caps  are  needed  to  protect  the  trusting,  the  unsophisticated, 
the  unwary,  and  the  necessitous  consumer  from  "the  oppression  of  usurers  and 
monied  men,  who  are  eager  to  take  advantage  of  the  distress  of  others"  ^^^  now  no 
less  than  150  years  ago.  The  1970s  problem  of  a  mismatch  between  statutory  cap 
and  market  rate  is  easily  resolved  by  the  imposition  of  a  statutory  ceiling  which  can 
float  with  a  specified  market-related  index. 


(n! 


^Some  courts  have  considered  this  "trust  no  one"  approach  and  rejected  it  as  untenable.  See, 
Northwestern  Bank  v.  Roseman,  344  S.E.2d  120  (N.C.  Ct.  App.  1986),  affd  354  S.E.2d  238 
C.  1987). 

"  See  "Race  and  Risk,"  note  2,  supra. 
*•  Vf}utworth  &  Yancy  v.  Adams.  5  Rand  333,  335,  26  Va.  333  (Va.  1827). 
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Furthermore,  the  usuiy  ceiling  should  be  combined  with  limitations  on  additional 
non-interest  charges  (points,  brokers  fees,  closing  costs,  credit  insurance,  bogus  es- 
crows, etc.),  which  will  curb  loan-padding. 

In  the  absence  of  a  federal  cap,  the  UIDA  ^®  should  be  amended  to  permit  states 
to  reintroduce  rate  caps  on  home  equity  loans  should  they  choose.^'' 

•  Eliminate  holder-in-due  course  status  for  assignees  and  purchasers  of 
home  equity  loans. 

This  will  force  the  industry  to  do  more  self-policing.  If  holders  will  clearly  be  lia- 
ble for  the  claims  the  borrowers  have  against  the  originators,  they  should  more  care- 
fully screen  those  with  whom  they  do  Dusiness.  That,  in  turn,  should  help  dry  up 
the  financial  Ufeline  that  has  enabled  the  predatory  second  mortgage  companies  to 
operate. 

There  is  already  federal  precedent  for  this:  the  Federal  Trade  Commission  has 
eliminated  the  rule  for  the  purchase  of  consumer  goods  or  services.  16  C.F.R.  §  433. 
(It  thus  already  applies  to  home  improvement  credit  sales,  but  does  not  apply  to 
straight  loans.)  Congress  also  limited  the  holder  rule  somewhat  for  certain  credit 
card  purchases.  15  USC  §  16661.  The  limitation  on  the  holder  rule  certainly  has  not 
dried  up  the  legitimate  auto  financing  market,  so  there  is  no  reason  to  assume  that 
extending  it  to  nome  equity  loans  would  dry  up  the  legitimate  home  equity  lending 
market. 

•  DeHne  improvident  lending  and  overreaching  home  equity  lending  as  an 
unconscionable  practice  or  an  unfair  practice,  and  provide  a  private  rem- 
edy. 

The  1974  model  Uniform  Consumer  Credit  Code  §  5-108  contains  a  provision 
which  provides  consumers  relief  against  unconscionable  conduct  or  unconscionable 
terms.  Among  factors  to  be  considered  in  determining  unconscionability  are: 

— Belief  by  the  seller,  lessor,  or  lender  at  the  time  a  transaction  is  entered  into  that 

there  is  no  reasonable  probability  of  payment  in  full  of  the  obligation  by  the 

consumer  or  debtor. 
— The  fact  that  the  seller,  lessor,  or  lender  has  knowingly  taken  advantage  of  the 

inability  of  the  consumer  or  debtor  reasonably  to  protect  his  interests  by  reason 

of  physical  or  mental  infirmities,  ignorance,  illiteracy,  inability  to  understand  the 

language  of  the  agreement,  or  similar  factors. 

It  provides  that  courts  may  refuse  to  enforce  an  unconscionable  agreement,  or 
refuse  to  enforce  any  unconscionable  term,  or  limit  the  application  so  as  to  avoid 
any  unconscionable  result.  It  authorizes  injunction  and  actual  damages.  A  similar 
provision  in  the  model  National  Consumer  Act  provided  for  punitive  damages  as 
well.  (NCA,  §§  5.107(4),  5.304). 

As  the  attached  appendix  demonstrates,  there  is  a  wealth  of  steps — some  major, 
some  minor — that  can  be  taken  to  address  various  aspects  of  this  problem.  But  we 
feel  that  these  are  among  the  most  useful  to  get  to  the  heart  of  the  matter. 


**  Note  5,  supra. 

^''See  p.  3,  supra.  It  will  be  also  necessary  to  assure  that  a  state's  law  is  not  further  subject 
to  preemption  by  a  sister  state  with  less  inclination  toward  consumer  protection  through  the 
"exportation"  doctrine  as  a  result  of  recent  interpretations  of  §  521  of  DIDA,  12  USC  §  1831d. 
Cf.  Greenwood  Trust  u.  Commonwealth  (rf"  Afassachusetts,  971  F.2d  818  (1st  Cir.  1992). 
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APPBMDZZ 
REGULATORY  RSrORM  FOR  PREDATORY  HOKE  EQUITY  LENDZHG 


Issue 


Federal  encouragement  of 
exorbitant  rate  HELs 

Federal  encouragement 
of  HELs  with  balloon 
payments ,  etc . 

Equity  skimming 


Summary 

Alternatives 
Amend  12  U.S.C.  Sec.  1735f-7a. 


Amend  12  U.S.C.  Sec.  3800. 


A.   Prohibit  holder  in  due 
course  status. 


Unfair  and  deceptive 
practices  by  loan  brokers 


Balloon  payments  and 
demand  notes 


B.  Establish  claim  that  it 
is  unfair  to  lend  so  that 
payments  overburden  the 
consumer ' s  income . 

C.  Establish  floating 
interest  rate  ceiling. 

D.  Require  disclosures  to 
investors. 

A.  Impose  fiduciary  duty  on 
loan  brokers. 

B.  Include  fees  in  Truth-in 
Lending  finance  charges. 

C.  Enact  maximum  fee. 

D.  Require  early  disclosure 
of  fees. 

E.  Require  Truth-in-Lending 
disclosures  by  brokers. 

F.  Require  brokers  to 
advertise  that  they 
arrange  loans  but  are 
not  lenders. 

A.    Prohibit  balloon  payments 
generally. 


321 


Alternatively,  provide  a 
right  to  refinance 
a  balloon  payment. 

Amend  Truth-in-Lending 
to  require  conspicuously 
disclosed  demand  clauses. 


6.    Credit  insurance 


Require  credit  insurance 
to  be  written  on 
declining  monthly  balance 
basis. 


B.  Require  creditors  to 
take  competitive  bids 
on  credit  insurance. 

C.  Establish  a  75  percent 
minimum  loss  ratio  for 
credit  insurance. 

D.  Establish  maximum  rates 
for  credit  insurance. 


7.    Costly  refinancing 


Prohibit  mandatory  loan 
consolidation. 


B.  Establish  an  unfair  and 
deceptive  practice  claim 
for  requiring  imprudent 
refinancing. 

C.  Require  lender  disclosure 
of  disadvantages  of 
refinancing. 

D.  Require  lenders  to 
provide  consumers  a 
choice  of  a  consolidation 
HEL,  a  HEL  without 
refinancing,  and 
unsecured  credit. 


8.    Closing  costs  on  home 
equity  loans 


9.    Wraparound  mortgages 


10.   Prepayment  penalties 


Amend  Truth-in-Lending 

to  include  HEL  loan  closing 

costs  in  finance  charge. 

Prohibit  wraparound  mortgages, 
or  require  the  amount  financed 
to  include  only  actual 
advances  for  Truth-in  Lending 
and  usury  purposes. 

Limit  to  one 
month's  interest. 


LSDMTCAPP 
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11.  Punitive  foreclosure  laws     A.    Establish  right  to  cure 

delinquency. 

B.  Amend  Bankruptcy  Act, 

11  U.S.C.  Sec.  1322(b)(5) 
to  allow  cure  until  a 
bona  fide  sale  of  home 
occurs,  and  to  authorize 
cram-down. 

C.  Require  private  sale  of 
foreclosed  residence. 

D.  Require  notice  of 
redemption  right. 

E.  Establish  a  mortgage 
assistance  loan  program. 

F.  Allow  moratoria  on 
payment  of  principal. 

12.  Lender  pockets  property       Allow  homeowner  to  decide 
insurance  proceeds.  whether  to  apply  insurance 

proceeds  to  home  or  loan. 

13.  Untimely  disclosures.         Provide  advance  disclosures. 


2NDMTGM'P 
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ALTERNATIVES  FOR  HOME  EQUITY  LOANS  (HELs) 
REGULATORY  APPROACHES  ^ 

Discussion 

1.  Issue:  Federal  Encouragement  of  Exorbitant-Rate  HELs. 

Problem:  There  has  been  a  dramatic  increase  in  predatory  HEL  lenders  who  en- 
courage homeowners  to  take  out  large  HELs  at  high  annual  percentage  rates.  Many 
of  these  mortgages  are  really  first  mortgages,  particularly  when  the  homeowners  are 
elderly,  because  the  homeowners'  prior  mortgages  have  been  paid  off.  Under  §  501 
of  the  Depository  Institutions  Deregulation  and  Monetary  Control  Act  of  1980 
(DIDMCA),^  these  HEL  lenders  were  inadvertently  set  free  to  gouge  consumers. 
DIDMCA  was  intended  to  repeal  state  usury  laws  which,  because  of  high  market 
interest  rates,  were  impinging  on  home  sales.  However,  it  was  written  too  broadly 
because  it  applied  to  any  first  lien  on  residential  real  property,"  whether  it  was  to 
be  used  for  purchase  or  not.  Unscrupulous  HEL  lenders  use  this  loophole  to  target 
consumers  with  a  lot  of  equity  or  to  require  homeowners  to  pay  off  existing  low-rate, 
purchase  money  mortgages  with  high-rate  HELs. 

Alternative:  Amend  DIDMCA  to  limit  it  to  first  liens  taken  to  secure  a  loan  for 
the  acquisition  or  construction  of  a  residence  or  to  first  liens  taken  to  refinance  such 
loans  ii  the  annual  percentage  rate  on  the  new  loan  is  at  least  two  percentage  points 
lower  than  the  interest  rate  associated  with  the  original  loan. 

2.  Issue:  Federal  Encouragement  of  Balloon  Payments,  Negative  Amortiza- 

tion, Demand  Clauses. 

Problem:  Another  sweeping  federal  preemption  of  state  consumer  credit  laws  be- 
came effective  on  October  16,  1983  with  the  1982  Depository  Institutions  Act.  The 
primary  preemption  in  that  act  is  contained  in  the  Alternative  Mortgage  Trans- 
action Parity  Act  (AMTPA),  12  U.S.C.  Sec.  3800.  AMTPA  does  not  affect  interest 
ceilings  on  mortgage  loans,  but  rather  addresses  the  structure  of  mortgage  loans  by 
overriding  state  laws  that  restricted  "creative  financing,"  e.g.,  laws  limiting  variable 
interest  rates,  balloon  payments  or  negative  amortization.  AMTPA,  like  DIDMCA, 
applies  to  HELs  as  well  as  mortgages  to  acquire  a  home,  though  the  purpose  of 
AMTPA,  as  well,  was  to  encourage  home  construction  and  home  purchases.  In  addi- 
tion, AMTPA  applies  to  any  mortgage  regardless  of  priority.  Like  DIDMCA,  it  has 
thus  repealed  traditional  regulation  by  the  individual  states  of  the  terms  and  condi- 
tions of  consumer  credit  transactions  that  are  secured  by  a  family  home.  This  pre- 
emption prevents  states  from  taking  such  traditional  steps  as  putting  annual  or  life- 
time caps  on  variable  interest  rates,  limiting  or  prohibiting  balloon  payments  (see 
Issue  5  below)  or  negative  amortization^  and  limiting  prepayment  penalties  (see 
Issue  10  below). 

Alternative:  Amend  AMTPA  to  limit  it  to  first  and  second  liens  primarily  for  the 
acquisition  or  construction  of  a  residence,  or  to  refinance  first  liens  at  an  annual 
percentage  rate  that  is  at  least  two  percentage  points  lower  than  the  interest  rate 
associated  with  the  original  liens. 

3.  Issue:  Equity  Skimming. 

Problem:  Equity  skimming  may  come  in  several  guises.  It  may  involve  writing  a 
home  equity  loan  that  is  likely  to  be  unaffordable  by  the  consumer:  either  the  regu- 
lar payments  are  too  high  for  their  income,  or  low  regular  payments  lead  to  a  final 
balloon  payment  that  the  consumer  does  not  have  the  resources  to  pay.  It  also  may 
be  "padding"  the  loan  with  unnecessary  and  costly  charges  of  no  benefit  to  the  bor- 
rower in  order  for  the  creditor  to  extract  more  of  the  home's  equity,  either  through 
the  borrower's  repayment  of  the  padded  loan  or  through  foreclosure  in  the  event  of 
default. 

NCLC  first  started  observing  equity  skimming  loans  in  the  late  1970s  and  early 
1980s  when  many  states  began  deregulating  consumer  credit  laws.  Some  equity 
skimmers  were  most  interested  in  obtaining  a  quick  foreclosure  sale  of  consumers' 
homes,  which  they  could  buy  and  then  sell  for  a  large  profit.  Others  were  engaged 
in  what  resembles  a  classic  Ponzi  scam.  That  is,  they  were  in  the  business  for  the 
short-term,  extending  credit  with  large  front-end  charges  and  high  interest  rates, 
using  underwriting  criteria  unlikely  to  prevent  many  defaults  and  foreclosures,  and 
then  selling  the  mortgages  to  investors  attracted  by  the  high  interest  rates.  They 


'^This  is  adapted  from  Hobbs,  Keest  &  DeWaal,  "Consumer  Problems  with  Home  Equity 
Scams,  Second  Mortgages,  and  Home  Equity  Lines  of  Credit,"  (AARP,  1989). 

2 12  use  §  1735f-7a. 

^This  occurs  when  the  monthly  payments  are  insuflicient  to  meet  the  accruing  interest  on 
the  loan.  This  results  in  an  increasing  loan  balance  even  though  installments  are  timely  paid. 
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\ 
—would  collect  payments  ("servicing")  for  the  investor.  (As  with  other  Ponzi  schemes, 
these  sometimes  collapsed  into  bankruptcy.)  Finally,  those  who  skim  simply  by  loan- 
padding  are  trying  to  extract  extra  wealth  from  the  vast  real  estate  equity  pool  for 
themselves,  without  giving  any  real  additional  benefit  to  the  borrower  lor  the  added 
cost. 
Alternatives: 

A.  "Holder-in-due  course"  status  prevents  the  investor/assignee  from  being  subject 
to  claims  and  defenses,  e.g.,  fraud  or  usury  claims,  which  the  borrower  might  have 
against  the  original  lender.  Removing  holder  in  due  course  status  for  home  ecpiity 
loans  would  put  the  burden  on  investors  to  make  sure  that  they  investigate  the 
lender  before  they  purchase  the  paper.  With  such  investigation,  financing  for  preda- 
tory lenders  dries  up.  While  it  is  not  clear  that  equity  skimmers'  investors  could 
technically  prove  they  were  holders  in  due  course  in  a  court  proceeding,  this  is  gen- 
erally the  investors'  first  line  of  defense  when  a  consumer  tries  to  protect  the  family 
home  by  suing  for  fraud  or  other  claims. 

The  Federtd  Trade  Commission's  "Holder  Rule,"  16  C.F.R.  Sec.  433,  abolished 
holder  in  due  course  status  for  consumer  credit  sales  in  1976.  Because  the  FTC's 
rule  was  fashioned  before  the  rise  in  HELs,  the  need  to  cover  consumer  loans  was 
not  considered.  Legislation  modeled  on  that  rule,  but  appUed  to  HELs,  would  help 
to  dry  up  the  sources  of  funds  for  home  equity  skimmers. 

B.  An  additional  approach  is  to  make  it  an  unfair  practice  to  extend  a  home  eq- 
uity loan  to  a  consumer  if  the  payments  on  the  HEL,  together  with  the  other  debts 
which  the  consumer  owes,  are  equal  to  or  more  than  40  percent  of  the  consumer's 
net  income;  or  otherwise  prohibit  "improvident  lending."  Most  lenders  would  con- 
sider a  30  percent  ratio  of  debt  to  income  to  be  a  dangerously  high  level  of  debt. 
This  prohibition  would  give  consumers  a  claim  against  the  lender  who  pushed  the 
consumer  into  insolvency.  An  individual's  right  of  action,  similar  to  that  provided 
in  the  Truth-In-Lending  Act,  or  model  statutes  such  as  the  1974  Uniform  Consumer 
Credit  Code  would  be  necessary. 

C.  The  most  effective  approach  would  be  statutory  interest  rate  ceilings,  combined 
with  prohibitions  or  restrictions  on  non-interest  charges,  e.g.,  points,  brokers'  fees, 
service  charges,  unearned  interest,  late  charges.  Effective  yields  on  predatory  HELs 
are  presently  in  the  range  of  20  percent  to  23  percent  or  higher,  a  rate  well  above 
legitimate  lending.  A  floating  statutory  ceiling  which  gives  a  jrield  just  above  the 
level  chiirged  by  legitimate  lenders  may  be  the  most  workable. 

D.  A  fourth — thou^  weak — approach  would  be  to  require  the  home  equity  lender 
to  provide  investors  with  a  disclosure  statement  describing  the  investment,  modeled 
after  the  requirements  of  the  Securities  and  Exchange  Act,  which  might  include  an 
independent  appraisal  of  the  property,  the  underwriting  criteria  applied  by  the  lend- 
er, and  how  tne  consumer  met  those  underwriting  criteria.  For  this  approach  to 
have  any  effect,  state  or  federal  regulatory  ofllcials  would  have  to  regularly  examine 
such  lenders  and  statements. 

4.  Issue:  Unfair  and  Deceptive  Practices  by  Loan  Brokers. 

Problems:  Loan  brokers  are  people  who  offer  to  find  credit  for  consumers  who  be- 
lieve they  cannot  find  it  on  their  own.  The  business  does  not  seem  to  take  place 
at  all  in  some  states  while  it  flourishes  in  others.  Loan  brokers  charge  a  large  fee, 
usually  calculated  as  a  percentage  of  the  loan,  often  doing  little  or  no  work  at  all — 
at  least  not  for  the  consumer's  Mnefit.  (They  may  do  a  lot  of  work  for  the  creditor, 
acting  as  a  "bird-dog"  to  flush  out  business  for  one  or  two  lenders  with  whom  they 
have  pre-existing  relationships.) 

Creditors  guard  their  underwriting  criteria  and  do  not  make  them  generally  avail- 
able to  the  public.  Consumers  must  apply  for  credit  to  determine  whether  they  qual- 
ify. Theoretically,  loan  brokers  match  borrowers  and  lenders  by  knowing  the  details 
of  lenders'  underwriting  criteria,  but  generally  home  equity  brokers  simply  funnel 
consumers  to  their  related  lenders,  who  do  the  actual  credit  screening.  For  this  they 
charge  a  fee  of  hundreds  and  sometimes  thousands  of  dollars. 

Since  loan  brokers'  fees  are  often  based  on  the  amount  of  the  loan  to  the 
consumer,  the  broker  has  an  incentive  to  increase  the  loan  size.  Thus  there  is  "re- 
verse competition"  operating,  encouraging  the  broker  to  steer  the  borrower  to  lend- 
ers who  engage  in  loan-padoing.  Also,  he  or  she  may  encourage  the  consumer  to  re- 
finance or  consolidate  debts  that  should  not  be  refinanced  because  of  prepayment 
penalties,  partial  rebates  of  unearned  finance  charges,  or  front-end  charges.  In  some 
instances  loan  brokers  have  encouraged  consumers  to  refinance  low-rate  debts  with 
high-rate  credit  they  arrange.  Such  refinancing  may  cost  the  homeowner  thousands 
of  dollars  in  additional  finance  charges,  often  with  higher  monthly  payments. 

Loan  brokers  are  usually  paid  their  fee  directly  by  the  lender  out  of  the  consum- 
er's loan  proceeds.  This  reduces  the  consumer's  cash  from  the  loan:  it  also  makes 
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the  annual  percentage  rate  lower  because,  under  the  Truth-in-Lending  Regulation 
Z,  a  loan  broker's  fee  is  usually  not  counted  as  a  part  of  the  finance  charge.  Thus, 
brokered  loans  appear  to  have  a  lower  APR  than  loans  that  are  not  brokered,  which 
is  deceptive.  (Pemaps  to  take  advantage  of  this,  we  have  seen  lenders  pay  lorokers's 
fees"  wnere  no  broker  was  used  by  the  consumer.)  The  broker's  fee  is  a  cost  of  credit 
to  the  consumer,  and  should  be  included  in  the  finance  charge. 

Often,  the  consumer  first  realizes  the  size  of  the  broker  s  fee  only  upon  receipt 
of  the  Truth-in-Lending's  itemization  of  the  amount  financed.  The  problem  is  worse 
if  the  person  actually  extending  credit  is  a  private  investor  who  makes  fewer  than 
6  real-estate  secured  loans  a  year,  as  no  TIL  disclosures  are  required  at  aU  then. 

Some  loan  brokers  advertise  as  if  they  were  a  lender  and  deal  with  the  consumer 
in  ways  that  hide  their  role.  Consumers  do  not  expect  a  "broker's  commission,"  be- 
cause they  did  not  know  they  were  dealing  with  a  broker.  And  because  many  loan 
brokers  operate  their  loan  brokerage  as  a  sideline  to  other  business  real  estate, 
working  lor  a  lender,  a  law  practice — further  confusion  is  created  about  their  role. 
Alternatives: 

A.  Impose  upon  loan  brokers  a  fiduciary  duty  to  use  reasonable  efforts  to  obtain 
financing  at  the  lowest  available  rate  for  the  consumer  and  for  an  amount  that  is 
in  the  consumer's  best  interest.  Through  the  fiduciary  duty,  prohibit  a  loan  broker 
from  encouraging  a  consumer  to  refinance  credit  when  the  refinancing  is  disad- 
vantageous to  the  consumer's  financial  interest.  Breach  of  fiduciary  duty  can  give 
rise  to  a  legal  claim  by  the  borrower. 

B.  Amend  the  Truth-in-Lending  Act  to  require  that  loan  broker  fees  be  included 
in  the  finance  charge. 

C.  Enact  a  maximum  fee  for  loan  broker  charges. 

D.  Require  that  a  loan  broker  disclose  the  method  of  determining,  or  the  amount 
of,  the  broker  fee  before  the  consumer  is  obligated  to  use  the  loan  broker's  services. 
More  preferable  is  to  require  written  contracts  between  brokers  and  borrowers 
which  set  out  the  brokers  fees  and  responsibilities  in  advance. 

E.  Require  brokers  who  arrange  home  equity  loans  to  provide  Truth-in-Lending 
disclosures  if  the  creditor  is  not  required  to  make  Truth-in-Lending  disclosures. 

F.  Amend  the  Truth-in-Lending  Act  to  require  a  loan  broker's  advertising  to  con- 
spicuously state:  "[name]  is  not  a  lender.  This  is  an  offer  to  arrange  a  loan." 

5.  Issue:  Balloon  Payments  and  Demand  Notes. 

Problem:  Many  predatory  HELs  include  a  balloon  payment.  A  balloon  payment  is 
a  payment  substantially  larger  than  the  other  installments — usually  the  final  pay- 
ment. It  is  not  uncommon  to  see  balloon  payments  in  HELs  that  exceed  the  amount 
that  the  consumer  actually  borrowed  because  of  other  charges  or  negative  amortiza- 
tion.* 

A  demand  note  contains  a  clause  allowing  the  lender  to  demand  payment  of  the 
fuU  balance  at  some  point  prior  to  the  scheduled  maturity.  For  example,  the  con- 
tract may  be  set  up  as  a  10-year  note,  but  buried  in  the  contract  is  a  clause  allowing 
the  creditor  to  call  the  loan  m  3  years. 

Through  the  1970s  most  states  prohibited  balloon  payments  and  demand  clauses 
in  consumer  credit  transactions,  either  by  requiring  that  all  payments  be  in  sub- 
stantially equal  installments  or  by  expressly  prohibiting  balloon  payments  and  de- 
mand clauses.  AMTPA  repealed  those  prohibitions  of  balloon  payments  and  demand 
clauses  for  home  equity  loans.  (See  Issue  2,  above.) 

Most  consumers  plan  to  play  their  installment  credit  from  future  income  and  do 
not  have  suflicient  savings  to  make  a  balloon  payment  or  demand  payment.  A  bal- 
loon payment  or  a  demand  for  the  balance  by  the  lender  puts  the  family  in  a  posi- 
tion of  either  having  to  refinance  their  home  equity  loan  (if  they  can  find  a  willing 
lender)  or  losing  the  home.  In  many  cases,  predatory  lenders  use  the  threat  of  an 
unaffordable  balloon  to  force  refinancing  at  a  higher  rate  or  otherwise  making  it 
more  costly  with  added  penalties  and  costs.  This  subsequent  loan  just  sinks  the 
consumer  deeper  in  unmanageable  debt. 
Alternatives: 

A.  The  most  restrictive  approach  would  prohibit  balloon  payments  and  demand 
clauses  on  home  equity  loans.  This  could  be  done  by  federal  or  state  law.  Alter- 
natively, they  could  be  prohibited  unless  the  balloon  payment  could  be  met  from  the 
consumer's  reasonably  anticipated  future  liquid  assets  or  income. 

B.  K  a  HEL  contains  a  balloon  payment,  the  consumer  should  be  given  the  right 
to  refinance,  without  penalty,  the  amount  of  that  payment  before  or  at  the  time  it 
is  due.  The  terms  of  the  refinancing  must  be  no  less  favorable  to  the  consumer  than 
the  terms  of  the  original  transaction.  This  is  the  general  approach  of  the  1974  Uni- 


*  See  note  3,  supra. 
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form  Consumer  Credit  Code,  which  has  been  enacted  in  some  states,  as  proposed 
by  the  National  Conference  of  Commissioners  on  Uniform  State  Laws. 

C.  Amend  the  Truth-in-Lending  Act  so  that  the  effect  of  a  demand  clause  is 

Erominently  displayed  in  or  near  the  disclosure  of  the  scheduled  payments  in  a 
ome  equity  loan,  instead  of  being  cryptic  and  buried,  as  is  presently  permitted. 

6.  Issue:  Credit  Insurance. 

Problems:  Selling  high-priced  insurance  in  connection  with  consumer  credit  trans- 
actions has  been  a  problem  for  decades.  "Reverse  competition,"'  profit  to  captive  in- 
surers^ and  greater  interest  on  the  insurance-padded  principal  all  provide  strong 
incentives  for  creditors  to  push  insurance  onto  consumers.  Credit  msurance  pre- 
miums— -priced  in  most  states  unreasonably  and  unjustifiably  high' — can  amount  to 
thousanos  of  dollars  when  written  in  connection  with  a  large,  long-term  home  equity 
loan.  We  have  seen  home  equity  loans  with  $10,000  in  insurance  premiums.  (See 
National  Consumer  Law  Center,  Usury  and  Consumer  Credit  Regulation  Chap.  7 
(1987  and  Supp.)  for  more  detailed  explanation  of  credit  insurance  problems.) 

Credit  insurance  premiums  (including  the  commission  portion)  are  usually  consid- 
ered part  of  the  amount  financed  under  TIL,  so  the  presence  of  large  insurance  pre- 
miums can  distort  the  APR,  making  the  credit  look  cneaper  than  it  is. 
Alternatives: 

A.  While  regulation  of  credit  insurance  rates  has  traditionally  been  a  state  func- 
tion. Congress  should  legislate  nationally  on  this  issue.  One  step  which  might  help 
is  to  require  "net  coverage,"  which  would  prohibit  insuring  unearned  interest,  as  is 
common  now. 

B.  Massachusetts  formerly  pioneered  a  free-enterprise  approach  of  requiring  state 
banks  that  olTer  credit  life  insurance  to  take  competitive  bids  from  insurance  compa- 
nies for  underwriting  their  credit  insurance.  They  were  then  required  to  accept  the 
lowest-priced  credit  life  insurance  with  acceptable  coverage  and  underwriting  for 
sale  to  their  borrowers.  This  could  be  adopted  by  other  states  or  Congress. 

C.  Credit  insurance  could  be  required  to  be  written  so  that  the  loss  ratio  is  no 
less  than  75  percent.  Many  states  have  loss  ratio  requirements,  though  they  are 
generally  too  low  and  even  then  are  rarely  enforced. 

D.  Provide  for  a  genuinely  reasonable  maximum  rate. 

7.  Issue:  Costly  ReHnancing. 

Problem:  Most  of  the  second  mortgages  extended  by  finance  companies  or  second 
mortgage  companies  are  what  the  industry  would  call  "consolidation  loans."  That  is, 
the  consumer  nas  used  a  substantial  portion  of  the,  loan  proceeds  to  pay  off  other 
creditors,  in  many  cases  contrary  to  the  consumer's  financial  interests. 

The  refinancing  of  existing  credit  may  be  disadvantageous  to  the  consumer  in  sev- 
eral ways.  A  low-rate  loan  may  be  paid  off  bv  a  high-rate  loan;  the  new  payment 
maybe  higher  than  the  old  payments  combined.  Front-end  charges,  prepayment  pen- 
alties, failure  to  rebate  unearned  interest  or  use  of  the  Rule  oi  78s  maxe  the  actual 
remaining  cost  on  an  annualized  basis  of  the  existing  credit  less  than  the  annual 
percentage  on  the  new  home  equity  loan.  (This  may  be  true  with  "same-creditor  refi- 
nancing,   as  well  as  consolidation  lending.) 

Finally,  in  most  instances,  it  is  to  the  consumer's  disadvantage  to  use  a  home  eq- 
uity loan  to  pay  off  debts  that  do  not  threaten  the  consumer's  home,  e.g.,  a  medical 
debt  or  a  car  loan.  If  the  consumer  is  unable  to  keep  up  with  the  payments  on  those 
transactions,  the  home  would  probably  be  protected  by  state  homestead  exemption 
laws  or  the  federal  bankruptcy  code.  However,  a  home  equity  loan  would  waive 
those  protections  (except  in  Texas),  thereby  putting  the  consumer's  home  at  risk  of 
a  foreclosure  and  sale  at  a  distress  sale  price. 
Alternatives: 

A.  The  most  extensive  protection  would  prohibit  a  home  equity  loan  lender  from 
reouiring  a  consumer  to  pay  off  preexisting  debts  as  a  condition  of  extending  credit 
unless  tne  pre-existing  debt  is  secured  by  the  residence  and  has  an  interest  rate 
higher  than  the  annual  percentage  rate  on  the  new  home  equity  loan. 

B.  An  alternative  to  A.  would  make  it  an  unfair  and  deceptive  practice,  with  a 
private  right  of  action,  for  a  HEL  lender  to  require  a  consumer  to  pay  off  pre-exist- 
ing debts  where  the  pre-existing  debt  was  not  secured  by  the  consumer's  home,  or 


'The  commission  to  the  creditor  is  greater  from  more  expensive  insurance,  thus  giving  credi- 
tors incentive  to  sell  consumers  higher-priced  insurance.  Finance  companies  and  other  lenders 
may  take  40-50  percent  of  the  premium  as  commission. 

"Many  of  the  major  finance  companies  now  have  afRliated  insurance  companies  whose  prod- 
ucts they  sell,  thus  keeping  the  considerable  profits  "all  in  the  family." 

'One  recent  study  estimated  that  consumers  were  overcharged  $1  billion  per  year  just  on 
credit  life  insurance  alone. 
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the  annualized  future  cost  of  the  pre-existing  debt  was  less  than  the  effective  rate 
ofiered  under  the  home  equity  loan,  adjusted  for  any  income  tax  savings. 

C.  Require  a  lender  who  refinances  existing  debts  with  a  home  equity  loan  to  dis- 
close to  the  consumer  the  disadvantages  of  refinancing  the  existing  debt.  This  would 
involve  a  disclosure  comparing  the  total  finance  charges,  the  amounts  financed,  the 

ayment  schedules,  the  total  amount  to  be  paid,  and  the  collateral  on  the  existing 
ebt  with  those  for  the  proposed  new  loan. 

D.  Where  a  lender  requires  or  offers  to  refinance  existing  debts  with  a  home  eq- 
uity loan,  the  lender  should  also  be  required  to  offer  the  consumer  an  additional  al- 
ternative: an  extension  of  credit  that  does  not  refinance  existing  debt. 

8.  Issue:  Closing  Costs  on  Home  Equity  Loans. 

Problems:  Regulation  Z,  12  C.F.R.  Sec.  226.4(cX7),  allows  the  exclusion  of  closing 
costs  from  the  finance  charges  if  they  are  bona  fide  and  reasonable  in  amount. 
There  has  been  almost  no  examination  of  the  reasonableness  of  closing  costs  under 
this  standard,  and  they  are  always  added  to  the  amount  financed.  This  can  distort 
the  APR,  which  is  what  consumers  are  taught  to  look  to  as  the  "price  tag"  for  the 
credit.  A  creditor  who  pads  the  closing  costs  thus  might  show  a  lower  APR  than  one 
who  doesn't,  even  though  overall  its  loan  is  more  expensive.  This  is  not  "truth"  in 
lending. 

Alternatives:  Amend  Regulation  Z  to  require  that  closing  costs  for  home  equity 
loans  are  included  in  the  finance  charge. 

9.  Issue:  Wraparound  Mortgages. 

Problem:  A  wraparound  mortgage  is  a  second  mortgage  which  obligates  borrowers 
to  make  the  payments  on  the  first  mortgage  through  the  second  mortgage  lender; 
the  wraparound  mortgage  could  be  a  third  or  lower  mortgage  requiring  payments 
on  all  or  some  of  the  higher  mortgages  to  be  made  through  the  wraparound  mort- 

f[age.  For  Truth-in-Lending  purposes  (as  well  as  usury  purposes  under  many  state 
aws),  the  amount  financed  for  the  wraparound  mortgages  is  considered  to  be  the 
sum  of  the  amount  actually  lent  by  the  wraparound  mortgage  lender  plus  the  re- 
maining balance  on  the  first  mortgage.  This  is  permitted  even  though  the  wrap- 
around mortgage  lender  does  not  advance  any  funds  on  the  first  mortgage.  The 
usual  Truth -in -Lending  result  is  that  the  annual  percentage  rate  considerably  un- 
derstates the  actual  cost  of  the  wraparound  mortgage  to  a  consumer.  In  effect,  the 
wraparound  mortgage  offers  a  way  to  avoid  consumer  comparison  shopping  and 
state  usury  limitations. 

Alternative:  Wraparound  mortgages  in  consumer  credit  transactions  could  be  pro- 
hibited by  federal  or  state  legislation.  Alternatively,  Truth-in-Lending  and  state 
usury  laws  should  require  that  to  calculate  the  annual  percentage  rate  and  interest 
rate,  the  amount  financed  be  composed  only  of  the  amounts  actually  advanced. 

10.  Issue:  Prepayment  Penalties. 

Problem:  It  is  not  unusual  for  home  equity  loans,  particularly  second  mortgages, 
to  require  the  consumer  to  pay  a  penalty  for  prepaying  the  home  equity  loan.  This 
is  a  way  that  lenders,  particularly  high-rate  lenders,  try  to  create  captive  customers 
by  making  it  too  expensive  for  consumers  to  refinance  elsewhere  at  market  rates. 
(Particularly  unscrupulous  creditors  may  encourage  unsophisticated  borrowers  to  do 
an  in-house  refinance,  and  pad  the  loan  balance  by  adding  in  the  penalty.) 

Alternative:  Limit  prepayment  penalties  to  no  more  than  the  amount  of  interest 
that  would  accrue  on  the  payment  following  the  prepayment. 

11.  Issue:  Punitive  Foreclosure  Laws. 

Problem:  Most  states  strictly  enforce  the  acceleration  clause  in  a  mortgage  that 
allows  the  lender  to  demand  the  balance  of  the  debt  for  any  default,  which  is  gen- 
erally defined  as  the  failure  to  pay  any  single  installment  on  time.  It  may  also  in- 
clude allowing  the  collateral  to  depreciate  or  failing  to  abide  by  any  other  term  of 
the  mortgage. 

When  a  mortgage  lender  forecloses,  most  states  allow  the  property  to  be  sold  at 
a  sheriffs  sale,  at  which  the  lender  generally  buys  the  property  for  the  balance  of 
the  outstanding  mortgages.  If  it  is  a  home  equity  loan,  the  foreclosing  lender  gen- 
erally buys  the  home  for  the  amount  of  first  mortgage,  thus  paying  off  the  first 
mortgage  holder.  The  lender  is  then  free  in  most  states  to  resell  the  property  in  the 
private  market  for  fair  market  value  and  pocket  the  profits. 
Alternatives: 

A.  Homeowners  should  be  given  a  right  to  cure  (the  right  to  bring  their  mortgage 
current  and  reinstate  their  right  to  pay  it  in  installments).  Many  states  already 
allow   delinquencies  on  other  consumer  credit  transactions  to  be  cured  by  the 
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consumer  making  up  missed  payments.^  Federal  regulations  under  DIDMCA  also 
extend  the  rig^t  to  cure  to  mobile  home  owners. 

B.  The  federal  Bankruptcy  Code  allows  debtors  to  cure  by  repaying  their  debts 
through  a  Chapter  13  bankruptcy,  11  U.S.C.  Sec.  1322(bX3).  The  courts  are  divided 
on  how  soon  a  Chapter  13  bankruptcy  must  be  filed  in  order  for  the  consumers  to 
forestall  a  foreclosure  and  cure  a  default  on  a  mortgage.  The  bankruptcy  code  could 
be  amended  to  provide  for  a  cure  up  to  the  point  that  the  residence  is  sold  to  a  bona 
nde  third  party  and  state  redemption  ri^ts  have  expired. 

C.  The  Bankruptcy  Code  currently  provides  special  protection  from  modification 
for  all  creditors  "secured  only  by  a  security  interest  in  real  property  that  is  the  debt- 
or's principal  residence."  11  U.S.C.  §  1322(bX2).  This  provision  has  been  invoked  by 
home  equity  lenders  with  no  legitimate  right  to  protection  ahead  of  other  secured 
and  unsecured  creditors.  The  Bankruptcy  Code  should  be  amended  to  eliminate  spe- 
cial protection  for  home  mortgages  other  than  purchase  money  mortgages  and 
refinancings  of  purchase  money  mortgages  made  at  least  two  percentage  points 
lower  than  the  original  loan.  Bankruptcy  debtors  would  then  be  able  to  use  their 
fuU  panoply  of  Chapter  13  options  to  avoid  foreclosure  of  HELs  by  payment  in  the 
bankruptcy  process. 

D.  Adequate  sale  prices  upon  foreclosure  would  be  encouraged  if  a  foreclosure 
creditor  is  required  to  have  tne  property  listed  for  private  sale  with  a  realtor  in  the 
same  fashion  as  any  voluntary  home  sale.  Some  type  of  legal  supervision  of  this  sale 
would  be  necessary.  Possibilities  for  supervision  include  a  judge,  a  court-appointed 
receiver  or  an  arbitrator.  When  a  dispute  arises  (such  as  whether  to  accept  an  offer 
to  purchase  or  wait  for  another  offer),  the  judge,  receiver  or  arbitrator  would  resolve 
the  dispute. 

E.  Homeowners  should  be  provided  with  a  notice  explaining  that  they  have  a  re- 
demption right,  and  that  they  can  sell  the  redemption  right  to  a  buyer  who  can  ex- 
ercise that  right.  They  should  be  informed  that  this  is  a  way  to  recover  their  equity 
that  would  otherwise  be  lost  in  the  foreclosure  sale.  The  former  homeowner  could 
use  these  rights  to  get  a  fair  value  for  the  home  rather  than  the  foreclosure  distress 
price. 

F.  The  establishment  of  state  mortgage  payment  assistance  programs,  such  as 
those  adopted  by  Pennsylvania  and  Maryland  and  considered  several  times  in  Con- 
gress in  tne  past  decade,  is  another  solution  to  foreclosure  problems.  These  are  re- 
volving loan  programs  that  lend  money  to  temporarily  distressed  households  to  pay 
part  01  their  mortgage  payments.  The  loan  is  usually  for  a  limited  time,  e.g.,  three 
years  in  Pennsylvama.  After  that,  the  consumers  are  obligated  to  repay  the  mort- 
gage assistance  loan.  This  has  been  especially  helpful  to  displaced  workers  and  to 
other  debtors  who  sufler  temporary  financial  setbacks  caused  by  illness,  divorce, 
temporary  disability,  death  of  a  wage  earner,  etc. 

G.  Moratoria  laws,  which  were  used  a  great  deal  in  the  Great  Depression  and  by 
several  states  in  the  recession  during  the  1980s,  allow  homeowners  to  avoid  fore- 
closure as  long  as  they  pay  the  current  interest  on  their  mortgages.  The  moratorium 
is  on  payment  of  principal.  These  laws  may  be  triggered  by  a  household's  financial 
distress  or,  more  commonly  in  modem  times,  by  an  economic  emergency. 

12.  Issue:  Lender  Pockets  Property  Insurance  Proceeds. 

Problem:  Mortgages  generally  require  the  homeowner  to  maintain  casualty  insur- 
ance on  the  property.  Tne  consumer  is  generedly  not  required  to  purchase  such  prop- 
erty insurance  through  the  lender,  although  it  is  usually  required  that  any  insur- 
ance procured  elsewhere  be  acceptable  to  the  mortgage  lender.  Requiring  property 
insurance  is  generally  felt  to  be  prudent  to  prevent  a  loss  if  a  catastrophe  nappens 
to  the  home.  However,  most  mortgages,  whether  for  purchase  money  or  a  home  eq- 
uity loan,  also  contain  a  clause  requiring  the  lender  to  be  named  the  insurance  loss 
payee  and  allows  the  lender  to  apply  the  proceeds  either  to  the  balance  of  the  debt 
or  to  the  repair  of  the  home.  If  the  lender  applies  the  insurance  proceeds  to  the  bal- 
ance of  the  debt,  there  may  still  be  a  debt  outstanding  on  a  home  that  remains  dam- 
aged. The  consumer  receives  no  insurance  proceeds  in  that  situation  to  make  the 
necessary  home  repairs.  When  mortgage  interest  rates  are  low,  there  are  very  few 
complaints  of  mortgage  lenders  pocketing  insurance  proceeds  to  pay  ofi"  mortgage 
debts.  However,  the  last  time  mortgage  interest  rates  were  high,  there  were  many 
complaints  of  mortgage  lenders  paying  off  older,  low-rate  mortgages  with  insurance 
proceeds  because  of  the  rising  mortgage  rates  generally.  Because  of  that,  the  home 
became  uninsured  against  casualties. 


"These  statutes  may  allow  a  creditor  to  charge  a  reasonable  attorney  fee  if  collection  efTorts 
were  actually  undertaken  by  an  attorney. 
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Alternative:  Legislation  could  be  enacted  to  permit  future  homeowners  to  choose 
whether  to  apply  property  insurance  proceeds  to  repair  the  insured  property  or  to 
the  loan  balance. 

13.  Issue:  Untimely  Disclosure. 

Problem:  The  fundamental  flaw  in  the  Truth-in-Lending  disclosure  approach  is 
that  disclosures  are  made  too  late  in  individual  credit  extension:  when  consumers 
are  too  psychologically  bound  to  the  transaction  to  reject  it,  their  shopping  and  ne- 
gotiation costs  have  already  been  incurred,  and  the  lure  of  the  credit  advance  and 
fear  of  the  lender's  scorn  are  too  immediate  for  most  consumers  to  reject  credit  on 
the  basis  of  a  Truth-in-Lending  disclosure  statement.  By  regulating  advertising  and 
oral  quotations  of  rates,  Truth-in-Lending  has  improved  the  ability  of  consumers  to 
shop  and  the  market  to  compete  on  the  basis  or  rates,  but  further  improvements 
can  be  made  to  foster  both  consumer  shopping  and  rate  competition. 
Alternatives: 

A.  Require  the  Federal  Reserve  Board  to  conduct  surveys  of  lenders'  annual  per- 
centage rates  on  HELs  and  make  the  resulting  shoppers'  guides  available  to  con- 
sumers and  to  the  press.  A  pilot  project  by  the  Federal  Reserve  Board  indicated  that 
such  guides  would  save  consumers  millions  of  dollars  by  fostering  lower  credit  rates 
throurfi  competition  on  some  types  of  credit. 

B.  Require  basic  credit  information,  including  the  proposed  APR,  amount  fi- 
nanced, finance  charge,  payment  schedule,  and  total  of  payments,  to  be  disclosed  to 
the  consumer  at  the  time  of  application.  Congress  requires  this  approach  for  credit 
cards  and  home  equity  lines  oicredit. 

TESTIMOlSfY  BY  TERRY  DRENT,  HOUSING  COORDINATOR,  COMMUNITY 
DEVELOPMENT  DEPARTMENT,  CITY  OF  ANN  ARBOR,  MICHIGAN 

February  17,  1993 

Problem 

Many  people  living  on  fixed  incomes  in  Michigan  and  the  rest  of  the  country  are 
facing  a  crisis.  For  many  the  cost  of  medical  care,  housing,  and  basic  sustenance 
is  so  nigh  that  they  have  to  supplement  their  incomes  with  debt  in  order  to  survive. 
In  southeastern  Michigan,  we  are  seeing  many  low  income  families,  senior  citizens, 
and  disabled  people  wno  live  on  fixed  incomes  being  preyed  upon  by  unscrupulous 
mortgage  companies.  These  firms  often  target  lower  income  families  claiming  to  be 
able  to  assist  them  in  paying  for  medical  care,  home  repairs,  and  property  taxes. 
The  results,  however,  can  lead  to  the  misery  and  impoverishment  of  tnis  population. 
Many  of  these  victims  are  suffering  great  hardships  because  of  the  financial  "solu- 
tion offered  by  mortgage  companies,  and  it  has  increased  the  burden  on  limited 
community  resources.  Some  people  are  actually  being  forced  out  of  their  homes. 

Background 

People  living  on  fixed  incomes  are  susceptible  to  abuse  by  mortgage  companies  be- 
cause they  have  seen  their  expenses  for  vital  items  increase  at  a  rate  greater  than 
their  incomes.  Social  security  has  increased  at  an  average  rate  of  3.5  percent  a  year 
over  the  last  four  years.  Medical  costs  have  increased  by  15  percent  to  20  percent 
in  the  same  period.  Senior  citizens  alone  account  for  40  percent  of  all  hospital  stays 
and  have  many  needs  not  met  by  any  insurance  company.  If  you  are  a  diabetic  or 
have  cancer,  you  need  an  expensive  special  diet.  We  have  seen  diabetics  saving  nee- 
dles in  a  coffee  saucer  filled  with  rubbing  alcohol  because  they  can't  afford  to  buy 
new  needles. 

When  these  fixed  income  individuals  are  homeowners,  the  burden  is  greater  be- 
cause of  the  need  to  make  repairs  on  their  home.  If  a  furnace  breaks  it  has  to  be 
fixed.  Additional  repairs  or  remodeling  must  be  completed  to  accommodate  a  sick 
spouse  or  physical  limitations  of  the  homeowner.  Increasing  health  problems  can 
create  home  accessibility  needs.  Lowering  bathroom  fixtures  and  cupboards  and 
building  ramps  and  railings  is  a  very  expensive  undertaking,  though  less  so  than 
hospitalization.  An  additional  problem  is  tne  increase  in  property  taxes  over  the  last 
several  years  as  localities  ana  school  districts  continue  to  face  budget  imbalances, 
some  due  to  cuts  in  Federal  funds. 

Lower  income  families  have  less  and  less  disposable  income  and  are  being  forced 
to  make  difficult  choices.  They  must  often  choose  between  paying  their  medical  bills 
or  buying  food,  paying  for  a  special  need  for  themselves  or  an  ailing  spouse  or  pay- 
ing property  taxes,  paying  for  home  repairs  or  paying  their  property  taxes.  Like 
most  of  us  they  choose  to  pay  for  their  basic  needs,  ana  the  property  tax  bill  is  usu- 
ally the  one  that  goes  unpaid. 
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In  Michigan  and  many  other  states,  if  you  are  unable  to  pay  your  property  taxes, 
the  state  will  collect  them  by  selling  them  at  the  annual  tax  sale.  Anyone  can  pur- 
chase these  back  taxes,  from  individuals  to  private  companies.  The  tax  purchaser 
wiU  pay  one  year  of  the  homeowner's  taxes  and  get  a  hen  on  the  property.  After 
a  redemption  period  thev  will  get  a  deed  to  the  house.  As  a  result  of  these  trans- 
actions, the  homeowner  loses  everything,  including  all  of  the  equity  they  have  built 
in  his  or  her  home.  The  tax  purchaser  can  then  sell  the  home  at  its  market  value. 
ABC's  Good  Morning  America  did  a  program  on  this  topic  that  aired  on  September 
24,  1992. 

A  second  means  of  conducting  business  is  more  complicated  and  insidious  than 
the  first.  It  starts  with  the  tax  purchasers,  or  tax  lien  buyer.  Purchasing  taxes  is 
a  big  business  and  many  compames  as  well  as  individuals  are  involved.  The  tax  lien 
buyer  will  purchase  the  taxes  and  get  a  lien  on  an  individual's  home.  They  then 
contact  the  homeowner  and  inform  him  or  her  that  unless  the  purchased  taxes  are 
pedd  in  fall,  the  home  will  be  foreclosed  upon.  They  then  offer  a  deal — if  the  home- 
owner is  unable  to  pay  the  full  amount,  tne  company  will  arrange  a  monthly  pay- 
ment plan  that  will  allow  the  homeowner  to  stay  in  his  or  her  house.  Because  the 
homeowner  is  desperate  to  remain  in  his  or  her  home,  the  deal  is  agreed  upon.  The 
tax  purchaser  then  refers  the  homeowner  to  a  mortgage  company,  which  the  tax 
purcnaser  actually  owns.  The  mortgage  company  will  then  exchange  the  tax  lien  for 
a  mortgage.  A^ain,  the  mortgage  offered  is  generally  double  the  maricet  rate  with 
very  high  administration  and  processing  fees.  The  homeowner  gets  a  mortgage  he 
or  she  cannot  afTord  to  pay  and  over  time  the  mortgage  company  forecloses. 

This  can  be  an  acquisition  strategy  on  the  part  of  the  tax  purchasing  companies. 
It  is  quicker  and  cheaper  to  foreclose  on  a  mortgage  than  to  perfect  title  witn  a  tax 
deed  through  the  courts.  In  Michigan,  personal  notice  of  a  foreclosure  is  not  re- 
quired, and  foreclosures  are  an  administrative  process,  not  a  judicial  proceeding. 
The  notice  is  only  published  in  the  Legal  News,  which  even  few  lawjyers  read,  and 
the  property  is  listed  by  its  legal  description,  not  by  address.  With  tne  administra- 
tive foreclosure,  the  mortgage  company  can  merely  present  an  affidavit  to  the  sheriff 
to  have  the  homeowner  evicted.  In  Ann  Arbor,  an  elderly  widow  with  Alzheimer's 
disease  was  confronted  by  a  County  SherifPs  Deputy  with  eviction  papers  of  which 
she  had  no  understanding.  She  was  forced  to  move  out  of  her  home.  A  tax  purchaser 
obtained  her  home  for  approximately  $3,200  in  back  property  t£ixes  and  later  sold 
the  home  for  $95,000.  This  women  saw  none  of  the  proceeds  from  the  sale  of  her 
home.  She  eventually  ended  up  in  a  State  Psychiatric  Hospital  that  has  since  closed 
due  to  state  budget  cuts. 

The  City  of  Ann  Arbor's  Community  Development  Department  had  been  working 
with  another  elderly  widow  with  Alzheimer's  disease.  She  was  unable  to  pay  her 
property  taxes  and  subsequently  they  were  purchased.  Home  Loan  Financial  Corp., 
a  subsidiary  of  Birmin^am  Bancorp  Mortgage  Corp.,  obtained  her  name  from  tne 
delinquent  tax  roll  published  by  the  County  Treasurer's  Office  and  oflered  her  a 
loan  to  pay  all  of  her  back  taxes.  The  mortgage  company  discovered  that  the  Com- 
munity Development  Department  of  the  City  of  Ann  Arbor  had  a  lien  on  the  prop- 
erty for  rehabilitation  work  completed  several  years  earlier.  The  mortgage  broker 
asked  the  city  to  subordinate  to  the  new  mortgage,  which  they  were  negotiating. 
The  broker  told  the  senior  citizen  and  her  dau^ter  that  they  needed  to  act  quickly 
or  a  tax  purchaser  would  take  the  home.  He  put  a  good  deal  of  pressure  on  these 
people  to  sign  his  note,  calling  them  three  or  four  times  a  day.  He  was  also  upset 
with  the  city  staff  for  becoming  involved  and  alleged  we  were  obstructing  his  busi- 
ness. We  discovered  that  although  this  homeowner  needed  approximately  $13,000 
to  pay  her  delinquent  taxes,  the  loan  amount  offered  was  for  $35,000  at  18  percent 
interest.  Her  monthly  income  was  $770  and  was  derived  from  Social  Security.  Her 
mortgage  payment  would  have  been  $680  per  month  before  taxes.  She  would  have 
been  lelrc  with  $90  per  month  on  which  to  live  and  still  have  to  make  property  tax 
payments.  This  homeowner's  case  was  presented  to  Great  Lakes  Bancorp,  a  local 
Dank,  and  was  approved  under  the  Community  Reinvestment  Act.  The  homeowner 
was  able  to  obtain  a  mortgage  of  $15,000  at  9  percent  with  monthly  payments  of 
$326  per  month  which  included  a  property  tax  payment. 

Community  Development  staff  also  assisted  a  disabled  Vietnam  veteran.  His  de- 
ceased mother  left,  him  her  home,  which  had  a  mortgage  payment  of  $348.  He  could 
not  afford  his  increased  property  taxes  and  they  became  delinquent.  He,  too,  was 
contacted  by  a  representative  of  Birmingham  Bancorp  Mortgage  Corporation,  and 
agreed  to  a  mortgage  at  22.5  percent  with  a  monthly  payment  of  $980  dollars  before 
property  taxes.  His  disability  income  was  $1,050  per  month.  He  was  facing  fore- 
closure aft«r  60  days  of  signing  the  note.  Again,  Great  Lakes  Bancorp,  mindful  of 
the  Community  Reinvestment  Act,  helped.  He  was  approved  for  a  7.125  percent 
loan,  and  Great  Lakes  escrowed  his  property  taxes  to  insure  payment. 
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There  is  also  a  case  of  a  77-year-old  widow  in  Whitmore  Lake,  Michigan,  who 
could  not  pay  her  medical  bills  and  her  property  taxes.  A  mortgage  company  got  her 
name  from  the  delinquent  tax  role  published  by  the  Washtenaw  County  Treasurer's 
Office.  In  1989  this  woman  received  a  $12,729.50  mortgage  at  over  25  percent  inter- 
est. Her  monthly  mortgage  pajrment  without  property  taxes  was  $350  per  month, 
and  her  monthly  income  was  $520,  derived  solely  from  Social  Security.  The  loan  had 
a  three  year  balloon  payment,  and  eventually  the  woman  defaulted.  The  mortgage 
company  refinanced  the  loan  with  similar  terms,  and  after  she  defaulted,  they  ajgain 
refinanced.  Her  debt  increased  from  the  original  $12,729.50  to  $39,500  within  eight- 
een months.  "Hie  woman  actually  received  only  $4,066  from  these  two  additional 
transactions,  the  rest  going  to  pay  points  and  administrative  fees.  This  senior  citi- 
zen could  not  read  the  mortgage  documents  she  apparently  signed  because  of  poor 
eyesight,  and  rfie  did  not  understand  the  mortgage  process.  She  had  neither  a 
checking  nor  savings  account.  In  the  court  agreement  negotiated  with  the  mortgage 
company,  the  woman  has  eight  months  to  refinance  the  total  debt  so  she  does  not 
lose  her  home  of  over  forty  years. 

In  Ypsilanti,  Michigan,  a  40-year-old  mentally  disabled  man  owned  a  home  his 
mother  left  him  "so  he  would  always  have  a  place  to  live."  But  his  property  taxes 
increased  more  than  the  disability  income  he  received  from  the  state,  and  he  became 
delinquent  in  his  property  taxes.  A  property  tax  purchasing  company  bought  the 
taxes  and  traded  the  lien  on  his  property  for  a  mortgage.  His  mortgage  payment 
was  $250  a  month  before  property  taxes;  his  monthly  income  was  $220.  The  annual 
interest  rate  on  the  note  he  signed  in  March,  1992,  when  mortgages  were  available 
for  8.5  percent,  is  over  21  percent.  He  is  currently  borrowing  from  family  and 
friends  to  make  his  mortgage  payment,  and  he  spends  approximately  $25  per  month 
for  food.  TTiis  year  his  property  taxes  will  increase  over  10  percent.  He  is  less  than 
a  step  away  from  becoming  one  of  the  homeless  mentally  ill. 

In  Adrian,  Michigan,  an  elderly  person  bought  a  home  on  a  land  contract  subject 
to  a  mortgage  to  he  paid  by  the  land  contract  seller.  The  seller  defaulted  on  the 
mortgage  and  the  land  contract  purchaser  was  evicted.  Without  personal  notice  and 
a  ju<£cial  foreclosure  she  had  no  knowledge  of  these  proceedings  until  she  was  told 
to  vacate  the  premises. 

There  are  many  abuses  in  the  non -conforming  mortgage  market,  and  what  was 
once  considered  usurious  mortgages  are  now  allowable  under  current  law.  Many 
lower  income  homeowners  are  being  victimized.  We  are  not  against  non-conforming 
mortgages,  in  fact,  the  Mayor  and  Administrator  of  Ann  Arbor,  along  with  City 
Council,  are  currently  trying  to  develop  a  loan  pool  with  local  banks  under  the  Ann 
Arbor  Credit  Enterprise  initiative  to  write  non-conforming  mortgages  to  help  low  in- 
come individuals  obtain  housing.  However,  we  feel  that  there  are  consumer  protec- 
tions than  can  be  put  in  place  to  help  protect  the  low  income,  vulnerable,  and  dis- 
advantaged, from  an  unchecked  and  under-regulated  segment  of  the  banking  indus- 
try. We  recommend  the  following  for  your  consideration. 

Recommendations 

•  Repeal  exeniptions  from  state  usury  laws  in  the  Federal  Banking  Statute. 

•  Establish  a  Federal  Usuary  Law,  regulating  interest  rates  as  a  specific  percentage 
above  prime  rate  and  controlling  the  total  financing  charges  imposed. 

•  Strengthen  and  clarify  the  notice  of  foreclosure  prevention  services  existing  in 
current  law. 

•  Require  personal  notice  of  foreclosures  to  all  significant  interests  in  the  property. 

•  Require  judicial  foreclosure  of  aU  mortgages. 

•  Amend  the  Older  American's  Act  to  require  that  low  income  senior  citizens  be  re- 
ferred to  social  service  agencies  before  their  property  can  be  foreclosed. 

Sununary 

The  problem  of  reverse  red-lining  mortgages,  along  with  the  threat  of  tax  fore- 
closures, is  so  severe  in  the  City  of  Ann  Arbor  and  the  State  of  Michigan,  that  our 
Mayor,  along  with  the  City  Administrator  and  City  Council,  has  established  a  fore- 
closure fund  to  help  our  citizens  with  this  terrible  problem.  But  we  have  far  too  few 
dollars  to  meet  the  need,  and  many  people  are  falling  through  the  gaping  holes  in 
the  small  safety  net  that  we  can  afford  to  throw  out.  As  President  Clinton  is  telling 
the  nation  today,  these  are  austere  times  for  Federal,  State  and  Municipal  govern- 
ment. We  have  less  money  to  spend  on  the  seemingly  insurmountable  problems  fac- 
ing our  nation.  Legislative  action  is  needed  to  take  care  of  this  abusive  mortgage 
system,  whidi  was  largely  created  by  the  Depository  Institutions  Deregulation  and 
Monetary  Control  Act  of  1980.  The  practice  of  reverse  red-lining  mortgages  is 
threatening  the  sanctity  of  part  of  the  American  dream,  home  ownership,  for  those 
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who  can  least  aflbrd  it.  This  activity  is  wrong,  unfair,  and  unjust;  it  must  be 
stopped. 

STATEMENT  OF  JOHN  P.  HAMILL,  PRESffiENT,  FLEET  BANK  OF 

MASSACHUSETTS 

Good  afternoon,  Mr.  Chairman,  and  Members  of  the  Committee.  My  name  is  John 
Hamill,  President  of  Fleet  Bank  of  Massachusetts,  and  with  me  from  Fleet  Finance, 
Inc.  ("Fleet  Finance")  are  R.  Harold  Owens — Chief  Operating  Oflicer,  John  B. 
Stanforth,  Senior  Vice  President — Finance,  and  Therese  G.  Franzen,  Senior  Cor- 
porate Counsel.  We  are  pleased  to  represent  Fleet  Financial  Group,  Inc.  ("Fleet") 
and  Fleet  Finance  today  in  discussing  allegations  that  residents  of  communities  that 
lack  access  to  traditional  sources  of  credit  have  been  targeted  by  unscrupulous  bro- 
kers, lenders  and  home  improvement  contractors  for  loans  with  abusive  terms  and 
conditions.  We  would  also  like  to  address  the  role  of  the  consumer  finance  industry 
in  providing  credit  to  these  borrowers  and  the  recent  controversy  surrounding  Fleet 
Finance  ana  its  business  in  Georgia. 

1.  Introduction  of  Fleet  Financial  Group  and  Fleet  Finance. 

a.  Fleet  Financial  Group.  Fleet,  headquartered  in  Providence,  Rhode  Island,  is  the 
nation's  14th  largest  bank  holding  company  with  over  $47  billion  in  assets.  Fleet 
has  1,300  offices  in  42  states,  and  employs  over  27,000  people  in  its  seven  banks 
and  five  major  nonbank  financial  services  companies,  including  Fleet  Finance,  its 
consumer  finance  subsidiary.  Fleet  operates  7  banks  in  the  Northeastern  United 
States,  with  approximately  800  branches  and  $33  billion  in  deposits.  Fleet  banks 
serve  their  communities  well,  having  consistently  received  "outstanding"  or  "satis- 
factory" ratings  under  the  Community  Reinvestment  Act.^  Fleet  banks  have  pro- 
vided over  $1.6  billion  in  loans  to  low  and  moderate  income  neighborhoods  in  the 
communities  in  which  they  operate. 

Fleet's  other  nonbank  subsidiaries  provide  conventional  first  mortgage  banking 
services  (Fleet  Mortgage,  the  second  largest  servicer  of  mortgage  loans  in  the  na- 
tion, made  over  $19  billion  in  mortgage  loans  in  1992);  student  loan  processing 
(AFSA  is  the  largest  third-party  student  loan  servicer  in  the  United  States,  charged 
with  collecting  over  $2  billion  in  guaranteed  student  loans);  trust  and  investment 
services  (Fleet  Investment  Services  has  over  $44  billion  under  management  or  in 
custody);  and  leasing/asset-based  finance  (Fleet  Credit  is  the  lar^st  bank-owned 
asset-based  lender/leasing  company  in  the  United  States,  with  over  $2  billion  in  out- 
standing loans  to  small  and  mid-sized  businesses). 

b.  Fleet  Finance.  Fleet  Finance  has  a  history  of  providing  credit  to  those  who  can- 
not obtain  credit  from  traditional  sources,  such  as  banks  or  credit  unions.  Fleet  Fi- 
nance began  its  business  57  years  ago  as  "Southern  Discount  Company"  during  the 
great  depression,  as  a  small  loan  lender  in  rural  (jeorgia.  During  the  ensuing  dec- 
ades, the  business  expanded  to  provide  small  consumer  loans  in  other  southeastern 
states  (Florida,  North  Carolina,  South  Carolina  and  Tennessee).  In  the  1960's  and 
70's,  as  the  American  consumers'  appetite  for  larger  personal  loans  increased,  the 
consumer  finance  industry  and  Fleet  Finance  began  to  offer  secured  real  estate 
loans.  This  type  of  loan  provided  more  credit  to  the  borrower,  consistent  with  a  lend- 
er's prudent  credit  standards.  Many  of  Fleet  Finance's  early  real  estate  secured 
loans  resulted  from  Fleet  Finance  refinancing  secured  or  unsecured  small  loans  into 
real  estate  secured  loans  in  order  to  provide  additional  credit  to  the  related  borrow- 
ers, usually  at  lower  rates. 

Due  to  geographic  restrictions  on  Fleet's  ability  to  expand  its  banking  franchise 
prior  to  adoption  of  interstate  banking  in  1985,  Fleet  sought  to  expand  its  presence 
into  other  geographic  markets  through  nonbank  acquisitions.  One  of  Fleet's  first 
nonbank  acquisitions  was  the  acquisition  of  Fleet  Finance  in  1973. 

Under  Fleet's  ownership,  the  operations  of  Fleet  Finance  continued  to  expand  and, 
in  1983,  Fleet  acquired  Uredico  Industries,  a  subsidiary  of  U.S.  Industries,  which 
gave  Fleet  Finance  a  Mid-Atlantic  and  Northeast  presence.  In  1985,  the  consumer 
finance  operations  of  several  affiliates  of  Fleet  were  merged  into  Fleet  Finance,  giv- 
ing it  a  Midwest  presence.  Until  the  late  1980's,  Fleet  Finance  and  Fleet's  banks 
did  not  operate  in  any  common  states  (except  to  a  very  limited  extent  in  Rhode  Is- 
land). Today,  Fleet  Finance  has  a  limited  presence  in  the  six  states  in  which  Fleet 
has  bank  subsidiaries. 


^Additional  information  concerning  Fleet's  community  reinvestment  ratings  and  its  associated 
lending  activities  are  described  on  Exhibit  1. 
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As  the  scope  of  Fleet  Finance's  operations  widened  during  the  1980's,  the  compa- 
n/s  secured  real  estate  portfolio  grew.  This  growth  was  a  result  of  various  factors, 
including  increased  consumer  demand  for  secured  real  estate  loans  as  compared  to 
higher-rate  unsecured  credit,  the  Tax  Reform  Act  of  1986  (which  eliminated  per- 
sonal interest  deductions  other  than  interest  paid  on  home  mortgage  loans),  in- 
creased real  estate  values  (which — provided  borrowers  more  equity  in  their  homes 
against  which  they  could  borrow)  and  the  attractiveness  of  real  estate  loans  from 
a  lender's  viewpomt,  i.e.,  security  with  a  more  readily  ascertainable  value  than 
loans  secured  by  home  fiimishings  or  other  items.  Fleet  Finance  grew  from  a  com- 
pany with  $413  million  in  outstanding  real  estate  loans  at  December  31,  1985  to 
a  company  with  $2.2  billion  in  outstanding  (owned  and  serviced)  real  estate  loans 
at  December  31,  1992.  Total  loans  grew  from  $863  million  at  December  31,  1985 
to  $2.6  billion  at  December  31,  1992. 

Today,  Fleet  Finance,  headquartered  in  Atlanta,  provides  consumer  finance  serv- 
ices throughout  Georgia  and  in  25  other  states.  Fleet  Finance  is  now  one  of  the  larg- 
est consumer  finance  companies  in  Georgia  (based  on  its  aggregate  principal  amount 
of  outstanding  loans  in  Georgia).  Fleet  Finance  owns  or  services  approximately 
20,000  real  estate  secured  loans  in  Georgia  and  another  60,000  throughout  the 
country.  In  addition,  it  has  approximately  100,000  consumer  loans  (non-real  estate 
loans)  outstanding  across  the  country. 

2.  A  General  Overview  of  The  Consumer  Finance  Industry. 

To  put  in  context  the  allegations  which  have  been  cited  in  the  request  for  testi- 
mony and  which  have  been  leveled  against  Fleet  Finance  in  the  press  and  in  various 
lawsuits  filed  against  it,  it  is  necessary  to  review  the  role  played  by  the  consumer 
finance  industry  in  providing  credit  to  deserving  customers.  The  consumer  finance 
industry,  in  which  Fleet  Finance  is  a  participant,  provides  credit  to  millions  of  con- 
sumers across  the  nation,  many  of  whom  are  low  and  moderate  income  borrowers 
who  cannot  obtain  credit  from  traditional  sources,  such  as  banks  or  credit  unions. 

As  Fleet  Finance's  real  estate  lending  business  has  developed  into  the  primary 
focus  of  its  business,  so  too  has  real  estate  lending  become  the  dominant  focus  of 
the  consumer  finance  industry.  The  total  principal  amount  outstanding  nationwide 
for  what  are  now  called  "home  equity"  loans  (both  floating  rate  products  and  fixed 
rate  products)  was  approximately  $270  billion  at  June  30,  1992,  increased  from  $108 
billion  at  December  31,  1985.  The  credit  providers  in  this  broad  market  include 
banks,  nonbanks,  consumer  finance  companies  and  others.^  Fleet  Finance  competes 
in  the  consumer  finance  sector  of  this  vast  mariiet  with  major  national  companies, 
such  as  Associates  (a  subsidiary  of  Ford  Motor),  AVCO  Financial  (a  subsidiary  of 
Textron),  Chrysler  First  Financial  (a  subsidiary  of  Chrysler  and  scheduled  to  be  ac- 

2uired  by  NationsBank),  Household  International,  Beneficial  Corp.,  Transamerica, 
kE.  Capital,  The  Money  Store  and  Old  Stone  CrecUt,  the  nonbank  consumer  finance 
subsidiaries  of  Bank  of  America,  Norwest  and  NationsBank,  and  many  other  compa- 
nies. This  industry  has  grown  tremendously  over  the  last  decade  and  currently  has 
over  15,000  competitors.^ 

3.  The  Role  of  Home  Equity  Loans  in  Consumer  Finance  Transactions. 

Home  equity  loans  made  by  Fleet  Finance  and  other  companies  are  typically  used 
by  consumers  to  reduce  their  monthly  expenses  by  consolidating  debts  and  stretch- 
ing payments  over  a  longer  term.  Longer  terms  and  lower  interest  rates  reduce  a 
borrower's  monthly  payment,  easing  cash  flow  problems.  In  addition,  home  equity 
loans  are  used  to  finance  home  improvements,  to  acquire  personal  property,  to  pay 
educational,  medical  or  other  expenses  or  for  other  purposes. 

The  growth  of  the  consumer  finance  industry  has  been  particularly  beneficial  for 
millions  of  low  and  moderate  income  borrowers.  Many  of  these  borrowers  have  cred- 
it problems  that  disqualify  them  for  unsecured  or  secured  bank  credit,  traditional 
credit  cards  or  unsecured  or  secured  small  loans.*  Banks  have  been  unable  to  pro- 


^SMR  Research  Corporation  reported  as  of  June  30,  1992  home  equity  loan  outstandings  by 
type  of  company  and  by  specific  entity.  See  Exhibit  2.  The  first  chart  includes  all  loans  outstand- 
ing for  these  entities,  whether  bank  or  non-bank.  The  second  chart  shows  the  outstandings  by 
type  of  company,  i.e.,  finance  company,  finance  company  affiliated  with  a  bank  holding  company, 
etc. 

^SMR  Research  Corporation,  Second  Mortgage  Home  Equity  Loans,  1991  (the  "SMR  1991  Re- 
port"), at  p.  23.  Also  see  Note  2  above.  For  a  description  of  the  growth  in  the  consumer  finance 
business,  see  pages  6  et  seq.  of  the  SMR  1991  Report. 

*  Fleet  Finance's  underwriting  criteria  (see  Exhibit  3)  reflect  variances  fi^m  the  underwriting 
criteria  used  by  traditional  first  mortgage  lenders.  Fleet  Finance's  criteria  are  similar  to  those 
used  by  other  lenders  in  the  consumer  finance  industry. 
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vide  credit  to  many  of  these  types  of  borrowers  due  to  regulatory  restrictions  result- 
ing from  concern  over  the  fiindmg  of  these  riskier  loans  with  insured  deposits,  regu- 
latory accounting  principles  and  the  historic  lack  of  a  secondary  market  to  provide 
liquidity  for  these  loans.  Consumer  finance  companies,  however,  because  they  are 
free  in  many  respects  from  regulatory  restrictions  (because  they  do  not  fund  their 
operations  with  deposits),  traditionally  have  been  able  to  employ  more  liberal  under- 
writing criteria  which  enable  them  to  lend  to  lower  income  borrowers  and  borrowers 
with  credit  problems. 

An  example  of  the  potential  benefit  to  low  and  moderate  income  borrowers  of  the 
typical  consumer  finance  compan/s  underwriting  criteria  is  the  use  of  so-called 
nront  end"  and  "back  end"  ratios.  For  example,  on  an  FHA  mortgage  loan,  only  29 
percent  (the  "front  end"  ratio)  of  the  obligors  income  is  available  lor  payments  of 
principal  and  interest  on  the  mortgage  loan  and  taxes  and  insurance  on  the  home 
and  41  percent  (the  "back  end"  ratio)  is  available  for  total  installment  debt  pay- 
ments (including  those  associated  with  the  loan).  If  a  borrower  does  not  meet  tnese 
ratios,  the  loan  application  is  generally  denied.  A  consumer  finance  company  focuses 
only  on  the  "back  end"  ratio,  permitting  up  to  a  45—50  percent  debt-to-income  ratio 
for  all  installment  debt.  This  less  restrictive  guideline  can  provide  a  customer  with 
the  flexibility  to  enable  him  to  obtain  and  carry  more  housing-related  debt  and  more 
total  debt  for  personal  use. 

The  consumer  finance  industry  provides  a  critical  source  of  credit  for  low  and 
moderate  income  borrowers  through  secured  real  estate  lending,  enabling  these  bor- 
rowers to  overcome  their  credit  problems  and  borrow  money  when  they  need  it  with- 
out having  to  comply  with  traditional,  restrictive  bank  lending  guidelines.  Moreover, 
home  equity  loans  as  a  source  of  credit  reach  far  beyond  restrictive  conventional 
mortgage  loan  programs,  which  generally  provide  credit  only  for  a  purchase  or  refi- 
nance of  real  estate,  rather  than  Tor  cash  for  personal  use. 

4.  Why  Costs  to  Borrowers  for  Home  Equity  Loans  Are  Hi^^er  Than  Costs 
for  Conventional  Mortgage  Loans. 

Consumer  finance  company  interest  rates  on  home  equity  loans  are  generally 
higher  than  interest  rates  on  traditional  first  mortgage  loans  or  bank  quality  second 
mortgage  loans.  These  higher  rates  result  generally  from  (1)  higher  delinquency 
rates  and  charge-offs  associated  with  consumer  finance  company  home  equity  loans, 
(2)  higher  costs  of  originating  consumer  finance  company  home  equity  loans,  (3) 
higher  costs  of  servicing  consumer  finance  company  home  equity  loans,  and  (4)  high- 
er funding  costs  associated  with  consumer  finance  companies. 

Consumer  finance  company  delinquencies  are  traditionally  higher  than  first  mort- 
gage loans  or  "bankable  second  mortgage  loans.°  These  delinquencies  are  coupled 
with  higher  loan  charge-ofls.  The  industry  charges  higher  interest  rates  to  offset  the 
effect  of  the  higher  charge-ofFs  and  delinquency  rates  associated  with  consumer  fi- 
nance home  equity  loans  as  opposed  to  traditional  bank  first  mortgage  loans  and 
"bankable"  second  mortgage  loans. 

The  costs  of  originating  and  servicing  a  home  equity  loan  are  much  higher  than 
those  incurred  in  connection  with  traditional  first  mortgage  loans  because  such  first 
mortgage  loans  generally  have  much  hi^er  balances.  There  is  no  appreciable  dif- 
ference in  the  cost  of  originating  a  $100,000  first  mortgage  loan  and  a  $20,000  home 
equity  loan.  Both  loans  require  substantially  the  same  documentation  and  analysis. 
However,  an  origination  cost  of  2  percent  on  the  first  mortgage  loan  ($2,000)  be- 
comes 10  percent  on  the  $20,000  home  equity  loan. 

Likewise,  the  monthly  cost  of  servicing  a  home  equity  loan  is  higher  than  the 
monthly  cost  of  servicing  a  first  mortgage  loan,  relative  to  their  respective  balances. 
In  addition  to  the  standard  servicing  costs,  the  type  of  credit  risk  reflected  in  a 
consumer  finance  company's  home  equity  loans  is  more  costly  to  service  than  first 
mortgage  loans  or  bamcable  second  mortgage  loans  due  to  the  more  labor  intensive 
work  required  to  avoid  delinquencies,  to  work  with  delinquent  borrowers  to  avoid 
foreclosure,  to  collect  delinquent  loans  and  to  restructure  or  modify  loans  as  re- 
quired by  customer  demands  or  needs.  These  additional  costs  not  incurred  with  re- 
spect to  traditional  first  mortgage  loans  or  bankable  second  mortgage  loans  result 
in  consumer  finance  company  borrowers  paying  increased  interest  rates  in  order  for 
the  consumer  finance  company  to  earn  a  fair  return. 

The  funding  of  a  consumer  finance  company  is  more  costly  than  the  fiinding  of 
a  bank.  Banks  raise  their  funds  throu^  deposits  at  government  guaranteed  rates; 
Fleet  Finance  and  other  consumer  finance  companies  raise  funds  at  market  rates 
dictated  by  their  credit  ratings,  or  from  banks  or  insurance  companies  who  lend  to 
the  consumer  finance  industry  (and  who  charge  rates  in  excess  of  deposit  rates). 


'See  1992  SMR  Report  p.  23  and  Notes  12  and  13  below. 
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Consumer  finance  companies  also  do  not  eiyoy  the  leverage  of  banks;  their  required 
equity  is  more  than  double  that  of  a  bank,  and  thus,  the  funding  cost  in  terms  of 
the  required  returns  on  equity  is  much  higher.  Finally,  the  relative  illiquidity  of  sec- 
ond mortgages  compared  to  conventional  first  mortgages  has  caused  consumer  fi- 
nance companies  to  maintain  larger  balance  sheets,  resulting  in  larger — equity  re- 
quirements and  greater  sensitivity  to  asset/liability  management  risks  due  to  pre- 
payments and  interest  rate  dianges. 

Fleet  Finance  and  other  similar  companies,  although  sli^tlv  more  profitable  on 
a  comparative  basis  (i.e.  return  on  assets,  return  on  equity)  than  a  bank,  are  not 
"wildly"  profitable  as  ^e  press  would  like  this  panel  to  believe.  The  companies  price 
their  products  commensurate  with  the  risk  inherent  in  their  customer  base,  and  a 
fair  return  is  garnered. 

The  chart  attached  as  Exhibit  6  compares  Fleet  Finance's  interest  rates  to  the 
rates  of  its  Georgia  competitors  during  1992.  These  rates,  which  ranged  from  9.99 
percent  to  17.50  percent  throughout  1992,  compare  to  credit  card  rates  as  hi^  as 
21  percent  and  to  small  loan  rates  as  high  as  30  percent.  The  interest  rates  charged 
on  consumer  finance  home  equity  loans  clearly  are  higher  than  those  charged  on 
first  mortgage  loans  or  bank  quauty  second  mortgage  loans,  but  in  the  end  provide 
a  cheaper  alternative  to  other  unsecured  debt,  such  as  credit  card  or  small  loan 
debt. 

6.  Fleet  Finance's  Development  of  Business:  Issues  and  Recent  Changes. 

As  the  consumer  finance  industry  developed  and  changed  its  focus  to  secured  real 
estate  lending.  Fleet  Finance  changed  its  focus  to  this  type  of  lending  along  with 
it.  During  the  1980's  Fleet  Finance  decided  to  expand  its  real  estate  lending  busi- 
ness through  the  acquisition  of  loans  which  were  originated  by  other  correspondent 
lenders.  In  Georgia,  as  well  as  nationwide,  it  is  a  common  and  established  practice 
for  banks  and  finance  companies  to  purchase  loans  originated  by  third  parties.® 
Fleet  Finance  has  acquired  loans  from  over  300  correspondent  lenders  nationwide. 

Fleet  Finance  purchased  loans  from  correspondent  lenders,  generally  on  a  loan- 
by-loan  basis,  often  preapproving  the  loans  prior  to  purchase.  The  correspondent 
lenders  would  submit  to  Fleet  Finance  a  loan  package  consisting  of  a  credit  applica- 
tion, credit  history,  debt-to-income  and  other  relevant  ratios,  ana  estimated  property 
value.  Fleet  Finance  would  perform  an  analysis  of  this  preliminary  package,  and 
make  its  basic  underwriting  decision.  Unlike  some  other  companies,  Fleet  Finance's 
policy  required  it  to  underwrite  each  loan  purchased  from  its  correspondents,  not 
just  a  sample.  Fleet  Finance  rejected  substantial  numbers  of  loans  for  various  rea- 
sons. Approval  rates  for  preapproved  loans  were  as  high  as  65-70  percent  for  some 
lenders/  After  establishing  that  the  loan  met  its  lending  criteria.  Fleet  Finance 
would  give  conditional  approval  for  the  purchase  of  the  loan.  After  closing  and  fund- 
ing, and  subject  to  the  borrower  and  correspondent  lender  having  complied  with  all 
conditions  to  approval,  the  loan  would  be  purchased  by  Fleet  Finance.  Fleet  Finance 
also  acquires  loans  in  bulk  packages  from  correspondents  and  others  (including  the 
RTC  and  other  large  lenders).  Imderwriting  procedures  for  a  bulk  purchase  may 
vary  and  may  consist  of  a  loan-by-loan  review  or  a  review  of  a  sample  of  the  loans 
to  be  purchased. 

In  1989,  Fleet  Finance  tightened  its  lending  requirements  by  discontinuing  the 
origination  or  purchase  of  loans  secured  by  undeveloped  land  and,  discontinuing,  in 
most  cases,  tfie  purchase  of  loans  made  for  the  purpose  of  home  improvements  di- 
rectly from  the  originator.  Changes,  such  as  discontinuing  the  purchase  of  home  im- 
provement loans,  were  made  by  Fleet  Finance  in  response  to  changes  in  the  econ- 
omy as  well  as  difficulties  in  policing  the  practices  of  home  improvement  companies. 
Because  of  federal  and  state  laws  regarding  home  improvement  contracts,  Fleet  Fi- 
nance was  ultimately  responsible  for  repairing  incomplete  or  defective  home  im- 
provements in  connection  with  loans  it  had  purchased. 

In  1988,  Fleet  Finance  was  purchasing  approximately  85-90  percent  of  its  loans 
from  correspondent  lenders.  For  various  reasons,  but  principally  to  reduce  its  de- 
pendence on  these  purchased  loans.  Fleet  Finance  made  a  strategic  decision  to  more 


■Correspondent  lender  networks  are  the  standard  means  of  doing  business  in  the  first  mort- 
gage industry.  For  example,  Fleet  Mortgage  acquires  loans  from  over  800  correspondents. 
FNMA,  GNMA,  FHLMC  and  other  mortgage  conduits  effectively  acquire  all  of  their  production 
through  a  correspondent  network.  In  this  regard,  the  consumer  finance  industry  is  not  much 
different,  as  many  of  the  larger  lenders  acquire  much  of  their  production  through  such  networks. 
See  1991  SMR  Report  (at  p.  74),  "The  Rise  of  Wholesale  Channels"  regarding  the  growth  of  the 
wholesale  market  for  second  mortgages  (attached  as  Exhibit  4). 

'Of  these  pre-approved  loans,  only  approximately  one-third  ultimately  closed  and  were  pur- 
chased by  Fleet  Finance  due  to  fall-out  foil  various  reasons,  including  failure  to  meet  closing 
conditions  or  the  customer  obtaining  credit  fitjm  another  source. 
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rapidly  develop  its  branch  structure  by  upgrading  personnel  and  systems  to  enable 
its  branches  to  make  and  service  more  home  ecjuity  loans.  Branches  achieved 
growth  through  direct  marketing  and  referrals  from  various  parties.  From  1988  to 
1992,  the  mix  of  loans  originated/purchased  changed  from  approximately  85-90  per- 
cent purchased/5-10  percent  originated  to  approximately  50  percent  purchased/50 
percent  originated.  Beginning  in  1990,  the  branch  origination  focus  was  enhanced 
by  the  consolidation  of  servicmg  of  all  purchased  loans  into  regional  service  centers, 
which  left  branches  with  a  greater  capacity  to  originate  and  service  their  own  loans. 

Fleet  Finance  decided  to  entirely  phase  out  the  purchase  of  loans  from  correspond- 
ent lenders,  effective  December  31,  1992.  The  decision  to  eliminate  the  purchase  of 
loans  from  third  party  lenders  was  made  with  the  goal  of  providing  direct  contact 
between  Fleet  Finance  and  its  borrowers  prior  to  the  loan  being  closed.  The  change 
was  also  made  in  response  to  criticisms  concerning  the  allegedly  excessive  rates  and 
fees  charged  on  loans  sold  to  it  by  third  party  lenders  and  for  other  alleged  improper 
practices  of  these  lenders.  To  eliminate  this  criticism.  Fleet  Finance  decided  to  con- 
trol each  loan  beginning  width  the  application  and  proceeding  through  the  negotia- 
tion of  interest  rates  and  the  terms  oi  the  loan  and  the  loan  closing. 

In  addition,  Fleet  Finance  decided  in  1992  to  discontinue  making  loans  to  higher 
risk  borrowers  (identified  in  the  industry  as  Class  4  or  Class  D  borrowers). 

6.  The  Georgia  Lawsuits,  Alleged  Activities  of  Fleet  Finance  in  Georgia  and 
Fleet  Finance's  10-Point  Initiative. 

a.  Background.  Before  discussing  the  specifics  of  the  lawsuits  against  Fleet  Fi- 
nance in  Georeia  and  the  allegations  in  the  press  concerning  Fleet  Finance,  it  is 
necessary  to  describe  the  backdrop  against  which  these  lawsuits  and  allegations 
have  taiken  place.  In  Georgia,  unlike  in  the  vast  majority  of  states,  third  party  loan 
brokers  and  lenders  and  home  improvement  contractors  are  completely  unregulated, 
and  interest  rates  and  points  are  virtually  unrestricted.  In  addition,  Georgia  has  an 
aggressive  plaintiffs'  class-action  bar,  which  welcomed  the  opportunity  to  bring  law- 
suits that  they  could  couple  with  a  media  campaign  to  extract  favorable  settlements 
from  Fleet. 

Another  reason  Fleet  has  been  the  subject  of  attack  is  due  to  its  high  profile  selec- 
tion as  the  acquiror  of  Bank  of  New  England  ("BNE")-  As  a  regulated  bank  holding 
company  with  obligations  under  the  Community  Reinvestment  Act,  Fleet  was  and 
is  a  particularly  attractive  target  for  community  activists.  A  challenge  against 
Fleet's'  acquisition  of  BNE  was  made  by  the  Union  Neighborhood  Assistance  Corp. 
CTJNAC)  and  other  community  groups.  Bruce  Marks,  in  the  presence  of  representa- 
tives of  the  Federal  Reserve  BanJc  oi  Boston,  met  with  Fleet  officials,  but  Fleet  did 
not  agree  to  his  demand  that  $20  million  be  placed  under  UNAC's  control  for  a 
housing  fund.  Fleet  made  other  contributions  to  help  solve  the  so-called  "second 
mortgage  scandal"  in  Boston,  however  it  made  its  contributions  through  a  broad 
array  of  community  groups  (and  not  UNAC).  Since  that  time  the  volume  of  allega- 
tions made  in  the  press  have  largely  been  the  result  of  an  orchestrated  attack 
against  Fleet  by  UNAC  with  the  help  of  the  plaintiffs'  attorneys.  This  attack  has 
been  made  without  regard  to  the  facts  and  is  Mr.  Marks'  attempt  to  make  good  on 
his  promise  to  have  the  story  covered  in  the  national  press,  whether  or  not  it  is 
based  on  the  truth  (a  promise  he  had  made  in  his  meeting  with  Fleet). 

b.  Georgia's  Regulatory  Framework.  Georgia  enacted  legislation  in  1983  to  remove 
its  restrictive  limitations  on  interest  rate  charges  and  adopted  a  free-market  ap- 
proach. Prior  to  the  change,  Georgia  had  capped  mortgage  rates  making  it  impos- 
sible for  Geor^a  residents,  particularly  low  to  moderate  income  borrowers,  to  obtain 
loans  in  the  high  interest  rate  environment  of  the  early  1980's.  To  remedy  this,  leg- 
islation was  passed  which  lifted  the  mortgage  interest  rate  limitations,  and  cremt 
immediately  began  to  flow  into  the  state. 

The  Georgia  legislature,  however,  may  not  have  given  adequate  consideration  to 
the  fact  that  Georgia,  unlike  most  other  states,  does  not  regulate  brokers  and  lend- 
ers." In  comparison.  Fleet  Finance  makes  real  estate  secured  loans  in  26  states,  and 
is  required  to  be  licensed  in  23  of  these  states.  Many  of  these  states  regulate  the 
amount  of  compensation  which  can  be  paid  to  a  broker  or  lender,  but  Georgia  does 
not.  Georgia  also  does  not  regulate  home  improvement  contractors. 

c.  The  Georgia  Lawsuits.  Despite  the  fact  that  the  alleged  injuries  complained  of 
by  the  plaintiiTs  in  the  Georgia  class  action  lawsuits  pending  against  Fleet  Finance 
were  caused  by  the  parties  from  whom  Fleet  Finance  purchased  the  plaintiffs'  loans 
or  by  home  improvement  contractors  who  contracted  with  the  plaintiffs  prior  to 
Fleet  Finance's  purchase  of  the  plaintiffs'  loans,  purported  class  action  lawsuits 


'Fleet  supports  the  licensing  and  regulation  of  brokers  and  lenders.  Such  legislation  is  now 
pending  in  Georgia. 
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have  been  brought  against  Fleet  Finance,  beginning  in  1991,  alleging  violations  of 
Georgia's  criminal  usury  laws,  as  well  as  fraud,  conspiracy,  federal  and  state  RICO 
claims  and  Truth-in-Lending  violations.® 

The  usury  charges  against  Fleet  Finance  and  other  companies  in  Georgia,  which 
charges  are,  for  the  most  part,  the  basis  for  these  lawsuits,  are  premised  upon  a 
very  radical  interpretation  of  the  Georgia  criminal  usury  statute.  The  interpretation 
postures  that  points  and  other  up-front  fees  charged  on  a  loan  should  be  allocated 
completely — to  the  first  month  to  calculate  whether  Georgia's  law  prohibiting  inter- 
est diarges  above  5  percent  per  month  has  been  violated.  This  theory  directly  con- 
tradicts the  concept  of  "spreading^  the  points  over  the  term  of  the  loan,  wluch  is 
the  standard  practice  in  Georgia  (as  set  forth  in  a  1990  Georgia  Supreme  Court 
opinion),  as  well  as  the  standard  practice  under  Truth-in-Lending  regulations,  gen- 
erally accepted  accounting  principles,  regulatory  accounting  principles,  the  Internal 
Revenue  Code  and  the  law  of  all  other  states. 

Oral  arguments  were  heard  on  January  19,  1993  by  the  Georgia  Supreme  Court 
in  the  plaintiffs'  lead  case  (a  similar  case  was  dismissed  in  federal  court  and  the 
appeal  is  stayed  pending  the  state  court's  decision).  Fleet  Finance's  legal  position 
with  regard  to  the  usuiy  calculation  is  supported  by  the  banking  industry,  and  nu- 
merous lending  institutions  and  trade  associations  have  filed  amicus  briefs  with  the 
court  supporting  this  position,  including  Trust  Company  of  Georgia,  NationsBank, 
Wachovia,  Citizens  Trust  Bank  (a  minority-owned  institution),  AVCO,  Trans- 
america,  Norwest,  the  National  Second  Mortgage  Association,  FNMA,  and  the  Geor- 
gia Bankers  Association.  A  decision  on  the  issue  is  expected  in  two  to  six  months, 
d.  Specific  Allegations  About  Fleet  Finance.  Various  specific  allegations  have  sur- 
faced in  the  press  regarding  the  consumer  finance  industry  and  Fleet  Finance. 
While  Fleet  Finance  cannot  speak  for  the  industry,  it  would  like  to  address  the  fol- 
lowing specific  charges  that  have  been  made  against  it: 

ALLEGATION:  Fleet  Finance  has  amassed  a  pool  of  home  equity  loans  made  at  ex- 
orbitant interest  rates  and  with  excessive  finance  charges. 

The  facts  are  straightforward:  Fleet  Finance's  rates  range  from  lower  rates  for 
better  credit  borrowers  to  higher  rates  for  borrowers  with  credit  problems.  While 
certain  borrowers,  due  to  their  credit  circumstances,  are  required  to  pay  higher 
rates  than  others,  very  few  Fleet  Finance  borrowers  have  loans  of  the  type  cited  by 
the  activists  and  the  media.  The  facts  are: 

•  Fleet  Finance's  portfolio  of  home  equity  loans  in  Georgia  has  a  weighted  average 
note  rate  of  approximately  14.8  percent.  Moreover,  it  has  a  weighted  average  an- 
nual percent  age  rate  including  all  lender  points  and  all  other  prepaid  finance 
chaises  ("APR")  of  approximate^^  15.9  percent. 

•  Approximately  98  percent  of  the  principal  balance  of  Fleet  Finance's  Georgia  loans 
have  interest  rates  below  21  percent;  83  percent  have  interest  rates  below  18  per- 
cent. 

•  Approximately  89  percent  of  the  principal  balance  of  Fleet  Finance's  Georgia  loans 
have  an  APR  below  21  percent;  69  percent  have  an  APR  below  18  percent. 

•  Approximately  41  percent  of  the  principal  balance  of  Fleet  Finance's  (jeorgia  loans 
by  principal  balance  have  0  lender  points;  63  percent  have  less  than  5  lender 
points;  88  percent  have  less  than  10  lender  points;  98  percent  have  less  than  11 
lender  points. 

•  Points  chained  were  financed  by  the  lender  and  repaid  over  the  life  of  the  loan 
(contrary  to  first  mortgage  loans  where  payment  of  points  must  be  made  at  clos- 
ing). 

•  Approximately  79  percent  of  the  principal  balance  of  Fleet  Finance's  (Jeorgia  loans 
had  0  broker  points;  90  percent  had  5  or  less  broker  points;  and  98  percent  had 
10  or  less  broker  points. 

•  Fleet  Finance  competes  with  many  other  lenders.  The  competition  would  bring 
any  lender  into  line  with  other  lenders  in  the  industry.  In  fact,  rates  on  loans 
owned  by  Fleet  Finance  are  comparable  to  those  chained  in  Georgia^"  and 
throughout  the  country  by  other  lenders. 

•  The  effect  of  financed  points  during  the  term  of  a  loan  on  the  annual  percentage 
rate  is  not  as  dramatic  as  one  mi^t  expect.^ ^ 

Despite  the  above  facts.  Fleet  Finance  nas  decided  to  eliminate  any  possibility  of 
this  chaise  reoccurring  in  the  future  by  taking  the  extraordinary  step  of  limiting 
brokers  to  a  total  of  5  points  and  placing  an  18  percent  interest  rate  cap  on  its  loans 


^A  summary  of  the  litigation  is  set  forth  as  Exhibit  5. 

^"See  Exhibit  6  for  a  comparison  of  rates  charged  by  competitors  in  Georgia. 
^^  See  chart  on  Exhibit  7  for  a  comparison  of  efTective  annual  percentage  rates  with  various 
numbers  of  points. 
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in  Georgia  and  nationwide.  Many  states  specifically  permit  higher  levels  of  points 
(such  as  Florida  which  permits  10  points)  but  Fleet  Finance  chose  this  lower  level 
to  deflect  the  above  criticisms,  whether  or  not  they  have  merit. 

ALLEGATION:  Fleet  Finance  engages  in  "home  equity  stripping";  Fleet  Finance 
makes  huge  profits  on  the  sale  of  foreclosed  properties.  Fleet  has  destabilized 
communities  throu^  its  foreclosures. 

This  allegation  is  false.  Fleet  Finance  loses  money  on  foreclosures;  eliminating 
foreclosures  would  make  the  company  more  profitable.  The  number  of  foreclosures 
in  Georgia  clearly  establishes  that  Fleet  Finance  is  not  in  this  business,  and  could 
not  be  responsible  for  destabilizing  neighborhoods.  The  facts  are: 

•  In  Georgia,  Fleet  Finance  lost  more  than  $5.4  million  on  foreclosures  in  1991  and 
more  than  $8  million  in  1992.  Nationwide,  Fleet  Finance  lost  $18.6  million  and 
$24.6  million  on  foreclosures  in  1991  and  1992,  respectively. 

•  The  weighted  average  combined  loan-to-value  ratio  of  Fleet  Finance's  Georgia 
portfolio  is  approximately  70  percent.  Fleet  Finance's  loan  to  value  ratios  are 
based  on  appraised  values  under  the  current  market  conditions. 

•  Approximately  79  percent  of  the  principal  balance  of  Fleet  Finance's  Georgia  loans 
have  combined  loan-to-value  ratios  in  excess  of  60  percent;  25  percent  have  com- 
bined loan-to-value  ratios  above  80  percent;  50  percent  have  combined  loan-to- 
value  ratios  between  60  percent  and  80  percent. 

•  Fleet  Finance  foreclosed  on  approximately  530  loans  in  Georgia  during  each  of 
1991  and  1992. 

•  Because  Georgia  has  been  its  headquarters  for  57  years.  Fleet  Finance  is  the  larg- 
est consumer  finance  company  second  mortgage  lender  in  Georgia,  therefore,  gross 
numbers  of  foreclosures  compared  to  other  smaller  companies  are  misleading. 

•  Fleet  Finance's  policy  is  to  not  commence  foreclosure  until  a  loan  is  at  least  90 
days  delinquent.  During  the  period  of  delinquency,  Fleet  Finance  works  with  the 
borrower  in  an  attempt  to  keep  the  borrower  in  their  home. 

ALLEGATION:  Fleet  Finance  made  loans  without  regard  to  whether  the  borrower 
had  the  ability  to  repay  the  loan. 

Because  Fleet  Finance  loses  money  on  foreclosures,  it  would  not  be  profitable  for 
Fleet  Finance  to  lend  money  to  borrowers  who  lack  the  ability  to  repay  their  loans. 
The  ability  of  the  borrower  to  repay  the  loan  is  established  by  requiring  sufficient 
cash  flow.  The  facts  are: 

•  Fleet  Finance's  underwriting  criteria  require  (and  have  always  required)  a  debt- 
to-income  ratio  of  less  than  50  percent,  as  well  as  verification  of  income  and  ver- 
ification of  employment. 

•  The  weighted  average  debt-to-income  ratio  of  Fleet  Finance's  borrowers  in  (jeorgia 
(calculated  by  including  all  debt  at  origination,  including  the  Fleet  Finance  loan) 
was  approximately  36  percent. 

•  Approximately  62  percent  of  Fleet  Finance's  (Jeorgia  borrowers  had  debt-to-in- 
come ratios  of  less  than  40  percent;  78  percent  had  debt-to-income  ratios  of  less 
than  45  percent  and  90  percent  had  debt-to-income  ratios  under  50  percent. 

•  Fleet  Finance's  delinquency  rates  are  comparable  to  those  found  generally  in  the 
industry, ^^  and,  while  sucn  rates  are  higher  than  first  mortgage  loans,  they  are 
not  substantially  higher.^^ 

ALLEGATION:  Fleet  controls  the  correspondent  lenders  and  brokers  in  a  conspiracy 

to  steal  people's  equity  in  their  homes. 

Fleet  Finance  did  business  with  over  300  third-party  lenders  nationwide.  A  whole- 
sale production  network  is  common  in  the  production  of  mortgage  loads.  This  type 
of  wholesale  network  has  become  the  backbone  of  much  of  the  consumer  finance  in- 
dustry.^* Fleet  Finance  qualified  its  lenders  through  an  internal  review  and  ap- 


^See  Exhibit  8  for  Fleet  Finance's  delinquency  statistics  compared  to  other  industry  partici- 
pants. 

"On  November  25,  1992,  the  Mortgage  Bankers  Association  issued  its  report  on  nationwide 
first  mortgage  delinquencies  and  foreclosures  at  June  30,  1992.  Residential  first  mortgage  loans 
in  foreclosure  were  1.04  percent  of  total  dollar  amount  of  loans  outstanding,  while  90  day  delin- 
quencies on  first  mortgage  loans  were  .78  percent  of  the  outstanding  balance.  At  June  30,  1992 
and  September  30,  1992,  1.98  percent  and  2.04  percent,  respectively,  of  the  dollar  amount  out- 
standing of  Fleet  Finance's  total  portfolio  of  loans  owned  and  serviced  were  in  the  91  day  or 
more  delinquency  category,  which  category  includes  loans  in  foreclosure  (i.e.,  these  figures  com- 
pare to  1.82  percent  of  nationwide  first  mortgage  delinquencies  and  foreclosures  as  of  June  30, 
1992). 

■'*See  note  6  above  regarding  the  growth  of  the  wholesale  component  of  the  consumer  finance 
industry. 
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proval  process.  More  importantly,  Fleet  Finance's  policy  was  to  underwrite  the  loans 
it  purchased,  not  to  rely  on  the  credit  analysis  of  third  parties.  The  facts  are: 

•  Fleet  Finance  was  independent  of  the  correspondent  lenders  and  brokers;  it  did 
not  share  employees,  directors  or  officers. 

•  Fleet  Fintmce  preapproved  loans,  but  this  procedure  is  standard  in  a  correspond- 
ent lender  program.  All  transactions  were  conducted  on  an  arms-length  basis. 

•  Fleet  Finance  terminated  lenders  who  did  not  meet  Fleet  Finance's  standards. 
Most  of  the  allegations  against  Fleet  Finance  have  centered  on  purchased  loans. 

Fleet  Finance  decided  to  terminate  all  individual  third-party  loan  purchases  as  of 
December  31,  1992  as  part  of  its  10  Point  Initiative.  Fleet  Finance  believes  the  pur- 
chase of  loans  is  still  a  legitimate  method  of  doing  business,  but  has  decided  to 
avoid  any  possible  repetition  of  allegations  concerning  purchased  loans. 
ALLEGATION:  Fleet  and  other  bank  holding  companies  engaged  in  a  tactic  of  re- 
moving their  banking  operations  from  low  and  moderate  income  neighborhoods  to 
allow  their  second  mortgage  companies  to  prey  on  borrowers  in  those  neighbor- 
hoods. 

This  allegation  against  Fleet  has  no  merit  because  Fleet  is  prohibited  by  law  from 
owning  a  bank  in  Georgia.  Fleet  did  not  own  a  bank  in  Massachusetts  until  1991 
(when  it  purchased  BNE).  Thus,  Fleet  could  not  have  been  engaged  in  this  alleged 
practice.  Many  other  bank  holding  companies  who  operate  nationwide  would  face 
the  same  sets  of  laws  restricting  their  banking  presence. 

ALLEGATION:  Fleet  Finance,  through  third  party  lenders,  targeted  minority  neigh- 
borhoods and  charged  higher  rates  to  blacks  than  whites. 

Fleet  Finance  does  not  generally  know  the  race  of  a  borrower  prior  to  its  commit- 
ment to  acquire  a  loan.  Fleet  Finance  set  its  rates  based  on  credit  statistics,  not 
on  race.  In  fact,  for  over  35  percent  of  Fleet  Finance's  loans,  it  is  impossible  to  ascer- 
tain the  race  of  the  borrower  from  the  files. 

ALLEGATION:  Fleet  Finance  is  wUdly  profitable  due  to  the  above  alleged  practices 
and  dominates  Fleet's  profitability. 

This  is  simply  not  true.  Fleet  Finance's  returns  on  equity  and  return  on  assets 
are  Wgher  than  Fleet's  banks,  but  not  significantly  higher.  A  consumer  finance  com- 
pany has  greater  returns  than  a  bank  due  to  the  risk  inherent  in  a  consumer  fi- 
nance compan/s  portfolio;  there  is  a  greater  risk  that  credit  problems  could  signifi- 
cantly affect  Fleet  Finance's  profits. 

The  contribution  of  Fleet  Finance  to  the  earnings  of  Fleet  is  historically  8-10  per- 
cent. The  results  cited  by  our  critics  for  1990  and  1991  fail  to  take  into  account  the 
credit  problems  in  Fleet's  New  England  banks  caused  by  the  recession  in  the  North- 
east.^^ Fleet  Finance  does  not  dominate  Fleet's  earnings. 

e.  Fleet  Finance's  10  Point  Initiative.  Fleet  Finance  believes  that  neither  the  above 
charges,  nor  other  isolated  charges  made  by  the  press,  have  merit.  To  illustrate  its 
good  faith,  to  address  any  perceived  abuses  and  to  benefit  its  customers.  Fleet  Fi- 
nance adopted  its  10  Point  Initiative.^®  This  initiative  is  intended  to  aid  those  cus- 
tomers whose  loans  are  deemed  burdensome  without  regard  to  the  merits  of  the 
loan  involved.  It  is  not  an  admission  of  culpability  by  Fleet  Finance  as  our  critics 
might  allege;  it  is  an  important  customer  relations  program  with  the  goal  of  remind- 
ing our  customers  of  the  fact  that  Fleet  Finance  is  always  ready  to  responsibly  ad- 
dress their  problems.  This  Initiative  was  a  responsible  act  by  a  responsible  company 
to  address  an  issue  in  a  responsible  manner. 

The  initiative  provides  up  to  $38  million  in  various  benefits  to  borrowers,  includ- 
ing interest  rate  relief,  a  foreclosure  moratorium,  home  improvement  repairs,  grants 
for  revitalization  of  impacted  neighborhoods,  along  with  other  benefits.  The  Initia- 
tive also  confirmed  Fleet  Finance's  policy  to  discontinue  purchases  of  home  improve- 
ment loans  and  loans  from  third  party  lenders  generally.  Fleet  Finance  also  has 
made  a  total  of  $8  million  available  to  impacted  neighborhoods  for  reinvestment. 
Over  750  borrowers  have  already  been  approved  for  relief  under  the  Initiative,  and 
Fleet  Finance  expects  to  continue  to  provide  the  Initiative  despite  the  efforts  by  the 
plaintifis'  lawyers  who  have  sought  to  enjoin  Fleet  from  pursuing  the  Initiative.  The 
purpose  behind  such  a  move  by  the  lawyers  is  not  concern  for  the  best  interests  of 
the  borrowers,  especially  in  light  of  the  fact  that  no  waiver  of  the  borrowers'  legal 
rights  is  required  to  obtain  the  relief.  The  10  Point  Initiative  demonstrates  Fleet 


"Exhibit  9  shows  the  earnings  of  Fleet  Finance  over  the  past  12  years,  compared  to  those 
of  Fleet  Gains  on  securitizations  also  increased  Fleet  Finance's  1990  and  1991  earnings,  but 
represent  the  present  value  of  future  earnings  which  will  not  be  earned  in  subsequent  years. 

^^The  10-Point  Initiative  is  attached  as  Exhibit  10. 
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Finance's  willingness  to  work  with,  and  resolve  any  individual  abuse  or  complaint, 
whether  allegedly  caused  by  Fleet  Finance  or  otherwise.^'' 

7.  Recommendations  of  Fleet  Finance. 

There  are  a  number  of  steps  that  could  be  taken  at  the  state  and  local,  and  per- 
haps federal,  levels  to  address  those  complaints,  including: 

a.  Regulation  of  Lenders,  Brokers  and  Home  Improvement  Contractors.  The  regu- 
lation of  second  mortgage  market  participants,  including  lenders,  loan  brokers  and 
home  improvement  contractors,  appears  to  be  primarily  a  state  matter.  Fleet  Fi- 
nance welcomes  reasonable  regulation  as  a  way  to  ensure  the  integrity  of  all  partici- 
pants in  the  industry.  Fleet  Finance  is  currently  regulated  in  23  states. 

Current  federal  regulations  include  the  Real  Estate  Settlement  Procedures  Act 
("RESPA"),  which  prior  to  November  1992  covered  only  purchase  money  first  mort- 
gage loans  and  now  covers  all  mortgage  loans,  and  the  Truth-in-Lending  Act 
("TILA")  (as  well  as  state  consumer  statutes)  which  covers  home  equity  loans  and 
provides  a  federal  scheme  for  disclosure  of  their  true  interest  rate  to  consumers. 

Amendments  to  the  TILA  could  be  enacted  requiring  stronger  home  improvement 
contract  disclosures,  such  as  escrow  requirements  (including  standard  provisions) 
and  disclosure  of  whether  the  contractor  is  an  independent  entity  or  related  to  the 
lender^roker  or  other  party.  Additional  statements  could  be  required  to  disclose  the 
risks  to  the  borrowers  of  failing  to  pay  a  secured  home  improvement  loan  (i.e.,  fore- 
closure). With  respect  to  brokers,  additional  disclosure  requirements  could  be  fash- 
ioned under  TILA  for  broker  fees  (lender  fees  are  already  included).  Those  fees  could 
even  be  included  in  the  calculation  of  prepaid  finance  charges  as  an  additional  cost 
of  credit  (despite  the  fact  that  the  broker  is  working  for  the  borrower). 

b.  Role  of  Government  Sponsored  Entities  ("GSEs")  in  Home  Eauity  Lending.  The 
Federal  National  Mortgage  Association  (TNMA"),  Government  National  Mortgage 
Association  ("GNMA"),  Federal  Home  Loan  Mortgage  Corporation  ('THLMC")  and 
other  similar  agencies  could  take  a  more  active  role  in  helping  the  private  sector 
increase  credit  availability  to  finance  company  borrowers.  Home  equity  lenders 
would  benefit  from  additional  liquidity  for  home  eauity  loans.  Securitization  pro- 
vides some  relief,  but  only  larger  companies  have  tne  resources  to  engage  in  this 
activity.  Increasing  the  liquidity  of  these  loans  should  result  in  lower  rates  for  bor- 
rowers. 

The  current  GSE  first  mortgage  program  could  be  expanded  to  help  guarantee 
payments  on  nonconforming  loans  and  junior  priority  loans.  This  step  would  encour- 
age more  capital  to  enter  the  market,  which  should  ultimately  lead  to  better  pricing 
(and  less  cost  to  borrowers).  The  resulting  increase  in  liquidity  would  enable  lenders 
to  use  their  capital  more  efficiently  to  mnd  servicing  and  collection  operations,  in 
addition  to  making  loans,  thereby  permitting  more  leveraging  of  a  finite  amount  of 
capital. 

in  addition,  completion  certificates  could  be  required  from  the  home  improvement 
contractors  to  the  GSE  and  the  lender,  regarding  the  value  of  home  improvement 
work  and  its  completion  (as  opposed  to  the  borrower  certifying  completion).  The 
GSE  and  the  lender  would  then  be  in  a  better  position  to  exert  pressure  on  the  con- 
tractors if  their  work  was  not  done  properly. 

c.  Consumer  Education.  Another  way  to  get  the  federal  and  state  governments  in- 
volved would  be  a  nationwide  education  program.  The  lack  of  public  education  re- 
garding consumer  credit  and  the  lack  of  awareness  of  credit-related  issues  on  the 
part  ofconsumers  is  problematic.  In  many  cases  consumers  are  said  to  have  little 
Knowledge  about  the  available  sources  of  credit  and  how  consumer  debt  burdens  can 
have  an  adverse  impact  on  a  person's  credit  rating  and  standard  of  living. 

In  particular,  borrowers  who  enter  into  debt  consolidation  arrangements  have  cre- 
ated situations  where  they  have  a  very  difiicult  time  meeting  their  restructured  ob- 


^''An  example  of  how  Fleet  Finance's  customers  have  been  used  by  lawyers  who  purport  to 
represent  them  can  be  seen  in  the  case  of  Mr.  James  Hogan  who  recently  testified  at  a  House 
Subcommittee  hearing.  Mr.  Hogan's  attomeys  (Legal  Aid  Society  [Bill  Brennan])  have  refused 
to  allow  Mr.  Hogan  to  participate  in  the  Initiative.  Mr.  Hogan's  home  was  foreclosed  on  when 
he  could  no  longer  make  his  payments,  partially  because  he  lost  his  job  and  was  incarcerated. 
Fleet  Finance  has  offered  Mr.  Hogan  every  chance  to  work  out  a  solution,  dating  back  to  Decem- 
ber 1991.  Fleet  Finance's  efforts  included  working  with  his  social  service  case  worker  after  his 
release  from  jail.  In  addition,  Fleet  Finance  offered  Mr.  Hogan,  in  October  1992,  an  opportunity 
to  participate  in  the  10  Point  Initiative,  but  Legal  Aid  refused  to  let  him  do  so.  Under  the  10 
Point  Initiative  he  would  not  only  have  received  his  house  back,  but  a  loan  at  approximately 
9  percent  interest.  We  have  made  these  circumstances  known  to  Representative  Kennedy  and 
have  submitted  a  written  offer  to  his  counsel  to  resolve  this  situation  with  a  9  percent  loan  for 
approximately  $25,000  (his  loan  balance  was  approximately  $32,000).  Legal  Aid  has  requested 
that  Fleet  Finance  deed  the  house  back  to  Mr.  Hogan  without  consideration. 
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ligations.  Recent  problems  associated  with  persons  selling  debt  consolidation  fee- 
based  services  have  been  reported.  Some  states  have  already  moved  to  license  this 
activity,  but  helping  educate  consumers  will  give  them  the  information  necessary  to 
reduce  their  borrowing  costs. 

d.  Rate  Regulation.  Kate  regulation  which  would  specify  a  maximum  cost  of  credit 
has  been  proposed  in  Geoi^a.  Some  other  states  already  have  such  rate  and  point 
regulation.  Federal  or  state  regulation  of  maximum  rates  and  points  may  result  in 
credit  allocation  away  from  some  credit  needy  persons  and  snould  be  considered 
carefully. 

Mr.  Chairman  and  Members  of  the  Committee,  Fleet  and  Fleet  Finance  are  proud 
of  their  long  and  distinguished  record  of  providing  a  wide  range  of  services  to  the 
American  consumer.  While  Fleet  Finance  stands  ready  to  discuss  any  individual 
borrower's  complaint  to  reach  an  appropriate  resolution.  Fleet  believes  that  your 
Conamittee  can  perform  a  useful  and  important  service  by  focusing  on  the  critical 
role  that  a  well-run,  and  properly  regulated  consumer  finance  company  can  play  in 
providing  credit  to  low  and  moderate  income  consumers,  by  identifying  those  areas 
of  the  consumer  finance  industry  where  state  or  federal  action  may  he  needed  to 
correct  problems  and  by  making  recommendations  regarding  how  the  regulation  of 
the  products  and  services  offered  by  the  industry  can  be  improved. 

Thank  you,  and  we  look  forward  to  answering  any  questions  you  and  the  Mem- 
bers of  the  Committee  may  have. 
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EXHIBIT  1 


FLEET   FINANCIAL  GROUP 
LOW  AND  MODERATE  INCOME  COMMUNITY  LENDING  PROGRAMS 

Flact  Financial  Group  (Fl««t)  has  b««n  vary  active  in 
coBBunity  landing  and  has  had  a  coaprahansiva  and  affactiva 
Comaunity  Rainvastaant  (CRA)  co^lianca  prograa  in  place  for  a 
nuabar  of  yaars. 

In  fact,  Flaet*s  banks  all  received  either  "outstanding"  or 
"satisfactory"  CRA  ratings  in  their  most  recent  exaainations.^ 
However,  in  response  to  discouraging  industry-wide  statistics  in 
1991  and  1992^  showing  that  racial  disparities  exist  in  aortgage 
application  approval  rates.  Fleet  has  stepped  up  its  efforts  and 
is  undertaking  an  aggressive  effort  to  aaXe  its  CRA  and  KMDA 
coapliance  prograas  acre  effective  and  increase  aortgage  loans  to 
low  to  moderate  incoae  and  minority  borrowers. 

Fleet  established  a  corporate  HMDA/CRA  task  force  under  the 
direction  of  Executive  Vice  President  Jia  Murphy.   The  task 
force's  mission  was  to  research  and  study  the  facts  concerning 
the  disparities  in  approval  rates  by  race,  resolve  HMDA/CRA 
systeas  and  reporting  issues,  and  evaluate  Fleet's  products  in 
aeeting  the  needs  of  low  to  aoderate  incoae  and  ainority 
coaaunities.   During  the  first  half  of  1992,  Fleet  coapliance 
personnel,  along  with  outside  HMDA/CRA  coapliance  consultants, 
assessed  HMDA/fair  lending  prograas  at  each  Fleet  bank  and 
mortgage  coapany. 

Although  the  results  of  this  unprecedented  review  did  not 
reveal  any  discriaination  against  applicants,  it  did  show  that 
HMDA  data  collection  and  reporting  systeas  needed  iaprovement, 
fair  lending  coapliance  aanagement  processes  needed 
strengthening,  and  increased  training  was  needed  overall  in  these 
areas.   As  a  result,  a  new  "Centrax"  system  (a  coaputer-based 
data  processing  systea)  was  purchased  which  will  iaprove  data 
processing  and  tracking  and  tiaely  aanageaent  reporting. 

After  discussions  with  local  coaaunity  groups  to  solicit 
their  suggestions.  Fleet  took  action  to  iaprove  existing  bank 
products  to  be  aore  responsive  to  comaunity  needs,  particularly 
in  low  incoae  and  ainority  urban  areas.   For  instance,  flexible 
first  aortgage  products  for  low  to  aoderate  income  borrowers  are 
now  being  aggressively  marketed  throughout  all  Fleet  banks  and 
mortgage  companies. 


See  attached. 


^  Compiled  and  released  by  the  Federal  Reserve  Board  pursuant 

to  the  Home  Mortgage  Disclosure  Act  (HMDA) . 
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In  addition.  Fleet  now  has  dozens  of  affordable  housing 
programs  in  place  throughout  its  system,  and  has  improved  its  CRA 
efforts  as  well.   Here  is  a  summary  of  some  of  the  major 
affordable  housing  and  CRA  programs  in  place  at  our  banics  and 
mortgage  subsidiaries: 

1.    Rhode  Island 

•  Jump  Start  Program;   A  innovative  program  called  "Jump 
Start"  was  initiated  on  January  1,  1992  to  provide  home 
ownership  to  low  to  moderate  income  families.   Fleet's 
Rhode  Island  ban)c  joined  with  the  Rhode  Island  Housing 
and  Mortgage  Finance  Corporation  (RIHMFC)  and 
Commonwealth  Mortgage  Assurance  Company  to  provide  $10 
million  in  low  interest,  no  do%m  payment  financing  for 
first  time  home  buyers  with  income  of  no  more  than 
$23,000  per  year.   To  date,  over  $4  million  has  been 
boo)ced  under  this  program  (see  attached  press  release)  . 

•  Lease  to  Buv  Program:   Another  program,  done  in 
conjunction  with  RIHMFC  provides  financing  to  low  to 
moderate  income  Rhode  Islanders  to  purchase  a  first 
home  through  a  unique  two-year  lease  purchase 
agreement.   Over  $3  million  has  been  committed  to  this 
program  (see  attached  press  release) . 

•  Line-of -Credit  Program:   A  program  providing  a  $1 
million  restoring  line-of-credit,  priced  at  2  percent 
over  Fleet's  pas6boo)(  rate,  was  initiated  to  provide 
construction  and  renovation  financing  to  non-profit 
companies  to  increase  affordable  housing  stock.   Over 
$1.7  million  has  been  used  to  date. 


•     Communitv  Investment  Lending  Program 

On  June  27,  1991,  shortly  after  it  acquired  control 
over  the  banking  subsidiaries  of  the  former  Bank  of  New 
England  from  the  FDIC,  Fleet  initiated  a  $111  million 
community  lending  investment  program  for  low  and 
moderate  income  neighbornoods  and  communities  in 
Massachusetts  as  part  of  a  broader  program  designed  to 
pump  more  than  $500  million  in  new  capital  into  the  New 
England  economy.   This  included  an  $11  million  mortgage 
assistance  program  to  help  homeowners  with  burdensome 
mortgage  loans  (see  attacned  press  release) . 
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Th«  plan,  which  has  been  very  successful,  will  create 
over  1,750  affordable  houses  in  Boston  and  across  the 
state.   It  will  also  channel  over  $7  Billion  to  help 
ainority-owned  and  other  saall  businesses. 

3.    New  York  (Hmv   York  Citv/Lona  Island) 

•  End  Loan  Financing 

Over  the  past  five  years.  Fleet  has  made  a  concerted 
effort  to  becoae  a  leader  in  New  York  City  in  providing 
affordable  housing  and  finance.   Through  Fleet 
Mortgage,  it  provided  approxiaately  $370  Billion  in 
financing  for  the  end  loan  financing  of  approximately 
4,800  units  of  new  1-4  family  housing  in  Brooklyn, 
Queens,  the  Bronx  and  Manhattan.   This  included  end 
loan  financing  for  2,200  units  of  Nehemiah  housing  in 
Brooklyn  by  a  coalition  of  churches  and  synagogues. 

•  Construction  Lending  ProoraB 

Beginning  in  1991,  Fleet's  New  York  City  bank  began 
developing  an  active  construction  lending  program  for 
affordable  housing  by  working  with  the  New  York  City 
Partnership,  New  York  State  and  New  York  City  housing 
agencies,  and  various  for-profit  and  non-profit 
developers  and  sponsors.   In  1992,  $40  Billion  in  loans 
were  booked,  and  as  Buch  as  $100  Billion  may  be  booked 
in  1993. 

•  New  York  Mortgage  Coalition 

On  January  29,  1993,  a  two-year  coaaitaent  was  given  to 
the  New  York  Mortgage  Coalition  for  $50  thousand  a  year 
for  adainistrative  costs  with  the  understanding  that 
Fleet  will  aake  approxiaately  $5  aillion  in  loans  each 
year.   The  prograa  also  include  "second  look"  loan 
restructuring  and  credit  counseling. 

•  Micro  Loan  Program 

A  pilot  "aicro"  loan  prograa  was  initiated  in  the 
ainority  coaaunities  of  Heapstead  and  Clen  Cove,  Lonq 
Island,  with  an  anticipated  coaaitaent  of  $150  aillion 
to  each,  plus  adainistrative  support. 

•  Other  prograns  in  1992  include: 

S5  aillion  in  co-funding  for  the  start-up  of  a  small 
business  developaent  center  at  Pace  University  in 
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Harlem;  a  $10  million  grant  for  neighborhood  housing 
services. 

Naw  York  f Upstate J 

•  Portfolio  Lending 

Fleet  Bank  of  New  York,  in  conjunction  with  the 
Neighborhood  Housing  Services,  developed  a  new 
portfolio  mortgage  product  targeted  to  low  to  moderate 
income  populations  living  in  distressed  areas 
throughout  Upstate  New  York.   A  partnership  of  32 
community  organizations  participate  with  the  Bank  to 
provide  credit  and  homeownership  counseling  and  assist 
in  collecting  potentially  delinquent  payments.   A 
commitment  of  $12  million  has  been  allocated. 

•  "Second  Look"  Program 

In  February  1992,  the  Bank  implemented  a  "second  look" 
program  to  ensure  that  fair  lending  practices  are 
consistently  in  place.   The  "second  look"  program 
entails  a  second  review  of  minority  HMDA  related  loans 
by  a  senior  consumer  officer  before  the  credit  is 
denied  to  a  minority  applicant.   Under  this  initiative, 
the  Bank  considers  all  options  or  restructuring 
opportunities  through  the  use  of  more  flexible 
underwriting  guidelines  to  facilitate  mortgage 
applicants. 

•  Targeted  Advertising/Conununitv  Diversification 

In  1991,  Fleet  Bank  increased  its  emphasis  on  marketing 
which  is  targeted  to  minority  communities.   New  ads, 
utilization  of  minority  models,  advertising  in  minority 
publications  and  the  development  of  poster  ads  to  reach 
our  communities  through  branch  and  neighborhood 
networks  have  been  initiated.   Additionally,  product 
brochures  have  been  published  in  Spanish.   Fleet  Bank 
convened  focus  groups  in  Albany  and  Rochester  in  an 
effort  to  learn  from  minorities  how  best  to  serve 
minority  consumers. 

•  Workforce  Diversification/Outreach 

A  full-time  employee  has  been  assigned  to  recruit  and 
develop  minority  employees.   During  1992,  Fleet  Bank 
contacted  approximately  210  organizations  to  determine 
ongoing  credit  needs  (with  primary  emphasis  on 
affordable  housing)  through  the  Bank's  Direct  CRA 
Calling  Program. 
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Connecrticuti 

•  HART/F-roqr  Hollov  First  Time  Home  Buyers  Proerrari 

In  August  1990,  Fleet  became  a  pioneer  participant  in 
this  Hairtford  program  by  ma)cing  a  $1,000,000 
commitment.   This  program  is  aimed  at  low/moderate 
income  buyers  in  Hartford. 

•  Southend  Institutions  Neighborhood  Alliance 

This  is  a  $1,000,000  commitment  for  home  mortgages  in 
Hartford. 

•  New  Britain  Neighborhood  Preservation  Program 

This  program  is  designed  to  aid  homeowners  for  home 
improvements  with  low  interest  loans  in  collaboration 
with  the  City  of  New  Britain.   Fleet  Bank  has  been 
involved  with  this  program  for  19  years.   The  total 
current  commitment  of  the  banks  is  $600,000,  with 
Fleet's  share  at  $85,000. 

•  Fleet  Banker's  Pool  with  Neighborhood  Housing  Services 
of  New  Britain 

These  funds  are  used  for  the  accpiisition  and  renovation 
of  residential  properties  with  low  rates  and  flexible 
terms.   There  is  a  $1,500,000  total  bank  commitment 
with  Fleet's  share  at  $215,000. 

•  Thomas  Vallev  Council  for  Community  Action 

Through  its  Housing  Advisory  Committee,  TVCCA  is 
involved  with  housing  projects  in  New  London  county. 
Childhood  development,  nutrition  and  neighborhood 
services  are  also  areas  of  involvement.   Fleet  Bank  is 
represented  on  the  Finance  Committee. 

•  Broad  Park  Development  —  Hartford 

Fleet  financed  Jefferson-Seymour,  an  affordable  housing 
project,  in  Hartford. 

•  Fairfield  2000  House  Corporation  fF2HC^ 

Fleet  Bank  has  committed  to  a  Fairfield  County  project 
consisting  of  16  homes  which  are  currently  owned  by  the 
U.S.  Army  and  which  will  be  sold  to  low/moderate  income 
households.   Fleet  Bank  is  represented  on  the  Board  of 
Directors. 


70-832  0-93-12 
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The  Affordable  Housing  Funds  for  Connertieut 

This  $5  million  tax  credit  fund  provides  low/moderate 
incoae  faailies  with  affordable  housing  throughout  the 
state.   It  has  developed  281  units  of  affordable 
housing  and  7  retail  stores  in  four  years.   Among  its 
projects  are  Hartford's  Sigoumey  Mews  and  Bridgeport's 
East  Main.   Fleet  Bank  is  represented  on  the  Board  of 
Directors. 

New  Haven  Infill  Program 

In  collaboration  with  the  City  of  New  Haven,  Fleet  Bank 
has  committed  $1,000,000  to  provide  home  buyers  with 
mortgages  for  homes  constructed  on  vacant  lots  in  the 
City. 

Fleet  Bank,  with  Legislative  leaders,  created  the  State 
Home  Mortgage  Task  Force,  made  up  of  community  leaders, 
public  officials,  mortgage  lenders  and  banks.   From 
this  group  came  several  home  mortgage  initiatives: 

A  state  law  that  permits  interest  in  real  estate  escrow 
funds  to  be  used  for  private  mortgage  insurance.   The 
Connecticut  Alliance  of  Homeo%mership  Opportunities  was 
then  formed  to  purchase  these  loans.   $16  million  was 
committed  for  this  purpose  by  Hartford  insurance 
companies . 

A  Review  committee  has  been  created  to  monitor  minority 
mortgage  applications  and  analyze  results  on  an  ongoing 
basis. 

The  State's  Mortgage  Down  Payment  Assistance  Plan  has 
been  rejuvenated  and  the  Department  of  Housing  has 
taken  •  more  aggressive  approach  to  utilizing  funds 
available. 

A  centralized  approach  to  First  Time  Home  Buyers 
education  programs  is  being  developed. 

CHAMP  (Connecticut  Hoacbuyers  Affordable  Mortgage 
Program),  a  program  of  flexible  credit  standards  and 
low  down  payments,  was  created.   This  program  has 
coaaitaents  from  banks  statewide  of  over  $75  million. 
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•  Port-Lender  Honeovnershio  Pro-iaei; 

Fleet  BanX  is  among  five  Maine  banJcs  who  have  each 
pooled  $250,000  for  the  Port-Lender  Hoaeownership 
Project,  a  pilot  hoaeovner/ landlord  prograa 
administered  by  the  City  of  Portland's  Coaaunity 
Oevelopaent  Office. 

The  project  represents  a  significant  public/private 
partnership  between  the  banks  and  the  City.   The 
prograa 's  goal  is  to  iaprove  the  stability  and 
livability  of  1-4  unit  properties  in  Portland's  older 
neighborhoods  by  increasing  owner -occupied  properties 
and  renovating  local  neighborhoods. 

•  Citv/Ban)c  Housing  Rehabilitation  Loan  Prooraa 

The  City  of  Portland  annually  receives  a  Coaaunity 
Developaent  Block  Grant  under  Title  I  of  the  Housing 
and  Coaaunity  Development  Act  of  1974.   As  part  of 
their  Coaaunity  Development  Prograa,  the  City  assists 
low  and  aoderate  income  property  o%mers  in  the  City  of 
Portland. 

Fleet  Bank's  participation  is  to  provide  one-half  of 
the  amount  of  a  housing  rehabilitation  loan,  aatched  by 
a  loan  of  a  similar  amount  by  the  City,  for  eligible 
one-to-eight  unit  properties,  containing  a  majority  of 
households  with  low  and  moderate  incomes.   The 
aggregate  amount  the  bank  agrees  to  lend  annually  is 
S200.000.   Presently  Fleet  bank  has  22  loans  totalling 
$95,000.00. 

•  Banoor  Hvdro-Electric  Company  Residential  Conservation 
Loan  Program 

The  purpose  of  the  program  is  to  provide  low  cost  funds 
to  Bangor  Hydro  customers  for  rehabilitation  for 
reducing  electrical  consumption/costs.   Fleet  has 
renewed  its  coaaitment  to  this  prograa  for  1992-93,  and 
is  the  only  participating  lender  underwriting  these 
reduced  rate  low  cost  loans.   Current  voluaes  as  of 
9/13/92  are  21  loans  at  S72,0O0.0O. 

•  Western  Maine  Land  Trust.  Six  Unit  Low-Low  Income 
Affordable  Housing  Project-Porter  Hill  Fanninoton 

Fleet  has  coaaitted  to  finance  a  $75,000  one  year 
construction  loan  for  three  of  the  units,  and 
subsequently  finance  the  units  (through  FREF) .   MSHA 
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Exhibit  2(b) 
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E;ihibit  2(a) 

THE  TOP  25  SECOND  MORTGAGE  LENDERS.  6/30/92  IMMsurad  by  Ouittandinga) 

(Dollars  in  Thousandc:  Sacuritizad  Loans  AWE  Ineludad) 
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•  Over  S7  million  in  lines  of  credit,  equity  invescments.  and  grants  to  agenaes  helpinc 
small  businesses  m  minoncy  and  low-  and  moderate-income  areas.   These  hinds  wiU  be 
allocated  to  Massachusetts  and  Gty  of  Boston  small  busmess  programs. 

•  Over  SI  million  to  improve  access  to  credit  and  the  hill  range  of  banking  produas  and 
services  in  the  Qty's  mmonty  and  low-  and  moderate-income  neighborhoods  The 
funds  will  be  used  for  opening  a  fuU-service  branch  office  m  Egleston  Square,  a  bank 
loan  production  office  in  Grove  Hall,  and  two  ATMs  in  areas  which  would  include 
Egleston  Square  and  Grove  Hall. 

In  addition,  funding  will  also  be  provided  for  active  marketing  and  advertising  to  bnng 
technical  assisunce  and  informanon  about  banking  services  to  low-  and  moderate- 
income  neighborhoods    This  will  help  promote  iportgage  refinancing  for  any 
homeowner  burdened  by  high-rate  mortgage  loans.   Working  with  the  community,  the 
bank  will  also  develop  and  implement  programs  dealing  with  home  improvement 
contractors  and  fmanang.  and  as  well  as  with  small  busmesses  m  low-  and  mcderaie- 
income  areas. 

•  Upon  acquirmg  Bank  of  New  England,  Fleet  will  begin  a  program  of  continuous 
outreach  statewide  to  community  and  government  leaders  m  order  to  complete  a 
comprehensive  community  mvestment  plan  by  September  30,  1991.   Charles  J 
O'Connell.  executive  vice  president  with  23  years  of  vaned  expencnce  at  Bank  of  New 
England,  will  be  desigruted  to  manage  the  program.  He  will  be  assisted  by  Ronald  L 
Walker  II,  assistant  vice  president  and  CRA  manager,  who  will  work  with  O'Connell  tn 
maiuging  the  bank's  CRA  effort  and  serve  as  the  principal  contact  for  CRA-related 
issues. 

Walker,  a  former  Bank  of  New  England  credit  analyst  who  will  return  to  the 
Massachusetts  bank  from  Fleet  Bank  of  Rhode  Island,  direaed  the  CRA  program  at  t.'ie 
Rhode  Island  bank.  That  program  recently  received  the  highest  possible  rating, 
"Outstanding  Record  of  Meeting  Commumiv  Credit  Needs."  from  the  Office  of  the 
Comptroller  of  the  Currencv.  as  a  result  of  the  bank's  CRA  Performance  Evaluation 

Mortgage  Loan  Assistance  Plan 

Reet/Norsur's  SI1  million  Mongage  Lojn  Assistance  Plan  is  intended  to  adcres- 
problems  of  low-income  and  mmoriiv  homeowners  who  received  burdensome  mor:cJCf 
loans  from  private  mortgage  companies  *»  hich  obtained  financing  from  Fieet  anc  5ar»  o: 
.\cvt  England. 

The  objectives  of  the  plan  are  lo  allow  eligible  borrowers  with  burdensome  rrcr-rj:-.' 
loans  to  keep  their  homes,  complcic  jn\  repair*  of  home  improvements  bargainee  ;:•  r-" 
not  completed,  and  prnvidi-  financing  on  afiordabic  and  equitable  terms 

The  bank  intend.^  to  establish  immpdiatcU  a  panel  consisting  of  two  memDer>  .      -•. 
Citv  of  Boston,  a  member  o:  tnc  .Massjcnuictts  Community  Invesiment  Coaiitior   .: 
member  of  Massachusetts  bunkirp  Council   ana  a  member  from  Fleet     The  pane    >% 
oecide  which  homeowner*  itv  en^ion  lo-  imoncul  assistance  according  to  tnc  pi^r 
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The  bank  is  providing  SI  million  to  wnte  down  mortgages  to  affordable  levels  and  SIC 
million  for  beiow-market-rate  mortgage  assistance.   The  bank  will  also  make  available 
SIOO/XX)  for  legal  assistance  to  eligible  borrowers,  and  will  suppon  comprehensive 
Massachusetts  legislation  to  regulate  home  improvement  conoaaors  and  pnvate  mortgage 
companies,  and  to  curb  burdensome  mortgage  lending. 

Commenting  on  the  company's  program,  Murray  said.  "As  Fleet/Norstar  prepares  to 
enter  Massachusetts  markets  in  a  ma)or  way,  we  have  not  forgotten  the  needs  of  low- 
income  and  mmonry  neighborhoods,  as  evidenced  by  our  commitment  of  SlOO  million  to 
aid  low-  and  moderate-income  and  mmonty  consumers,  and  by  our  related  efforts, 
amountmg  to  an  additional  commitment  of  more  than  Sll  million,  on  behalf  of  people 
who  may  have  burdensome  mortgage  loans."  , 

He  said  Fleet/Nonur's  commitment  extends  beyond  Massachusetts  to  all  of  New 
England  and  New  York.   "Our  commitment  also  extends  beyond  special  corporate 
citizenship  programs  to  include  the  day-to-day  business  of  banking.   We  mtend  to  continue 
serving  New  England  and  New  York  as  a  ma)or  provider  of  business  loans,  first  and  second 
home  mortgages,  student  loans,  and  the  broad  range  of  financial  services  necessarv  to  help 
fuel  a  recovering  economy." 

Murray  also  commented  on  Fleet/Norstar's  pending  acquisition  of  Bank  of  New 
England,  noting  that  "we  are  making  excellent  progress.  The  acquisition  is  solidly  on  arget. 
and  we  expect  to  wrap  it  up  by  mid-summer,  as  planned." 

Toward  that  end.  Fleet/Norstar  has  raised  more  than  S500  million  in  capital,  "and  our 
parmer.  Kohlberg  iCravis  Roberts,  will  bnng  another  S280  million."  Murray  said.    "All  told. 
Fleet /Norstar's  amval  m  Massachusetts  will  bnng  half  a  billion  dollars  of  new  capital  to  the 
region's  economy." 

When  it  is  fully  deployed,  a  "capiul  infusion  of  this  magnitude,  coming  at  a  v.me 
when  the  New  England  economy  appears  to  be  turning  the  comer,  holds  out  a  great  deal  of 
promise  for  employment  in  Massachusetts,  for  new  small  business 
development,  for  housing,  and  (or  many  other  ingredients  necessary  for  the  evenr-ia, 
economic  revitalization  of  the  Bay  State."  Murray  said.   He  added  that  Fleet/Norsta.- 
through  Its  acquisition  of  Bank  of  New  England,  expects  to  play  a  leading  role  m  tne  \cv 
England  economy's  turnaround 

Reet/Norstar  Fituncial  Croup  is  a  diversified  fmancial  services  company  hstec  or.  ;.-.e 
New  York  Stock  Exchange  (NYSE— FNC)    Fleet/Norstar  has  approximately  1,000  otfices 
nationwide,  and  manages  the  three  Bank  of  New  England  bridge  banks.   Reet/Norstar  5 
lines  of  business  include  commercial  and  consumer  banking,  mortgage  banking,  con-iume' 
finance,  asset-based  lendmp.  trust  banking,  student  loan  processmg,  and  mvestmen: 
bonking 
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Fleet/Norstar  Unveils  Sill  Million  Massachusetts  Community 

Investment  Program;  Includes  Plan  to  Help 

Residents  With  Burdensome  Mortgage  Loaiu 

BOSTON,  June  27,  1991:    After  several  months  of  planmng  and  discussions  with 
banking  and  community  leaders  throughout  Massachusetts,  Reet/Norstar  Fiiuncial  Group 
today  unveiled  a  $111  million  community  investment  plan  for  low-  and  moderate-income 
neighborhoods  and  communities  in  Massachusetts  as  pan  of  a  broader  program  that  wUI 
pump  more  than  S500  million  m  new  capital  into  the  New  England  economy. 

The  company's  program  includes  an  SU  miUion  financial  assistance  package  for  low- 
and  moderate-income  homeowners  with  burdensome  mortgage  loans. 

Terrence  Murray,  Fleet/Norsur  chairman  and  chief  executive  officer,  said,  "Our 
Massachusetts  Commumty  Investment  Program  goes  well  beyond  simple  compliance  with 
the  Community  Reinvestment  Aa.    It  commits  substantial  human  and  capital  resources  of 
Fleet/Norstar  to  economically  develop  the  communities  we  serve,  as  well  as  the 
individuals  and  families  who  live  and  work  in  those  communities." 

The  first  pan  of  Fleet/Norstar's  program  is  a  SlOO  million  "Fleet  Community 
Reinvestment  Plan"  for  Massachusetts,  which  wiU  be  effective  upon  Fleet/Norstar's 
acquisition  of  the  Bank  of  New  England 

Fleet  Community  Remvestment  Plan 

The  plan  will  a-eate  over  1.750  affordable  houses  in  Boston  and  statewide.   It  will  also 
channel  over  S7  million  to  help  minonty-owned  and  other  small  businesses  in  Boston  and 
other  Massachusetts  communities.   And  it  will  bnng  bank  offices,  ATMs,  and  banking 
services  to  Boston's  minority  neighborhoods,  providing  access  to  credit  and  information 
about  fiivancial  assistance. 

Highlights  of  the  plan  are. 
•    S91  million  to  increase  prtiduction  of  new  affordable  housmg.  help  rehabilitate 

properties  for  use  as  affordable  housing,  and  provide  low-mterest  mortgages  to  hrst-time 
homebuyers  or  homeowners  who  were  hurt  by  high<ost  mortgage  lending  practices  in 
Boston    The  ma)onty  of  these  funds  would  be  channeled  through  existing  public  and 
pnvate  housing  fiiunce  agencies  such  as  l^e  Massachusetts  Housing  Parmership 
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LOW  INTEREST  REVOLVING  HOUSING  FUND 
FACT  SHEET 


LEaahtithTxaiof»towtnt«qiRgvqi»intHotgavtFuodfau«c^Rhodelil»irt6Mtdi¥w»^fffajuiiii».iuiygtrt^ 
in  f\mrcni  low  e  ondoiK  incnme  jemiena  tl  hcxiurx  pnjccs.  Lew  o  aoSaut,  inocxnc  pawns  meint  ..onOci  of 
hauiehcids  wt^  inooraex  be>7«  IO%  (/ rruiiw  tncsTTK  fff  tfw  hnuiehold's  aaz.  Thtt  foul  s  menCad  u 
GUBfli  bousnc  Bid  BOtsB  add&aonal  houant. 

I.ToalFmi:  SIIXPJOD 

l.MuBnsndoOirirnouBipa-projeR,  SlOQjOOU 

3.1LBC  Faadu2%(^ivaieReaNaiar«lBii\kpusbcDkwvin^nK. 

i.  RfS  ODT^ifc  Ions  BTofinaaoTf  wUJ  na  be  nuuoBd  u:  tes  fund. 

Q.  Tits  fond  «vi]l  bo  »lfflini<tcz«l  ucluin(  tfc  foC<>>>nn(  tenetit  pc/vncten: 
!.  Eicb  aon-pto&i orpviiaean  mus  hive  a  feCotl  ax  eccqpi  taui. 
2.  Eicb  noA- pnfit  must  havT  a  Bout  uf  Dnficn 
l.E«i&aQcypro£iinu0hav-eanaccaurivuprTpu«ainnuii  irUditariHebsii990iipat 

4.  Each  tndviduBl  prejcci  QLSi  be  ip9o««d  by  r««  Nuorul  Bank. 

5.  Smdsd  hnk  ausla  wtO  be  tool  Q  th«  approk^  procest. 

&  nABclai  dua.  plim.  speoflcioaas.  (ppnutb.  oc.  «11J  be  reqdred  OQ  111  pnposod  preieca 

7.?H(,'w.xi  wvmBiwiiiiTiJte^KoftaigfnBDyreadamJvaraL 

L  hpjea  fvndiac  ^»iU  be  an  •  #Mn  C01D  faaxx  normftHy  not  loetfeed  one  ;r«ar. 

9.  It  iiciTecud  ihu  (^ayncr*  will  he  nmie  (isou(h  ki\{ ',rn  fvinon;  £(  ;Rv«ilint  rates. 

IQ.7^  KXiTce  of  rcpiXirau  iTEiS  be  defined  u  Cie  tnoepoon  of  tftt  prajer. 

&  sew  oavrecon,  inouding  tacU  a3;i£j.aon 

b.  rehab 
11  Ctin^orumnu  iMd  Coopenavcj  wiU  be  zsntu^-sd 

13.Can8icunRVs:beipprcMcdb)ritieh3nir  CsuinMrfw  mw  hertcnr.  hy  oem^cricrmftaoan 
14.  Adoquue  Cat  andUitilny  munnce  ouw  be  provujedtnaoi  Oie  mccpacxi  of  iheproiect. 
li-Dubmenma  wiU  teinade  in  tccaTlina:  wu/i  Fka'inpjlarpnxsd'.au.  ladtitncj^.eiiBUi  duburoienu 

bMed  on  tfic  paB»U|c  of  eamplcQon  of  oe  pRiyco. 
16.  HrryrfT  lorponiKwrt  lonf  wm  iVnaneui|  w%Ji  be  ooru.docd  by  Hoe:  N«Bnn»;  Bank  on  m  mdivioua;  basj.  lor 

dsxr  *A  indivkUoJ  or  1  non-preCi  ODrnnuauy  poup. 
IT.Ten  pomior  cf«  sal  kan  cBi  tB  ned  for  t9  frov  nxncr. 
J 1  Reel  N  ttonjl  a*nk  wii  pK^,«jc  uvond  «av>cei.  So  f eo  will  be  chaaeo  wim :)«  ettrpoon  of  )es»i  feci. 
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jtabmrt  w.  l«tt9««.  Jr.  «mc€KTi«u.  lorroacE 

OiracCor  «<  Cesporata  CeaEsunicatlons  | 

«nd  S«iiior  Vie*  lrMld«BC 

(401)    a7«-S87f 

Vazy  V/BCC 

^••iatant  Tlet  Praaidaire 
(401)    37»»«240 


pevolvi-nq  itQuainq  fund 

i 

i  PTovioaiiea,  K.X.,  Cetebar  3.   198t:     rlaat  V«tienal  tank  vuiouneatf  t^a 

.  iAtredoetioa  of  a  $1,000,000  lev  incarasc  rwelvlng  beuaiag  fuQd  Sor 

:  ranovaciena  or  eens«raetieo  pre?  acta  that  viU  b*  »ad«  avmllabla  to  th« 

';  rcata'a  neo«preftt  ergaaisatieaa. 

To  auppen  thasa  eeasaniry  9Tomp9  in  ?lnanein9  lew«  te  aodazata-iAcasa 

raalAantlal  houaiiiq  prejaeta,  tb«  fund  e££«ra  a  Cljcad  rata  at  3%  ovar  tAa 

I  n«at  Matieaal  Banlt  paaaboek  a8vin9s  rata.     Tba  fund  also  la  Lntandad  to 

1  praaazva  axiating  beuaing  aa  vail  aa  eraata  ■ddieianaX  building 

;  eppertanitiaa. 

I  Ddnnis  K.  Horphy,    aanier  viea  pr»aldant  eS  ?Iaat  national  Bank,   in 

aiaieuncia-;  thia  pragraa  aaid.   *v«  raeo^nlsa  tha  oaad  for  affordabla 

-heaaLnq  for  low-  and  Bodaxmca-lneaaa  faaillaa.     Ma  eenaidar •  tAla  fund  « 

iatap  la  tba  rlffttc  diraetion  in  aaaeln^  th«  cradit  naada  of  aen-profit 

I etvanisatlena. " 

I         Kapraaaatativaa  of  araa  eevnmlty  groupa  aaalatad  in  tba  davalopaant 

lef  t&e  pregraa. 

riaot  Maelonal   Bank  ia  a  autosidiary  of  Flaat/lcoratar  riaaneial  9nup 

;(irtlt-rK6) ,   a  t2S*toiXLloA  divaraiflad  national  financial  aarvleaa  eoapany 

liatad  on  tba  Maw  York  Stock  Bteaanga.  vltn  dual  baadqoartara  in  Albany 

aad  Providanoa.      riaot/Meratar  has  about  1. 000  effieaa  in  40  atataa. 

riaat/Noratar'a  liaeo  of  buainaaa  irsluda  ooaaareial  and  conauaar  banking. 

txaat  bankiBQ,   aorsga^a  bankir««  and  r«al  aacata  landing,    conauaar  finaaca, 

aaaat-baaad  landlag,    atudaat  lean  procaaainq  and  invaataant  banking. 
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Bmca  P.  Crooks  Sb«ila  Dvvin  McDonald 

Vie*  Pr«sid«nt  Accia^ant  Vic*  Pr«Bid«nt 

(401)  37|-«a41  (♦01)  3-7«-«32S 

fir^   WXTTOWXL  mXKT  XWP  v^nK   tstamp  bottsiitc  xmioxisct: 
TO  PROKon  xyyrprawLZ  Hougrwc 

?rovld«ne«,  R.I.,  )Urcb  6,  1990:  Fleet  {rational  Bank  «nd  Rhode 
Island  Bouainq  and  Hcrtqage  Pinanca  Corporation  (Ithode  Island 
'  Housing)  have  davalcpad  a  n««  loasfr-purchaaa  partnars&ip  dasignad  co 

enable  lov-  and  aoderate-incoB«  Rhode  Islanders  to  purchase  a  first 
I  home,  it  waa  jointly  mnnemncma  today  by  Governor  Bdward  0.  DiPret*, 
'Robert  J.  Ilggiiis,  preeident.  rieet  National  Bank,  and  Michael  S.  Van 

I 

Ibeeateo,   cbairaan,   Rhode  Island  noosing. 

i 

"This  is  a  unique  and  innovative  partnership  developed  to  seat 
'housing  needs  on  a  statewide  baaia,"  said  Riqqins.   "TDrough  the 
leoKbined  efforts  of  Fleet  and  Rhode  Island  Housing  over  the  past 
iseveral  sonths,  this  prograa  haa  been  designed  to  enable  householcs 
with  yearly  incoaea  ranging  fros  the  high  teens  up  to  the  atatevlde 
■edian  incoaa  to  hevo  tn*  opporrunley  to  ovn  hOMe." 

Governor  OiPrete  said.  "The  ultiaate  beneficiaries  of  this 
publio/private  partnership  will  be  the  Rhode  Islanders  who,  for 
ihe  first  tise,  hav«  a  aolid  opportunity  to  own  a  home.   In  th«  face 
of  a  tough  bousing  sarket,  we  concinue  to  find  suceessful  foraulaa 
for  helping  faa.iliee  struggling  to  graap  hoseovnership,  and  thia  new 
leaae-porchaae  prograa  will  oor.einu*  our  racord  of  achievesenc. 
Moreover,  the  partnership  of  thoac  satcing  this  new  prograa  possible 
clearly  eaphasizee  the  shared  reapcnaloility  of  public,  privet*  and 
nonprofit  eatities  in  providing  decant,  affordable  hoaas  for  our 
resadents.* 

(sore) 
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your  dBwi  parmtm  «nd  dwn^  eont.  TIm  E*^  fMoHi  S  •  grcv  tsMl  b  2  pvowi  or  m« 
purtfMM  pho*  ue  V  tt.OOO    rtMfs  ean  •  at  an  annual  Mroantapa  laM  tt  9  paroam  rttfaat 
wttfi  •  1S-y«ai  D«)rmani  tctiaOiM.  howrrar.  ^laat  nurvm  aw  ngm  »  tm^tn  y«u  «  pay  off 
ma  MP  «Ar  10  yaarv. 

Al  etwr  Hhada  Wand  Hausme  Fhai  Homat  Piaoram  npulalana  ano  aagtolnr  pwdaanaa 
Htauding  itia  feAoaiog 


Racapiura  Fm  •  A  faoaia  iRS  rum  wtuoi  «ouid  ta  y«i  onty  •:  you  Ml  your  rtema  w«h«>  nto« 
yaara  o<  purehasa.  your  itcD'na  metaasaa  gratffr  durnip  n*"  '"^  "^  79i  raahia  a  b^  pfofit 
en  Bia  Mia  a<  yewr  nam*    You  woiAo  pay  «*a  Warioif  fw  to  aw  tRS  ■  ffta  vw  you  m"  y«ur 
hema.   Cnaeft  with  your  naaso/  or  ^ib*«  (or  mow  wuemvaflen. 


AnemaCliiy  Mongiot:   it  y«w  ••>  or  tr«iftji«  y«tf  ho.<na  wiMm  15  yaon.  y«M  muR  pay  nnodi 
laund  Houtmg  an  •!<»»  t^v  «  2  panMit  oi  t««  sata  pnca  at  aspraut  vama    itowanr.  it 
ma  sata  pr«a  w  appfwtad  vaiu*  •  wtmti  Rtiom  itand  NDufinc'a  HomaewnaranQ  AflwaabiiTy 
tndai.  or  purenaaa  pre*  WMii.  «  ma  una  ot  uti  or  vanalar.  no  paynani  w«  bi  roqulrao. 

Vou  •««  w^mttm  tein*  H  tong  aa  you  Nawa  yot^  Ahodo  latanrt  Housing  menpaea- 

Hew  aiweh  can  1  borroar? 

Itm  amount  you  can  bon^tr  oapandi  on  yowr  Vrana    >>ooaiaf.  *t*  pytcnaaa  prna  Bn«ia  vm 
fia«J78  tor  an  aiiating  aineio  tamly  nouM  v  aone*.  ti30.2M  lor  a  naw  tmgH  (amiiy 
not/aa  or  eomo  and  $14I.I7S  tor  an  aaatin«  tao>«m»y  nouM. 

Proporvea  oMt  mora  V.an  »»o  unn  or  taaa  axa.tndUda  storas  oroieoaa  ara  net  aigMa.  -  -  - 

Hew  do  I  apply? 


CaA  na*(  at  aat  7ni  u  ahum  a  iegi»t(«faen  (^^moof    Tna  bonk  mt\  aeeaoi  )uft  79 
aeP«caiton».  whicn  «ft  o«  iA*n  on  a  fww-OBnw  (Vtt-M-v^a  basis.   You  muu  har*  a  slgnafl 
purorvaa  and  uIm  aer*«meni  in  ordar  w  oottT  i  rtgtsitabon  nunttar 


•  T»»  amm/  nwiviuy*  Hsm  (MP»)  a  6««0  a«  «»  wnxruiiii  «w  p*rn>wv  or  w» ao«w  sm^ 
Monp*^  MaurwK«  ar  elotwp     for  mr*>  H.OOO  tm^ii»»   k*  tnt  H  ptfimnut  ooutf  M  <S  a>  p» 

MnA  at*  lit!  10  7«  pa/wwiW  vvwM  M  M.af  aw  /nn«r»   ffia  »vtf  M  Mf/fwns  aaMa)  M  ML  IS  par 
*•••  •"*  *•  '•'"•■■a  ^r*«ano  a«v«  M  at  ^(  pv  <np(vin    fc»  Mtmfaf  i^irtar  naaa  »««i  /ov  msu/e 
0mr  momtnt  mar^agt  •wtcmnaa  a<«*  raobxM  Mcrvvt. 
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htt  Rhode  Island  Housing  r/e«t  Bmnk 


JUMP  START 


J«nuary  !.  1*92 


JUMP  STABT.  TM£  W  DOWN  PAYUENT  PROGRAH 

prooram  naips  «ir-lin#  nowtowywn  wwwui  •noufln  c»i«  »  <»»*  atx*  p«ym»fn»  *nd  cJotng 
ooss     I"  ado**!*  «  «  »«-«M«»*«-««H  firti  mDrtgag*.  buif»«  m*r  09«w«  w  m»f*jth»«. 
o«t«»T«tf-0»f«»nt  Moend  n»ng»©»  ««  •  fli'"  o»  i»  B  «1.000  •o«n  Wtodi  iiUiwi  Mou»inQ  -i* 
a  S  psroant  •viuai  peroantiQe  raia  teafl  "WR  PW»t  Bat*.  Wnanrt*Q  w«  t»  biMd  on  n««o. 
Burart,  i»fw  musi  apply  OUQugh  Piaat  an:  naad  a<  laan  RM  is  pay  <ar  a  cadi  repon  ard 
apgraisaL 

Jump  sun  ft  oflarad  trwough  a  pamartn*  b«t«a«n  Rhoda  latind  Houslie.  Plaai  and 
Commonvaaim  Mengasa  Awwici  Co«np*ny  (CUAC). 

Am  I  •DglM*  tor  a  Junp  Start  aortoao*?  .  .   .     , 

You  aiiat  6a  •  fc«w|m«  honwbwra'  Thd  k  ioi"aon«  whs  haa  na*«f  eanad  a  homa  v  has  not 
Had  an  ownarvnp  anaratf  in  f>»  a*  ftar  prvnaiy  f«»flanoe  lor  tha  paat  tnraa  yaart. 

You  nvti  oa  tiwiih'*  •  coma  vp  wni  anougft  n«ncr  ''o*"  M>'*iQa.  0"^  ^  ^i^  lAiTCB*  e  oo««r 
VM  dOMnpavnom  aitd  do«*io  ooa«.  oatad  en  •  Anod*  i««^  Housng  aaaati/riiirr  i««. 

You  muK  not  QuafUr  (w  any  orta«  W«dt  Otand  Hous>%  prevram. 

Your  houiahoia  Inaome  can  ba  ne  moft  ffian  t?3.0OQ. 

now  ae«a  Jump  Start  avrtrf 

Thiouch  Knoda  laiand  HounnQ't  »nt  HemM  Prognrn.  atg.tte  buyarc  may  qutfly  tot  a  im; 
motpaga  wSi  an  Mi«i«ai  rat*  ovgcwiAp  <i  4  4S  persa"*    This  ■•  ■  90  yaa;  toan.    For  yaafc 
1-2.  tna  intartai  rata  «a  p*  4  49  paiem     ^o'  r**'*  3-'-  c'**  '■*  **^  d"  S"*^  parcam.   For 
yaa'a  (-4.  dia  rata  wtn  p»  1.43  patcvni     F«'  ya«rt  7-30.  ma  nia  i><l  da  7.45  percant ' 
Evary  taan  «•  raqui^  piivata  manBapa  ru#anoa  trvougn  CMAC. 


Tha  Corpotafioi* }  aaoond  raangtgt  p'oq'vm  •>!  M  wMd  to  hec  aaap  tfia  momhly  molpaQa 
paymanti  atouMia.  Tho  mutnjt"  loan  imoun  «  1  s  oacarv  of  ma  pimAaaa  p«a    Hd 
paymantt  v%  raquiiad  on  ii«  iM«'«ai.ft««.  *ii«nr  lacono  monpapa  durtig  me  ma  of  ma 
loan:  noaiavar.  Iha  monpa^a  mwr  ba  r«o«4  o'**^  v«a  noxaa  <«  aotd  or  iranttartaa 
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Fleet  Financial  Group 
Current  BanX  Federal  CRA  Cxaa  Results 


Fleet  Bank  of  New  York 

Fleet  Ban3c 

Fleet  National  BanJc 

Fleet  BanX,  N.A. 

Fleet  Bank  of  Mass.,  NA 

Fleet  Bank  of  Maine 

Fleet  Bank  -  N.H. 


Outstanding 

Outstanding 

Outstanding 

Satisfactory 

Satisfactory 

Outstanding 

Satisfactory 


12/16/91 

5/18/92 

10/29/90 

9/18/92 

2/28/92 

7/16/90 
8/12/91 

4/22/91 
4/13/92 
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Footnoias  from  pravievis  p«9c: 

^  Federal  Reserve  Board  Bank  HoidmQ  Comoany  repons  iy-9  Safias) 

2  FOlC  Call  &  Income  Reoorts 

3  Thrifi  Ouarterly  Tinanaal  raponc  for  revolvmo  HEl  amouni.  SMR 
conipuier  estimation  model  for  ciosed-ena  teconds 

*  Credit  Union  Semi-Annual  Financial  Reportt 

^  Faderai  Reserve  Bolletin,  edjuited  by  SMR  lo  rtmove  estimated  amounts 
Diat  are  not  second  mongages.  also  SMR  interviews  end  SEC  documents; 
includes  investment  banka 

6  Public  securities  outctanding:  Moody's  investors  Service,  Standard  & 
^oo''s.  company  reports 

7  SMR  interview 

B  SMR  estimates  and  Census  Bureau  Reports:  category  includes  realty 
firms,  builders,  home  improvement  companies,  and  other  lenders. 
Note:  Data  do  not  include  esiimatsd  amounts  for  loans  held  by 
individuals,  where  IRS  data  ere  too  insoecific  to  allow  estimates 


Second  Mongaqe  Outstandings.  1985  to  1992 
(Dollars  in  Billions) 
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Hew  EouhT  Un—  ol  CfdK  Out«fwdinq.  1983.1t9a 
(Dollars  tn  BUIiens) 
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Ptrcint  of  S«cond  Mortgage  OoNtr  Volumo  OMn«u««it  In  th«  U.S.,  1984-1991 
(NA  mtans  ^tot  Available.  'DatinQutncy'  Mians  Ail  Loana  30  Otya  or  More 
OQiinouentl 
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Exhibit  3 

FLEET  FINANCE 
UNDERWRITING  GUIDELINES 


CLASS  Af 

All  ertditor*  report  1-1  (1  x  30). 

No  bankruptcy  tilings  and  no  coUactiona  or  judg*m«nts. 

Ownar  occupiad  proparty  on(y 

Minimum  3  yaars  homa  ownarship  axcapt  tor  purchasa  monay  first  uma  buyars. 

MinirTMm  3  yaars  amploymani  history,  sama  Una  ot  wwrk. 

Maximum  dabt  raoo  ol  40%. 

Minimum  proparty  valua  o(  S60.000. 

No  condos.  rantal.  or  rural  propartws. 

11  saM-arrQioyad  must  ba  m  prasant  Dusinass  at  laast  4  yaars.  decraasa  LTV  by  S%. 

CLASS  A 

0  X  60  on  all  mortga^a  ratirtgs  for  last  1 2  months. 

All  instailmant  craditors  and  maior  cradit  cards  rapomng  l-i  and  1-2  ratings  lor  tha  past  36  months.  Oarogatory  ravolving 

cradit  at  Plaafs  discration. 

No  bankruptcy  filing  dunng  tha  past  5  yaars.  All  Chaptar  XIIPs  dischargad  minimum  of  2  yaars. 

No  opan  collaction  or  ludgamants  axcaading  $1000  m  last  36  months.  (Exduda  madical.  lax  lians.  and  studant  loans). 

Minimum  3  yaars  homa  ownarship  axcapt  lor  purchasa  monay  first  tima  buyars. 

Minimum  3  yaars  amploymant  history,  sama  kna  of  work. 

Maximum  dabt  ratio  45%  ot  gross  ir^oma. 

Rantal.  rural  propanias  or  propaitias  undar  S40.000.  raduca  LTV  by  10%. 

Incraasa  rata  on  rantals  by  1  %. 

Saif-«mployad  must  ba  in  prasant  businass  at  laast  2  yaars.  dacrsasa  LTV  by  S%.  incraasa  rata  1%. 

CLASS B 

0  X  6<  on  all  morigaga  ratings  tor  last  12  months. 

All  installrrwnt  craditors  and  ma|or  cradit  cards  raporting  l-i  or  1-2  ratings  tor  tha  past  24  months.  Oarogatory  ravoivmg 


»**«  «i  r-iwwi  a  ui»«.rviiun. 

)  bankruptcy  filing  during  tha  past  4  yaars.  All  Chaptar  Xlll's  discharged  minimum  of  18  months. 

>  opan  collection  or  judgements  axcaading  SiOOO  during  the  past  3  years.  (Exclude  medical,  tax  liens  and  student 

insi 


credit  at  Fleet's  discretion 

No 

No 

loans). 

Rentals,  njral  properties  or  properties  under  (40.000  reduce  LTV  by  10% 

Increase  rate  on  rentals  by  1%. 

Maxirrxjm  debt  ratio  45%  ol  gross  income. 

Self-employed  must  be  tn  present  business  minimum  ot  2  years 

reduce  maximum  LTV  by  10%.  increase  rate  by  i%. 


REFER  TO  PRICING  CRITERIA  FOR  YOUR  STATE  RATE 

MAXIMUM  INTEREST  RATE  =  18.00 
(NOT  TO  EXCEED  STATE  USURY  LAW) 

MAXIMUM  POINTS  =  5 
(INCLUDING  ALL  BROKER  POINTS  AND  ALL  PRE-PAID  FINANCE  CHARGES) 

PRE-PAYMENT  PENALTY  IS  5.  4,  3,  2.  1 
(NOT  TO  EXCEED  STATE  LAW) 
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CLASS C 

0  X  90  on  ail  moftgage  ranngs  'or  last  1 2  months  with  acetoiabia  wnnan  explanation  tor  mengaga  oaimouancy 
Installrnant  and  ravoMng  aarogatory  eraait  at  Flaafs  aiscraiion. 

No  SanKOiptey  tilings  m  past  3  yaars. 

Maximum  daBi  ratio  45%  of  gross  mcoma. 

Morrgagas  ara  no  mora  than  2  paymants  dua  on  day  of  closing  and  must  be  paid  current  plua 

1  payment  in  advance  Irom  loan  proceeds. 

No  condos.  rental,  rural  properties  or  properties  with  FMV  under  S40.000. 

SaH-«rroioy*d  inaividuais  mu4t  ba  in  present  business  for  a  minimum  of  2  years,  reduce  LTV  by  10%.  and 

increase  rate  on  seif-errvjloyed  by  1%. 


NON-OWNER  OCCUPIED  PROPERTY 


Minimum  value  SM.OOO. 

Must  prove  positive  cash  flow,  inciuaing  taxes  and  insurance. 

Maximum  lTV  70%. 


MISCELLANEOUS  •  ALL  CLASS  LOANS 

Voluntary  returrVreoo  may  be  upgraded  with  acceptable  varrfied  documentation  of  eircurratances. 

Ma/or  deferred  maintenance  must  be  cured  from  loan  proceeds.  All  escrows  require  written  Escrow  Agreement  and 

escrow  funds  must  be  held  by  Closing  Attorney  or  Title  Company. 

Releases  must  be  auihonzed  by  :na  onginal  Appraiser  and  rieet. 

Moaular  and  mobile  homes: 

•  Maximum  LTV  60%. 

•  Increase  rata  by  t%. 

-  Maximum  term  120  months. 

-  Must  be  on  a  permanent  foundation. 

Oeot  ratios  are  based  on  gross  income  and  aH  outstanding  debts  (including  the  new  loan)  with  more  than  6 

monthly  payments  remaining. 

All  purchase  money  loans  require  the  following: 

1  St  mortgages  rnust  be  underwntten  m  Home  Office 

One  year  paid-uo  lire  insurance  polcy. 

Termita/pest  control  report. 

Copy  of  sales  cpntract. 

Ccoy  of  sun/ey  or  applicable  title  endorsement. 

Copy  of  the  Notice  of  Completion  (new  construction  or  maior  renovations). 

Venfieation  and  source  of  down  payments. 

lTV  will  be  based  on  purchase  pnce  or  appraisal,  whenever  is  less. 
Ai:  second  mortgages: 

Senior  lien  cannot  exceed  S20S.000. 

Second  mortgage  must  be  at  least  20%  of  the  size  of  'he  senior  :ien 

A  ccsy  of  the  note  and  rnongage  <s  required  ^f  senior '  en  -^as  a  vanapie  rate,  has  a  negative  arrMriizstion  ''ec2'  . 

senior  :iens  must  be  calculated  at  t2S%  ol  inair  ongmai  caiancai.  or  il  it  has  a  oailoon. 

-  Any  coen.end  senior  lien  must  be  changed  to  a  ciosea-«n<3  '.ransaction. 

Conaos  mcreas*  rata  by  1%  •  reduce  maximum  iTV  by  10*'«  unless  otnerwisa  specified.  It  not  owner  occjoieo. 

recjce  lTV  by  20%. 

each  loan  is  to  On  closed  and  funded  by  a  Picet  approved  cosing  agani. 

KO  EXCEPTIONS 

It  the  debt  raoo  exceeds  the  maximum  tor  loan  class,  the  loan  may  siill  quality  it  the  applicant  has  S800  gross  mcz--: 

or  more  left  over  tor  the  head  of  household  and  St 00  for  each  dependant. 

(Example:  four  person  tamly  would  need  i^  lOO) 

LTVs  ara  baseq  on  the  as  is  martiat  value.  Properties  must  be  aeoraised  bv  g|»et  aoornv>d  appraiser 

Maximum  loan  S5C0.000. 

Must  see  hard  copy  of  appraisal  tor  final  approval  on  all  loans 

We  will  not  approve  any  loans  secured  by  properties  presently  m  foreclosure. 

No  commercal  prooenies. 

No  loans  relerrec  from  a  broker/lender  lor  horrw  imprevemani 

No  raw  land  oaats. 
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ExliilNi4 


THE  MM  or  WmOifSALI  CHANN&S 
FOR  SCCOND  MORTGAGC  niODUCnON 


Just  a  few  years  ago.  second  mongaga  originations  wn  almost  ail 
'ratail.'  That  is.  almost  aN  pnneioal  ti\dm%  got  virtuatty  aM  ttiair 
production  using  thoir  own  amployoas  to  originata  loans  diraetiv  to  borrowars. 


a  *aao  ehango*  la  occurring.  A  liiaobia  wrholaiala  production 
I  haa  dovalopad  in  which  lenders  ara  gatting  now  loana  by  means  other 
than  dkeet  reial.  They  ere  getting  loans  from  mortgage  brokers,  buying  them 
from  cuiieipoiidanti.  or  meUng  buNi  purchases  of  second  mortgages.  This  is  a 
parallel  development  to  what  happened  several  years  ago  in  first  mortgages. 

The  rise  of  wholatala  production  has  all  kinds  of  impfications.  It 
means,  for  instance,  that  a  major  second  mortgage  originator  no  longer  must 
be  s  compeny  with  a  huge  chain  of  offices  or  bank  branches. 

The  rise  of  wholesale  also  might  change  the  economics  of  the  business. 
In  first  mortgages,  meny  companies  that  specialize  in  wholesale  purchasing 
daim  their  costt  to  originata  are  much  lower  than  those  of  retail  players 
(the  retailers,  of  course,  often  don't  agree). 

The  rise  of  wholesale  origination  also  carries  with  it  potemial 
implications  for  credit  quality,  since  the  initial  customer  contact  and 
sometimes  ttte  underwriting  on  a  loan  is  no  longer  under  the  control  of  the 
ultimate  fundirtg  ler«der. 


Why  Itlal 

The  Growth  of  Mortgage  Brokers  and  the  Cephal  Regul«tions. 


A  host  of  new  developments  have  conspired,  in  combination,  to  foster  the 
growth  of  wholesele  second  mortgage  landing.  Three  things  stand  out  in  terms 
of  supply  artd  demand: 

Soeohr; 

1.  There  hae  bean  a  dramatk  increese  in  the  number  of  mortgage  brokers 
in  the  OS.  Many  tttousands  of  these  brokers  spedalite  only  in  first 
mortgages,  but  some  make  both  first  and  seconds,  and  some  now 
specialiie  in  secertds  only.  The  brokers  do  not  keep  loans:  they 
create  a  new  supply  of  second  mongages  that  others  may  buy. 

A  "broker."  as  most  of  our  clients  know  well,  is  a  self-employed 
person  or  irtdependent  firm  that  deals  diracthr  with  the  consumer  but 
does  not  fund  loens.   He  mey  represent  several  funding  lenders  (the 
wholesale  buyersi  and  may  offer  a  large  number  of  their  products  from 
which  the  borrower  may  choose.   The  broker  then  typically  makes  the 
loan,  taking  ttte  application  directly  on  the  paper  of  the  selected 
funding  lender,  who  in  essence  has  'bought'  it  if  the  loen  is 
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approved. 


Naw  riak-capital  ruiss  for  banks  and  thrifts  maka  it  lass  attractiva 
than  in  tha  past  for  dapository  institutions  to  kaap  tha  sacond 
mongagaa  thay  hava  originatad. 

This  is  not  a  new  development,  since  risk-capital  rules  have  been  m 
effect  now  for  a  couple  of  years.    But  it  is  an  escalating  faaor, 
because  the  risk-capital  rules  keep  getting  more  stringent  until  they 
are  fully  implemented  at  year-end  1 992. 

Under  these  rules,  banks  and  thnfts  must  put  100%  capital  behind 
most  second  mongages  held  in  poafolio.  whereas  the  required  amount 
for  most  first  mongages  is  only  50%.   At  year-end  1992.  the  full 
risk-weighted  capital  amount  is  8%  of  assets,  meaning  that  tha  full 
8%  capital  must  be  behind  the  seconds  and  only  4%  behind  the  firsts. 

Banks  and  thrifts  with  capital  adequacy  concerns  are  thus 
increasingly  incented  to  get  second  mortgages  off  their  books.   This 
creates  more  of  a  supply  of  loans  for  sale,  and  it  naturally 
increases  the  development  of  a  wholesale  market  where  other  lenders 
buy  the  loans  on  a  contraaual  or  bulk  basis. 


Demand: 

3.  As  haa  happened  in  tha  first  mortgage  business,  many  sacond  mortgage 
lenders  now  a—  wholasala  production  as  more  efficient  than  retail. 
Brokers,  for  instance,  end  up  looking  like  an  indirect  sales  force  to 
some  lenders,  and  the  cost  of  this  indirect  sales  force  may  be  lower 
than  the  cost  of  a  direct  sales  force. 

At  the  same  time,  with  brokers  and  correspondents  garnering  so  many 
retail  customers,  some  lenders  have  come  to  believe  that  they  cannot 
maintain  their  historic  production  levels  without  tapping  this 
source. 


I 


In  the  net.  the  history  of  growth  m  wholesale  production  may  be  like 
the  old  unanswerable  question  about  which  came  first,  the  chicken  or  the  egg? 
In  this  casa.  which  came  first,  the  supply  of  second  mongages  available  for 
sale  or  tha  demand  for  them  that  enabled  that  supply  to  find  a  home?   Tha 
answar  probably  is  urtimportant.   Tha  salient  point:   Wholasala  sacond  mortgage 
landing  haa  arrived. 
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Th«  Hiatory  of  S«cond  Mortgage  Brokarago 

Soma  sacond  mortgaga  brokars  hava  bean  around  for  a  long  tima.    But  tha 
vast  growth  of  this  business  is  recant.   A  whole  senes  of  events  have  brought 
about  the  creation  of  a  meaningful  second  mongage  brokerage  industry.    Here's 
what  happened: 

Second  mortgage  originations  by  brokers  started  in  the  late  1970s,  at 
least  in  tha  Northeast.   They  may  have  starred  even  a  little  earlier  in 
California.   Certainly,  there  were  very  few  brokers  back  them.    Many  were 
financial  consultant  types  -  they  would  find  people  money.   Barry  Adelson, 
president  of  Rhode  Island-based  Century  Mortgage,  recalls  that  a  friend 
persuaded  him  back  than  that  he  could  double  his  income  by  becoming  a  broker 
instead  of  remaining  a  branch  loan  manager. 

In  tha  early  days  in  the  Northeast,  there  were  only  three  major 
wholesalers  buying  from  brokers:   American  Funding.  Wells  Fargo,  and  Colonial 
Commercial.    Of  these  three,  only  American  Funding  is  still  doing  so  in  the 
Northeast.   Wells  Fargo  sold  its  program  outside  of  California. 

Second  mortgage  brokerage  grew  through  the  early  and  mid-1980s,  but  as  a 
sort  of  'shadow*  event.   Direct  retail  lenders  in  those  years  held  the 
limelight  in  this  business,  as  banks  and  thnfts  joined  finance  companies  in 
embraang  both  closed-end  seconds  and  revolving  HELs.   The  loans  looked  good 
to  make  and  to  hold,  and  the  retail  lenders  exploited  their  office  and  branch 
networks  to  get  their  loans  the  old-fashioned  way:   directly. 


Effect  of  CLOs  in  Encouragirtg  Realty  Firms 

But  in  the  background,  much  was  changing.   In  the  early  and  mid-1980s, 
for  example,  early  experiments  were  going  on  in  computerized  loan  origination 
systems  <CLOsl.   These  were  primanly  first  mortgage  programs,  such  as  First 
Boston's  Sheltemet.  in  which  partiapating  lenders  put  their  first  mortgage 
loan  offerings  on-line  through  computer  terminals  located  right  on  the 
premises  of  realty  firms. 

In  the  Shelterrtet  program,  however,  the  realty  firm  could  only 
panidpata  if  it  had  its  own  legal-entity  mortgage  banking  or  mortgage 
brokerage  company  in  place.   The  concern  was  that  without  such  a  legal 
structure,  the  realty  firm  might  violate  stnctures  of  the  Real  Estate 
Senlement  Practices  Act  (RESPA).  which  arguably  prohibited  realty  firms  from 
being  paid  directly  for  recommending  a  mongage  leruler. 

In  a  fascinating  turn  of  events,  the  aaual  effect  of  systems  like 
Sheltemet  was  to  teach  hurtdreds  of  realty  firms  how  to  enter  the  mortgage 
business  as  a  sideline.   In  the  end.  many  of  these  firms  saw  no  need  to  keep 
the  CLO.  artd  to  this  date  CLOs  have  been  of  questionable  significance  in 
mortgage  production.   But  lots  of  realty  firms  did  keep  their  mortgage  units 
and  went  into  the  mortgage  banking  or  mortgage  brokerage  business 
independently.   Today,  realty  firm-owned  mortgage  operations  comprise  one 
segment  of  the  r>ew  second  mortgage  brokerage  community.   Most  of  these 
operations  still  specializa  in  first  mortgages,  of  course,  yet  some  do  offer 
secortds. 
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MorWQ*  Pomm  4  Look-Ank— 


Anoth«f  Changs  took  place  in  tha  mid-1980s,  and  this  ona  came  mainly  from 
a  singia  landar:   Citicorp.   Tha  big  Naw  York  bank  In  thosa  yaars  rollad  out 
its  Mortgage  Powe^  program  -  a  membership  organization  for  realty  brokers  and 
mortgage  brokers.   Like  the  CLOs,  Mongage  Power  was  designed  as  a  first 
mortgage  program,  yet  it  had  a  side  effea  on  second  mongage  production. 

In  this  program,  the  members  received  a  package  of  benefits  from  Citi. 
In  exchange  for  recommending  the  Citicorp  mongage  and  (in  some  cases)  for 
taking  the  application  and  doing  related  work,  a  member  got  some  things  in 
return.   The  bank  offered  fast  loan  approvals,  liberal  qualifying  ratios,  no 
required  private  mongage  insurance,  and  a  variety  of  other  terms  that 
enhanced  the  likelihood  that  a  loan  would  be  approved  in  a  way  tha  brokers 
liked.   Also,  there  was  'room'  for  the  realty  or  mongage  broker  to  charge  a 
closing  fee  of  his  own  to  the  borrower,  although  Citi  itself  never  paid  such  a 
fee  to  the  broker. 

Soon  after  it  was  launched,  Mongage  Power  was  anacked  by  the  Mongage 
Bankers  Association  of  America  (MBA)  as  being  a  thinly  disguised  kickback 
scheme.   Citicorp  vigorously  denied  that,  and  tha  government  still  is 
grappling  with  what  to  do  about  this. 

But  in  the  meantime,  many  other  lenders  launched  Mongage  Power  look- 
alike  programs  in  order  to  remain  competitive.  Tha  n«t  raauit  was  to 
stimulate  powarfuily  tha  growth  of  the  mongage  brokerage  industry.   At  first. 
Mongage  Power  members  were  mostly  realty  firms.    But  soon  afterwerds,  they 
wete  mostly  mongage  brokers. 

Again.  Mongage  Power  and  its  rivals  were  first  mongage  programs.   Yet. 
they  fostered  the  emergence  of  a  huge  community  of  mongage  brokers  - 
independent  businessmen  who  also  could  make  second  mongages  if  they  wanted  to 
do  so.   All  they  had  to  do  was  find  buyers,  and  many  did. 


Tha  Layoffs  of  1987-1989 

Mongage  brokerage  got  yet  another  boost  in  an  inadvenent  way  from 
events  in  the  first  mongage  business. 

In  1986,  the  first  mongage  business  was  booming  and  achieved  its 
historic  peak  in  originations.   Mongage  bankers  as  well  as  banks  and  thrifts 
expanded  their  staffs  of  loan  originators  and  their  office  networks  to 
accommodate  a  flood  of  consumer  demand  the  like  of  which  had  na^et  been  seen. 
In  early  1987,  that  swell  of  demand  continued  apace. 

Then,  in  the  lata  spring  of  1987,  demand  collapsed.   Interest  rates  shot 
upward.   The  ponion  of  demand  that  had  been  compnsed  of  refinancings  fell 
like  a  rock,  and  the  pace  of  home  sales  also  fell,  drying  up  purchase  money 
mongage  demand. 

Mongage  bankers  were  impacted  more  than  banks  and  thrifts,  because,  in  a 
rising  interest  rata  environment,  adjustable  rate  mongages  became  more 
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popular  than  fised-ratt  mortgagas.    Mortgage  bankers  tvpically  don't  like  to 
make  too  many  ARMs,  whereas  thrifts  have  grown  to  love  those  loans. 

As  a  result  of  all  this,  lenders  across  the  industry  (but  especially  at 
mortgage  banking  companies)  began  laying  off  mortgage  lending  personnel.    Many 
thousands  lost  their  jobs,  not  only  m  1987  but  also  m  1988  and  1989.  when 
total  mongage  volume  continued  to  drop  or  else  run  at  a  low  ebb.   At  the  same 
time,  the  insolvency  of  so  many  savings  ana  loans  threw  more  mortgage  lending 
executives  out  of  work. 

By  the  tens  of  thousands,  mortgage  loan  officers  had  to  make  hard 
decisions  about  their  careers.   Few  could  be  absorbed  by  established  retail 
lenders  still  in  a  hiring  mode.   Many  opted  to  set  up  their  own  moagaga 
brokerage  companies  -  often  'mom  and  pop'  shops  -  or  els«  to  join  small 
mongage  brokerage  firms  already  established. 

This  change  created  the  biggest  single  boom  in  the  growth  of  mortgage 
brokerage.   And,  again,  although  the  impetus  for  change  came  from  the  first 
mortgage  industry,  nevertheless,  it  had  an  effect  on  second  mortgage 
brokerage.   Once  in  business,  a  hungry  mortgage  broker  often  was  eager  to  make 
any  and  all  loans  he  could  arrange  with  funding  lenders.   Some  began  to  offer 
both  firsts  and  seconds.    Many  stayed  solely  with  first  mortgages,  but  some 
opted  to  specializa  in  seconds,  where  growth  seemed  more  predictable  and 
steady. 


Th«  n«t  affaet  of  ail  lh«s«  avants  has  been  the  deveiopment  of  a  hug* 
network  of  mortgaga  brokaraga  companies  and  individuals.   Today,  ttioy  hava 
their  owm  fladgiing  national  trade  association  -  the  Phoanix-baaad  National 
Asaodation  of  Mortgage  Brokers  (NAMB).   In  a  mid-1991  imarviaw  with  SMR. 
NAMB  astimatad  that  thara  are  about  40,000  full-tim«  mortgage  brokers  in  the 
U.S.  working  at  parhapa  10,000  firms.   More  than  ona  out  of  10  of  thaaa  firms 
appaara  to  b«  baaad  in  California.   As  a  group,  the  brokers  today  account  for 
as  much  aa  half  of  aN  U.S.  first  mortgage  originations. 

Almost  all  these  businesses  are  small,  largely  unregulated,  and  privately 
held,  so  little  is  really  known  about  their  characteristics.   The  number  of 
mortgage  brokers  that  offer  at  least  some  second  mortgages  -  and  the  number 
that  offer  second  mongagas  primarily  -  are  unknown,  but  probably  are  quite 
considerable.   They  do  not  account  for  nearly  as  high  a  percentage  of  second 
mongagas  as  they  do  first  mongages.  yet  the  number  is  growing.   Brokers 
today  may  account  for  5%  to  10%  of  second  mongage  onginations. 
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ExhibhS 
FLEET  FIBAHCE,  IBC. 

Sunnary  of  Litigation 

Fleet  Finance,  Inc.  and  its  affiliates  are  defendants  in 
four  class  action  suits  filed  in  federal  and  state  courts  in 
Georgia.  The  first  Georgia  class  action  lawsuit  was  filed  by 
Johnnie  J.  Johnson,  fij;  al.  on  June  21,  1991  in  the  United 
States  District  Court  for  the  Southern  District  of  Georgia. 
Fleet  Finance,  Inc.  and  Fleet  Finance,  Inc.  of  Ga.  are  among 
the  named  defendants.   Plaintiffs  allege  that  defendants 
violated  the  Georgia  criminal  usury  law,  state  and  federal  RICO 
laws  and  Federal  Truth-in-Lending  regulations.   Plaintiffs  are 
seeking  forfeiture  of  all  interest  charged,  treble  damages, 
punitive  damages  and  other  penalties.   Some  plaintiffs  are 
seeking  rescission  of  their  loans. 

The  main  issue  in  the  case  is  the  interpretation  of  the 
Georgia  criminal  usury  statute  which  states  that  no  lender 
shall  charge  "any  rate  of  interest  greater  than  5  percent  per 
month".   Plaintiffs  argue  that  this  statute  should  be  construed 
such  that  any  points  and  prepaid  finance  charges  charged  the 
borrower  at  the  inception  of  the  loan  should  be  allocated,  for 
purposes  of  the  "per  month"  usury  calculation,  to  the  first 
month  of  the  loan  only,  rather  than  spread  over  the  life  of  the 
loan,  as  Fleet  Finance  argues. 

By  Order  dated  February  21,  1992,  the  District  Court 
dismissed  all  claims  against  both  Fleet  Finance  companies.  The 
plaintiffs  have  appealed  this  dismissal  of  their  case  to  the 
Eleventh  Circuit  Court  of  Appeals.   Argument  on  this  appeal  has 
been  temporarily  post-poned;  Fleet  Finance  believes  that  this 
case  will  not  go  forward  until  a  decision  has  been  made  in  the 
Jones  case  currently  pending  in  the  Georgia  Supreme  Court. 

The  Jones  class  action  suit  was  filed  in  the  Superior  Court 
of  Richmond  County,  Georgia  in  June  1992  by  Elizabeth  Jones,  gi 
al.  against  Fleet  Finance,  Inc.  of  Ga .  and  Fleet  Finance,  Inc. 
(R.I.).   Relying  on  a  theory  substantially  similar  to  that 
dismissed  in  the  Johnson  case,  plaintiffs  allege  violations  of 
criminal  usury  statutes  and  seek  forfeiture  of  all  interest 
charged,  injunctive  relief  from  further  collections  of  interest 
and  foreclosures  by  the  defendants,  cancellation  of  the  related 
mortgages  and  other  damages. 

On  September  4,  1992,  the  court  granted  plaintiff's  motion 
for  class  certification,  holding  unconstitutional  a  Georgia 
statute  which  barred  class  actions  where  usury  claims  involve 
loans  secured  by  real  estate  and  denied  defendants'  motion  to 
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dismiss  the  usury  claim.  Defendants  were  granted  immediate 
appellate  review  of  all  issues  in  the  case  (including  the 
validity  of  the  usury  claims)  by  the  Georgia  Supreme  Court  and 
oral  argument  on  this  appeal  took  place  on  January  19,  1993. 
Fleet  Finance  believes  that  the  Georgia  Supreme  Court  may  issue 
a  decision  on  their  appeal  within  the  next  several  months. 

In  August  1992  Lillie  Mae  Starr,  et  al.  filed  a  class 
action  suit,  naming  Fleet  Finance,  Inc.  (DE) ,  Fleet  Finance, 
Inc.  (RI)  and  Fleet  Finance,  Inc.  of  Ga.  as  defendants,  in  the 
Superior  Court  of  Cobb  County,  Georgia.   This  lawsuit  also 
alleges  violations  of  the  Georgia  criminal  usury  statutes  as 
well  as  violations  of  the  Georgia  RICO  statute.   Plaintiffs 
seek  forfeiture  of  all  interest  charged,  injunctive  relief, 
cancellation  of  the  related  mortgages,  punitive  and  other 
damages.   Plaintiff's  motion  for  class  certification  has 
recently  been  granted.  Fleet  Finance  has  filed  a  motion  for 
immediate  appellate  review  based  upon  the  same  issues  appealed 
in  the  Jones  case,  but  the  ruling  on  this  motion  has  not  yet 
been  made.   A  decision  in  the  Jones  case  could  impact  this 
lawsuit  also. 

Another  Georgia  class  action  filed  by  Keith  Anthony 
Alexander,  et  al.  on  August  20,  1991  in  the  Superior  Court  of 
Richmond  County,  Georgia  names  Fleet  Finance,  Inc.  of  Ga.  among 
the  defendants.   Plaintiffs  allege  that  defendants  engage  in 
discriminatory  housing  practices  which  are  unlawful  under  the 
Georgia  Fair  Housing  Act;  they  seek  refunds  of  excess  interest 
and  punitive  damages.   On  October  2,  1992,  the  plaintiffs' 
motion  for  class  certification  was  granted.   The  discovery 
process  is  currently  underway  in  this  lawsuit. 

As  a  response  to  consumer  complaints  related  to  the  issues 
in  these  lawsuits  received  by  the  Georgia  Office  of  Consumer 
Affairs,  in  August  1992,  the  Attorney  General  for  the  State  o£ 
Georgia  announced  that  it  is  instituting  an  investigation  of 
Fleet  Finance,  Inc.  and  its  lending  practices.   The  Attorney 
General  has  recently  appointed  a  special  investigator  to 
conduct  this  investigation.   Fleet  Finance  believes  that  the 
nature  of  the  complaints  and  the  lending  practices  which  the 
special  investigator  will  examine  involve  issues  similar  to 
those  which  arise  in  the  lawsuits. 

Fleet  Finance,  Inc.  believes  its  practice  have  conformed  to 
applicable  law  in  all  material  cespects.   Fleet  Finance,  Inc. 
does  not  anticipate  that  any  of  these  lawsuits,  or  all  of  these 
lawsuits  in  the  aggregate,  will  have  a  material  adverse  effect 
on  its  business. 
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January,  1992  •  Georgia 


October,  1992  •  Georgia 
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Rate 

Total  Points 

Fleet 

11.99-17.50 

15 

American  Financial  Corp. 

11.50-18.50 

17 

First  Family 

12.00  -  14.75 
(NoClas3  4) 

15-17 

Ford 

12.99  -  16.50 

17 

Rate 

Total  Pointt 

Fleet 

9.99  •  13.99 

5 

American  Financial  Corp. 

10.50  -  15.75 

17 

American  Industrial 

11.99-  14.99 
(No  aass  4) 

10 

Ford 

12.49  -  16.25 

10 

Exhibit  7 

15    YEAR    LOAN    -    15% 

UP  FRONT  POINTS 

PAY    AT    FULL    TERM 

1 

15.21% 

5 

16.07% 

10 

17.23% 

15 

18.50% 
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FIXED  AND  FLOATING  RATE  HOME  EQUITY  DELINQUENCY  HISTORY 
Public  Istuari  of  Hoaw  Equity  Loan  Atstt  Backad  SccurHics 


IllUT 


1992 


1991 


30-0«»i  ♦  D«Hnau«nei«i  (1> 
12211     ]^2  12flfl     12flZ     1986 


1.04X 


Old  Stent  CrtdU  Corporation  (2) 
Household  Financ*  Corporation  (3) 
Tht  Honvy  Storo  Inc.  (4) 
Maryland  National  Banli 
Allianct  Funding  Conpany  (5) 
AOVANTA  Hortgaq*  Corp.  USA  (5) 
Homo  Equi  ty  Loan  Assat  Bacltcd 

Sacuritias  Corporation  (S) 
Oaiwa  Hertgaga  Accaptanca 

Corporation  — 

ShaMMit  Bank,  N.A.  — 

Chavy  Chaia  Savings  Bank,  F.S.B.  — 

Flaat  Financa.  Inc.  (5X6)  — 

GE  Capital  Hortgaqa  Servicas  (4)  — 

Marrill  Lynch  Hqaia  Equity 

Accaptanca.  Inc.  (7)  — 

Banaficial  California  Inc.  (7)  — 

Ainarican  Financial  Corporation 

of  Tsapa  (S)  — 

Marina  Midland  Bank,  N.A.  (2)  — 

Sacurity  Pacific  National  Bank  — 

Chryslar  Financial  Corporation  (8)(9)      — 
Sacurity  Pacific  Financial 

Servicas  Inc.  (11)  — 

Transaaarica  Financial  Sarvicas  (10)(tl)   — 
First  Inttrstata  Bank  of 

California  (12)  — 

First  Sacurity  Bank  of  Utah/ 

Idaho.  N.A.  (11)  — 

Bank  of  tha  Wast  (4)  — 

Htdlantic  National  Bank  (2)  — 

Go) dona  — 

Saars  Consuaiar  Financial 

Corporation  (14)  ^ 


4.35X 

4.52X 

3.S9X 

2.93X 

2.51X 

2.35X 

5.99t 

5.43X 

4.06X 

2.24X 

0.S6X 

0.79X 

4. SIX 

5.I5X 

4.  SOX 

4.72X 

3.60X 



i.asx 

1.52X 

1.31X 

0.20X 

0.21X 

0.10X 

12. SIX 

13.06X 

11.88X 

11.10X 

_ 

^ 

7.32X 

7.1IX 

6.63X 

6.39X 

9.22X 

3.91X 

1.23X 


0.96X  — 


—  0.30X 


0.16X 


I.04X 


0.13X 


3.75X 

4.44X 

4.49X 

7.57X 

3.36X 

— 

2.13X 

t.six 

1.24X 

0.26X 

0.43X 

_ 

2.19X 

2.33X 

1.76X 

1.40X 

.^ 

_ 

3.56X 

2.90X 

2.96X 

3.03X 

3.91X 

5.52X 

5.31X 

4.09X 

3.63X 

1.27X 

— 

— 

1.72X 

1.31X 

0.93X 

0.43X 

0.51X 

0.92t 

3.06X 

2. SOX 

0.74X 

0.64X 

0.53X 

0.92t 

8.40X 

8.34X 

6.01X 

7.06X 

^^ 

^^ 

e.tox 

1.98X 

1.68X 

1.53X 

0.93X 

_ 

1.67X 

2.07X 

1.23X 

1.54X 

— 

— 

14.93X 

lO.OSX 

7.02X 

S.88X 

5.55X 

6.021 

^^ 

S.84X 

5.44X 

5.41X 

4.74X 

5.28X 

— . 

3.73X 

3.39X 

4.09X 

4.37X 



0.4SX        0.S3X  — 


0.58X 

0.69X 

1.02X 

I.15X 

1.27X 

0.40X 

0.47X 

0.53X 

0.67X 



1.54X 

I.85X 

1.05X 

O.SOX 

— 

— 

5.64X 

4.98X 

5.52X 

5. sat 

^^ 

1.41X 

0.83X 

0.61X 

0.58X 
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Not**: 


(1)  Unltts  oth«rw4s«  foetnottd,  delinquency  p«re«nt«9«t  art  calcuUttd  by  taking  and  of  p«r<od 
dollar  aaount  of  dallnquancias  as  a  parctnt  of  and  of  pariod  portfolio  dollar  aaount 
outttanding  not  including  unaamad  financo  chargas. 

(2)  Ocllnquoncy  parcantagat  includt  dollar  aaount  currently  in  foraclotura  and  not  yat  charged 
off. 

(3)  Oallnquoncy  data  for  loans  o«mad  and  loans  sarvicad  Mith  linitad  racoursa. 

(4)  Oalinquancy  parcantagas  ara  basad  on  and  of  pariod  nuabar  of  accounts  dallnquant  and  and  of 
pariod  nunbar  of  accounts  outstanding  and  Include  accounts  in  foreclosure  but  not  yet 
liquidated. 

(5)  Delinquency  percentages  include  rinllar  aaount  of  aortgage  loans  in  foreclosure  and  real 
estate  owned  but  not  yet  liquidated. 

(6)  Delinquencies  in  1990  and  1991  include  hoae  equity  loans  serviced  by  the  Seller  for  third 
parties.  Prior  to  1990,  the  Sellers  did  not  service  hoae  equity  loans  owned  by  third 
parties. 

(7)  Delinquency  percentages  based  on  dollar  aaount  of  60-day  and  over  delinquencies,  and  and  of 
period  dollar  aanunt  outstanding. 

(8)  Includes  delinquency  experience  for  both  fixed  and  floating  rate  aortgage  loans. 

(9)  Includes  unearned  finance  chargas  for  pracoaputed  loans  in  calculation  of  portfolio 
outstanding  and  dollar  aaount  of  delinquencies  for  delinquency  percentage  calculations. 
Delinquency  percentages  include  dollar  aaount  currently  in  bankruptcy  or  foreclosure. 

(10)  Delinquencies  for  30-59  days  for  Transaaawrica  Financial  Services  *r9   not  available. 
Transaaerica  Financial  Services  represents  88.38X  of  the  total  coapany  portfolio  in  1990, 
88.19X  In  19fl9,  and  9I.05X  in  1988. 

(11)  Delinquency  percentages  include  dollar  aaount  of  mortgage  loans  in  foreclosure  but  not  yet 
liquidated. 

(12)  Delinquency  percentages  for  1987  and  1988  are  based  upon  end  of  period  nuiber  of  accounts 
delinquent  and  end  of  period  nuabor  of  accounts  outstanding.  For  1969  and  1990,  the 
delinquency  percentages  on  a  dollar  aaount  outstanding  basis  were  .30%  and  .16X,  as 
coapared  to  .2SX  and  .2IX,  respectively,  on  a  nuaber  of  loans  basis. 

(13)  Includes  unearned  finance  charges  for  siaple  interest  loans  in  calculation  of  portfolio 
outstanding.   Includes  delinquencies  for  fixed  rate  hoae  equity  loans  only. 

(14)  Delinquency  percentages  are  based  on  aenthly  average  nuaber  of  accounts  delinquent  and 
average  nuabor  of  accounts  outstanding  during  each  aenth. 
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Exhibit  9 

Earnings  Comparison  of  Fleet  Finance,  Inc. 
and  Fleet  Financial  Group,  Inc. 

Fleet  Financial      Fleet  Finance/ 
Year        Earnings        Group.  Inc.  Earnings    Fleet  Financial 

(millions) 

1980  $      3  72  4.2% 

1981  4  83  4.8 

1982  6  105  5.7 

1983  8  136  5.9 


Fleet  Finance 

Earnings 

(million) 

$ 

3 

4 

6 

8 

19 

23 

26 

29 

38 

43 

5li/ 

1984  19  173  11.0 

1985  23  209  11.0 

1986  26  253  10.3 

1987  29  200  14.5 

1988  38  336  11.3 

1989  43  371  ll.fi 

1990  55i/  (74)  ^' 

1991  5li/  98  52.0 

1992  (8)  280  ^' 


^/   $8  million  of  the  $55  million  earned  by  Fleet  Finance  in  1990 
was  earnings  from  securitizations. 

^'      Not  determinable  due  to  loss. 

^/   $27  million  of  the  $51  million  earned  by  Fleet  Finance  in  1991 
was  earnings  from  securitizations. 

24.5%  excluding  earnings  from  securitizations. 
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Exhibit  10 

Flemt  Finance.  Inc.  """^ ^^^^ 

FQWtMMt^niarcR^'  ca<;»  For    mo'«    mfo'.nBtlcr.    COniaC. 

SiAcv    Stout 
404/936-2306 

FIEFT  FiNANCg  ANNnyNCF?;  tnfl  MtLllON 

10  POINT  PRonwAM  TO  a<<;;<;t  its  mqrtqags  customers 

Fleet    Inclutfti    SB    MUM^n    Commltmtnl    to    Atltnti'i 
QtvfnotQ    gtidi^fp    irnnactad    Mfllghborhoodt 

ATLANTA,  Ocrobor    8.  1892  •-    Fl89t  Pinifwt.  Ino.  ■nnouno*^  tod«y  a 
major  10  point  program  that  amounts  to  $38  million  to  ■silcl  Iti 
customor^  with  mortgaoe  iotnc.  Ag  tn«  lar^tit  socond  mortgaoe 
finance  company  In  GcorQla  Pia«t  Fmanot  baliovafl  this  new  program 
will  Inpfov*  Its  reiotionihip  with  Current  and  future  ouitomars. 

In  Atlanta,  as  part  of  its  10  point  program.  Flaat  Financa  will 
aitaoii&h  an  $0  million  Fund  for  Oi/mpic  Stadium  Impacted 
NeighDorhoods  (FOSIN)  to  fottar  houiing  and  community  development 
In  Summarhlll.  Mtchamcaville  and  Peoplestown.  The  Atlanta  inntr- 
city  n«ighbot^oodc  program  will  coniHt  Of:  $1,600,000   In  grants  for 
organizational.  Inttrim  prtsarvatlon  and  baautifioadon  purpoi^s; 
1500.000  lor  a  ffvo.'ving  property  ac^ulsnlon  fund  and  $6  million  tn 
affordable  housing  tax  cedit  Invesmnents. 

"Our  commitment  10  tfie  Olympic  Stadium  Impacted 
N«'ght3ortioods  it  only  ont  pan  of  Our  lo  point  program,  but  an 
Important  part  as  It  bringi  us  close'  to  the  communities  wltnm  the 
dty  wht'e  we  are  headquar.tred   Tn«  changes  announced  In  our  new 
program,  ooupied  wlm  tnosi  Fleet  bogan  Implementing  over  the  past 
two  years,  will  ensure  Fleet  Finance  customers  and  oommunlllee 
receive  the  best  possible  service.'  tsld  John  R    Strickland.  Preekjent 
and  CEO  of  Fleet  Fmanc«,  Inc. 
'»»#f  f^i^ttet,  y,t  •  m  0  f  e  • 
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Flf»r»  iC  Point  Program/Pioe  2 

Trie   Fl»et  Finano©  prooram  adaresses  th»  following  oufr»acti 

Initlativei: 

1.  Stflnlficantly  r»Ouc«  intorasi  ratss  on  mortgo^a  loan*  with 
f*«i  and  points  o«omwd  burdeneome.  with  no  cost  to  the 
OUitomar; 

2.  Placa  in  immtdiata   moratorium  on  all  rasldential  forsoloiures 
for  60  days: 

3.  Personally  contact  all  cufttomara  within  14  days  whoae 
fercolotur«»  h«va  be«n  aflactao  Dy  tn«  morBtorlv/m; 
Complata  unlinishno  homa  improvement  work; 
Cantinua  tha  poiiqr  of  not  purchMSing  noma  improvimant  loans 
from  othar  loan  originators; 

Compiat*  program  to  •aminata  purohaaea  of  Individual  loans 
from  thlrd*party  landers; 

6ioni(bantiy  rtduoa  mttres!  rata«  and  faas  on  naw  mortoaga 
loans; 

Croata  tha  $9  mttiion  Pur^  for  Olympic  Stadium  Impacttd 
Na^Qhborhooda  (POSIN)  and  a  consumar  credit  education 
proQi'a'ni 

Eatabiish  «n  indapendant  arbitration  proofdurt  lor  problems 
that  cannot  be  reaotved  with  the  customer,  and 

0.     Eatabllah  a  nation-wida  toll-tree  number,  800/972«1201.  for 
euatomera'  wae  In  maklno  Inquiriei  about  the  program. 

F06IN  will  b*  ovarsMn  by  a  board.  Which  win  admlAiatar  the 
fundt.  compnaed  of  laadert  from  tna  three  affected  neighborhoods, 
Atlanta  elected  offiolaia  to  be  namt d  later  and  Fleet  Rntnce 
eveoutivai.  Pleat  Finance  will  alio  provide  tha  Itratagio  planning 
and  financial  oounaeling  Inliiativea  associated  whh  Ihia  program. 
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P*»«ri   10  Pomt  Pfoflram/Pigt  3 


•Th«8*  policy  change*  set  the  liage  for  Ro«t  Pinanc*  lo  market  its 
produots  And  larvicas  to  bornowora  more  aflectivviy,*  said  SKicklinc, 
who  al60  noW<3  that  ■(!  loans  will  b#  origlntt«d  throuQh  Flaat  Finances 
•victing  branch  network  and  through  •  business  dtvslopmsnt  networK  of 
FlMt  Rntnoe  aocount  •xfoutivta. 

Tha  FIa«1  PInanea  program  It  not  int«ndo<d  to  oompromlsa  or  lenio 
tny  p«ndino  litigation,  or  othorwtit  affect  any  pending  litigation  In  any 
way.  All  customars  will  retain  ali  hghts  which  they  mty  have  pursuant  tc 
any  luch  litigation. 

With  (2.6  billion  In  assau  owned  and  lervioed.  Fteat  Financo  is  a 
major  Qeorgla  corporation  with  60,000  n>ottgaoe  cuatomtrs  served  from 
IZ  officei  in  the  itate  and  more  than  130  oflioea  In  23  itates  nation- 
wide. Founded  In  1935.  Fleet  Rnance  Is  wholly-owned  aubsidiary  or  Fi»et 
Financial  Group  in  Providence.  R.I. 

f  «  i 
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TESTIMONY  OF  ANNIE  DIGGS 

February  17,  1993 

My  name  is  Annie  Diggs.  I  have  lived  in  the  same  house  at  1522  Blakley  Street 
in  Augusta,  Geoivia  since  1936.  On  January  17, 1  celebrated  by  78th  birthday. 

I  was  bom  in  1915  in  Macon,  Georgia  and  was  raised  in  a  communitv  known  as 
Shadv  Dale,  Georgia.  My  father  was  com  in  the  West  Indies,  but  he  drowned  six 
months  before  I  was  bom.  My  grandparents  were  bom  as  slaves.  My  mother  was 
forced  to  work  for  the  fair  so  she  left  me  to  be  raised  by  a  great  aunt  who  was  my 
namesake,  Annie  Virginia  Coleman.  The  Colemans  were  originally  farmers  in  Geor- 
gia, but  had  to  give  up  farming  after  the  boll  weevil  invaded  their  farm.  We  then 
moved  to  Athens,  Georgia  where  my  great  uncle  worked  for  a  company  that  made 
axe  handles  and  hammer  handles. 

When  I  was  14  years  old,  I  married  Will  Diggs  who  worked  as  a  fireman  for  the 
Georgia  Railroad.  The  railroad  moved  us  to  Augusta  in  1932.  We  moved  into  my 
present  home  in  1936. 

My  husband  and  I  were  blessed  to  have  10  children,  four  of  whom  are  still  living, 
before  I  became  a  widow  in  1946.  After  my  husband's  death,  I  have  had  numerous 
jobs  primarily  of  a  domestic  or  clerical  nature  such  as  a  maid  at  University  Hos- 

ftital,  a  clerk  at  a  grocery  store,  and  a  worker  at  a  food  processing  plant.  For  the 
ast  27  years  of  my  working  life  I  was  employed — as  a  domestic  at  Elliott's  Funeral 
Home  in  Augusta.  I  stopped  working  at  Elliott's  in  1979.  Since  that  time,  my  only 
source  of  income  is  my  late  husband's  railroad  retirement  which  is  now  only  $515 
per  month.  Additionally  I  receive  food  stamps  worth  about  $60  per  month.  Fre- 
quently, I  have  to  go  without  food. 

In  1987  my  home  needed  major  repairs  primarily  due  to  a  leaking  roof.  I  went 
to  a  local  bank  where  I  had  a  $343  balance  on  my  existing  mortgage.  The  local  bank 
turned  me  down. 

Later,  I  was  contacted  by  a  woman  working  for  a  local  loan  company.  She  looked 
at  my  house  and  contacted  a  remodeling  company  that  agreed  to  do  the  repairs  for 
$3,300.  She  said  she  could  arrange  a  loan,  also.  The  manager  of  the  loan  company 
told  me  I  should  pay  off  several  other  little  bills  and  that  I  could  get  some  money 
to  buy  a  wa^er  and  diyer,  too.  They  never  told  me  the  rate  or  how  long  the  loan 
would  last. 

When  I  went  to  sign  the  papers  for  my  loan  I  was  asked  to  sign  a  stack  of  papers 
which  I  did  not  understand.  Instead  of  the  $3,300  which  I  originally  needed,  I  ended 
up  with  a  note  to  Tower  Financial  for  $15,000  at  an  interest  rate  of  18.9  percent. 
My  house  is  pledged  as  security.  My  monthly  payments  are  $251.34  almost  half  of 
my  total  monthly  income.  I  was  charged  $2,595  or  21  percent  of  the  loan  amount 
in  loan  fees.  My  loan  documents  show  that  I  received  $4,328.48  at  closing,  but  I  only 
received  $2,428.48.  I  have  never  been  told  why  I  did  not  receive  the  other  $1,900. 
Additionally,  if  I  were  somehow  able  to  pay  off  this  loan  by  refinancing,  I  would 
have  to  pay  a  prepayment  penalty  of  $900  or  6  percent  of  the  original  note. 

The  home  repair  work  was  very  poor.  The  paint  peeled  and  my  roof  continued  to 
leak. 

After  one  payment  I  learned  my  loan  had  been  sold  to  Fleet  Finance.  I  complained 
to  Fleet  about  the  sony  repair  work.  They  said  that  was  my  problem.  All  they  were 
interested  in  was  getting  the  monthly  payment  on  time.  My  ceiling  finally  fell  in. 
For  more  than  5  years  I  have  lived  in  my  house  with  the  roof  still  leaking.  All  the 
while  I  was  paying  Fleet. 

I  have  paid  more  than  $13,000  on  my  loan  since  1987.  But  Fleet  Finance  tells 
me  that  I  still  owe  more  than  $16,000  on  the  loan.  I  cannot  understand  how  I  could 
owe  $16,000  on  a  loan  that  originaUy  weis  only  $15,000  especially  after  I  have  paid 
over  $13,000  in  monthly  payments.  I  am  scared  of  losing  my  home. 

I  finally  got  the  repair  work  done  right  but  only  after  I  got  a  grant  from  the  City 
of  Augusta  Community  Development  Housing  Rehabilitation  Program. 

Something  is  very  wrong  wnen  companies  like  Fleet  can  make  these  loans  and 
take  homes  from  people.  I  ask  this  committee  to  investigate  these  kinds  of  lending 
practices  and  to  do  something  to  put  a  stop  to  this. 

STATEMENT  OF  EVA  L.  DAVIS 
February  17,  1993 

On  July  20,  1990,  three  men  came  to  my  home  in  the  Potrero  Hill  district  of  San 
Francisco.  By  the  end  of  the  day,  events  began  that  resulted  in  a  $150,000  loan 
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being  placed  on  my  home.  My  loan  payments  increased  from  $619  to  $1,992  a 
monui.  However,  my  total  monthly  income  still  remained  at  $1,086. 

Today,  at  the  very  moment  that  this  committee  begins  its  hearing  on  home  equity 
loan  abuses,  my  home  was  set  for  foreclosure  sale.  Fortunately,  because  of  the  as- 
sistance of  Consumers  Union  and  two  attorneys,  the  trustee  sale  of  my  home  was 
halted  by  the  court  in  San  Francisco.  However,  my  attorneys  warn  me  that  I  may 
veiy  well  lose  my  home  through  foreclosure. 

While  there  is  probably  nothing  that  the  U.S.  Senate  can  do  to  save  my  home, 
I  ask  that  you  take  steps  to  protect  other  homeowners  like  me  from  lending  institu- 
tions and  finance  companies  that  abuse  people's  trust  and  take  away  their  homes. 

I  never  requested  the  $150,000.  They  found  me.  And  what  they  told  me  seemed 
reasonable  and  believable  because  the  company  that  provided  the  loan  was  called 
Congress  Mortgage  and  one  of  the  men  who  visited  my  home  on  July  20  said  he 
worked  for  the  Inderal  Emergency  Management  Agency  (FEMA)  which  processed 
loans  for  people  injured  by  natural  disasters.  Because  what  they  said  sounded  be- 
lievable and  oecause  1  trusted  them,  I  will  probably  lose  the  home  where  I  have 
lived  for  20  years. 

As  a  result  of  the  Loma  Prieta  earthquake  in  October  of  1989,  my  home  suffered 
damage  to  its  front  steps  and  interior  walls.  As  a  result  of  this  damage,  the  City 
and  County  of  San  Francisco  placed  a  tag  on  the  front  of  my  home  to  warn  people 
about  the  faulty  front  steps.  It  was  this  yellow  tag  that  the  contractor  saw  when 
he  drove  by  my  house  on  July  20. 

The  contractor  and  "FEMA  representative"  knocked  on  my  door  and  proceeded  to 
explain  to  me  that  I  could  have  my  front  steps  repaired  and  have  other  repairs  done 
to  my  home.  When  I  told  them  that  I  coula  not  possibly  qualify  for  a  loan  due  to 
my  low  income,  they  assured  me  that  they  could  arrange  a  short-term  loan  that 
would  pay  for  the  repairs  while  I  arrangea  a  FEMA  loan.  They  also  told  me  that 
the  government  loan  would  pay  off  the  snort-term  loan  and  that  I  would  not  have 
to  repay  the  FEMA  loan  until  I  sold  my  home.  Since  I  did  not  plan  to  sell  my  home 
in  the  near  future,  this  sounded  like  a  very  good  idea  to  me. 

The  contractor  then  made  a  phone  call  from  my  home  and  in  less  than  an  hour 
a  person  named  Dion  Brennan  appeared  at  my  home.  He  said  he  was  a  loan  officer 
with  Congress  Mortgage.  Mr.  Brennan  told  me  that  his  company  would  give  me  a 
loan  that  would  pay  on  my  existing  three  loans,  which  totaled  $58,000.  [There  was 
a  first  loan  of  about  $19,000  with  loan  payments  of  $185  a  month;  the  second  two 
loans,  totaling  $39,000,  had  been  placed  on  my  home  because  of  medical  bills  that 
I  had  to  pay  as  a  result  of  my  late  husband's  illness  and  my  own  illness.]  I  wasn't 
told  how  much  the  loan  would  be  for  or  any  other  details  of  the  loan  at  the  July 
20  meeting.  I  also  was  unable  to  read  or  sign  the  loan  papers  because  I  suffer  from 
glaucoma  and  I  had  recently  broken  my  glasses.  The  loan  officer  told  me  that  this 
wasn't  a  problem  and  that  I  should  just  sign  a  blank  piece  of  paper,  which  I  did. 
My  signature  appears  on  all  the  loan  papers,  though  I  never  signed  a  single  loan 
document. 

Within  two  weeks  of  the  July  20  meeting,  the  contractor  came  to  my  home  and 
informed  me  that  my  loan  had  been  approved.  I  called  Congress  Mortgage,  and  they 
told  me  that  they  had  decided  not  to  pay  off  the  first  loan  as  they  had  said  they 
would.  I  learned  that  my  loan  payments  would  now  be  just  under  $2,000.  And  I 
learned  that  they  had  charged  $23,000  (or  15.33  points)  in  loan  origination  fees, 
['niis  is  shown  on  the  Mortgage  Loan  Disclosure  Statement  that  is  attached  to  this 
statement.] 

The  loan  documents  that  I  eventually  received  showed  that  I  was  to  receive 
$15,299.40  from  this  loan.  The  only  money  that  I  received  were  two  checks  totaling 
$4,297.87  which  they  paid  to  me  so  that  I  would  move  out  of  the  house  while  the 
contractor  finished  his  work.  [This  also  is  shown  on  the  attached  Mortgage  Loan 
Disclosure  Statement.] 

Within  five  months,  my  home  was  placed  into  foreclosure  by  Congress  Mortgage 
since  I  was  unable  to  make  the  loan  payments  of  nearly  $2,000  on  my  income  of 
less  than  $1,100  a  month.  Also,  during  this  period  of  time,  the  contractor,  who  had 
been  paid  nearly  $70,000  by  the  finance  company,  quit  work  on  my  home  and  left 
my  home  in  barely  habitable  condition. 

Just  before  my  home  was  to  be  sold  at  trustee  sale  in  June  of  1991,  I  was  referred 
to  an  attorney  who  put  me  into  bankruptcy,  despite  the  fact  that  I  was  not  behind 
in  payments  on  my  one  account  with  Montgomery  Ward.  Also,  because  an  arbitra- 
tion provision  had  been  placed  into  one  of  the  loan  documents  (which  I  had  never 
read  and  which  was  not  explained  to  me),  I  was  forced  to  go  through  arbitration 
without  the  help  of  an  attorney,  since  the  one  I  had  retained  withdrew  from  rep- 
resenting me  before  the  hearing.  Just  two  weeks  ago,  I  learned  that  the  arbitrator 
had  denied  my  claims  against  Congress  Mortgage.  [The  attached  Consent  and  Com- 
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plianoe  Agreement  contains  the  arbitration  provision  which  is  hidden  in  the  second 
and  third  paragraphs  of  this  14-paragraph  form.] 

At  the  arbitration  proceeding  I  saw  for  the  first  time  a  copy  of  the  loan  application 
that  had  been  filled  out  by  the  loan  officer.  It  showed  that  I  had  monthly  income 
of  $4,294  a  month  which  it  claimed  I  received  from  renting  the  top  floor  of  my  home 
and  that  I  would  receive  $800  in  income  from  renting  the  lower  half  of  my  home 
after  tiie  remodeling  was  completed.  This  was  completely  false.  I  share  one  of  the 
upstairs  bedrooms  with  one  of  my  grandchildren,  and  my  dau^ter  occupies  another 
bedroom  with  her  other  child;  when  the  loan  officer  visited  my  home,  I  was  renting 
one  upstairs  bedroom  to  an  elderly  gentleman  for  $200  a  month.  The  downstairs 
consists  of  a  living  room,  dining  room,  kitchen  and  bathroom;  there  is  nothing  that 
could  be  rented  for  $800  a  montn,  as  the  loan  application  stated. 

The  loan  application,  which  I  had  never  seen  until  December  16  of  last  year,  also 
stated  that  I  was  receiving  $767  in  Social  Security  benefits  and  $627  in  disability 
benefits:  it  also  said  that  I  would  begin  to  receive  $600  in  benefits  from  my  deceased 
husband's  pension  plan.  What  I  had  told  the  loan  officer  was  that  I  was  receiving 
$767  in  disability  (not  Social  Security)  benefits  and  $119  from  my  late  husband's 
pension  plan;  I  also  told  him  that  I  would  begin  to  receive  $627  in  Social  Security 
benefits  on  behalf  of  my  late  husband  starting  in  October  of  1990.  The  loan  officer 
misstated  my  income  on  the  loan  application  oy  $1,108  per  month  plus  the  $2,300 
in  rental  income,  which  was  also  false.  [A  copy  of  the  Residential  Loan  Application 
is  attached  to  this  statement.] 

I  have  been  through  a  terrible  ordeal  with  Congress  Mortgage.  Before  I  ever  met 
their  loan  officer,  I  was  living  very  simply,  but  comfortably.  I  was  able  to  pay  my 
mortgage  payments  of  $619  a  month  and  my  other  living  expenses  out  of  my  month- 
ly income  of  $1,086.  Now  I  am  threatened  with  loss  of  my  home  through  foreclosure. 
I  will  lose  all  the  equity  that  I  had  in  my  home,  and  my  daughter  and  two  grand- 
children will  not  have  a  place  to  live — all  of  this  happening  just  because  a  contractor 
saw  that  my  front  steps  needed  repairing. 

I  hope  that  the  United  States  Congress  can  do  something  to  protect  people  like 
me  whose  only  mistake  was  to  trust  people  who  sounded  honest. 
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J. 


Z-8  ceo- 
//   aco~ 


P'oooseo  Liens 

s_ 
s 


/S'O  CCi}' 


NOTICE  TO  BORHOWEfl  3a  sura  inai  you  siaia  ina  amount  ol  aa  iiara  as  accutaieiy  as  oosaota.  II  you  ooniraa  -unn  me 

comoanv  lo  ananqe  ina  loan,  but  rt  cannot  Ba  arranqad  because  you  did  not  staia  inase  liana  coiracny,  you  may  Be  liaWe  lo  pay 
Unanca  cnarqas.  laes  and  exoansaa  even  Ihouqn  you  do  not  oetaui  tna  loan. 
0.  II  borrower  pays  ai  or  p«l  o<  the  loan  pnnaoal  be»oi»  it  is  due.  a  PREPAYMENT  PE.NALTY  computed  as  loilows  may  be  cJiarged 

fit  aopiicaolai:  Six  (6)  moralis  inierasl  on  80%  ol  ttie  unpaid  baianca  (sea  Note  lor  daiailsl. 
E.  The  purcnasa  ol  craoit  lite  or  credit  disaeiSty  irounuioe  by  a  Lmtowar  is  nol  requirea  as  a  condition  ol  maionq  this  loan. 
IIU  OEOUCnONS  FROM  LOAM  PnOCEEOS 

A.  Estimaied  Costs  and  Cieaiijea  ol  Arranqinq  tlie  Ldan 
to  t>u  Paid  Out  ol  Loan  Prlnapai 

1.  Appraisal  lea 

2.  Procossinq  lee  , 

3.  Tine  insurance  policy 

4.  Notary  leas 
3.  Racorainq  leas 
8.  C'aait  invasuqaiion  leas 
7.  Oiner  cosa  i.  aaoansas  (SEE  EXHIBFT  A) 


TOTAL  COSTS  ANO  EXPENSES 


a.  Loan  Cnginauon  Fee  (Finance  darge) 


C  Esomaiad  Paymems  to  b»  Made  out  ol  Loan  Prtnapal 
on  Autnonzanon  ol  Borrower 

1.  Fire  or  otner  nazard  insurance  pramums 

2.  C-aoit  Ma  or  dsaoiOty  irtsurance  pramums  (See  Paraqraph  ll-e) 

3.  Banenaary  staiemam  laaa 

4.  neconvav.  i  sanlar  laaa 

3.  Oiscnarqa  ol  exogng  ilara  aqamst  prppany  (SEE  EXHIBIT  A) 
6.  Omer(SE=i<HIBITA)  "<At.      Uoxt    »»*  4x»v.8i-t  V  3, 

TOTAL  TO  BE  PAID  ON  AUTHORIZATION  OF  BOHROWEH 


CCNG3ESS  MCPTGAGc  CO  (Company)  A  Consumer  Finance  Lander 


Corr 

nany 
293.00 
373.00 
^^ONE 
:a.oo 

NOME 
59.00 

:7«oo, 

s. 

s_ 

p/l 

10  any 

kYABLE 

TO 

Otner 

NONE 

NONE 

537  50 

NONE 

10.00 

NONE 

NONE 

0.60 

Corr 

S 

2J  cccr 

YABLETO 

OWer 
S 

s 

s_ 

~/ro 

s 

s 

s 

s 

s 

% 

s    -f'^J  cca~ 

J 

^    70   ooa' 

DION  gPE.^INAN 


Siqnaturo  ol  Compwiy  Reoreaaotatlve 


NOTICc  TO  BOflROWefl:   DO  NOT  SIGN  TWIS  STATEMENT  UMTIW^OU  HAVE  REAO  ANO  UNOEflSTANO  ALL  OF  THE  INFORMATION  IN  IT 

ALL  PARTS  OF  THE  FORM  MUST  BE  COMPtHTEO  BEFORE  YOU  SIGN. 

Borrower  nereoy  acxnowiaaqas  ma  recall  ol  a  copy  ol  Uus  staiamenL  Oais  JUL'^  -3.  '990 


C    iC-^       i       U 


EVA  OAVIS 


FU8/1  8-a7  (E:.i/«)  (•au.:(23934S) 


FOR  INFORMATION  CONTACT  THE  0E?ART\4E.NTOF  CORPORAHONS.  STATE  OF  CAUFORNIA 


\ 
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CONGRESS  MORTGAGE  CO  icosTHE  aumeoa..  sam  jos&  CA  9St3a(4aa)MS-0444 

■■     MORTGAGE  LOAN  DISCLOSURE  STATEiVIBNT  (BORROWER) 

EXHIBIT  A 


OTHER  ESTIMATED  COSTS  AND  EXPENSES  OF  ARRANGING 
THE  LOAN,  TO  BE  PAID  OUT  OF  LOAN  PRINCPAU 


oescaipnoN 

'04  1  "ndoraefnem 

COMPANY 

173.00 

OTHE.^ 

Tax  S«fvica 

*9.00 

•    No  insurafXM  Into  (NOTE-noi  an  rnsuranca  covefaqel 

1S3.00 

TOTAL  »1 

374  00 

CO 

3E  OF  EXISTING  UENS  AGAINST  PROPEHTY, 
HORIZATION  OF  BORROWER: 

OESCHIPTION 

COMPANY 

OTWER 
Z8>    CCOT 

3  '^       /y;a^-rc.  4C£- 

//  ccor 

Pe^-^cT-j  ei,                                        ■■'*., 

/.OCO~ 

TOTAL  « 

y^J    a!0~ 

OTHER  ESTIMATED  PAYMENTS  TO  BE  MADE  OOT  OF 
LOAN  PRINCIPAL  ON  AUTHORIZATION  OF  BORROWER: 


oescaiPTioN 


'^-S-UlTi 


-VCJ».C 


AJi^'J     <;-TA)2^_Mifc      i-si     F^^'v^-r 


COMPANY 


OTHES 


4       iMt.-^       p/vrT-i>     iJttlL^    uioTLX.      l<i  "D<3»U, 


\ 


TOTAL  #3 


"/c   ccc. 


GRAND  TOTAL  (1-2»3) 


NM 


N/A 


FU8/2  8-37  (£1.2/4)  (»AUJ(2M342) 

Nio-Tt:       -ra6.-5<£.      T=-^-/viii-5         P<r■^J:.    TD     -^(i.     H  ^cl)      1^      £SC2^'^      ^»-^"? 
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CONGRESS  MORTGAGE  CO 
1803  -me  AUMCDA. .  SAM  jose.  ex  «t:« 

(4U)99S-0M4 

CONSENT  AND  COMPLIANCE  AGREEMENT 

The  undarsigned  borrowers  have  read  and  aoproved  the  Sorrower  Loan  Instructions  and  consent  to 
the  emolovment  ol  services  bv  Ticor  Insurance  Co^  Transamerica  Title  Insurance.  Western  Title  Company, 
EQUITY  HOLDERS  SErlVIClNG  CO  as  servicing  agent  and  other  companies  appointed  by 
CONGRESS  MORTGAGE  CO.  hereinaner  called  CM,  to  perform 

services  and  being  compensated  lor  such  services  in  accordarKe  with  Coda  ol  Civil  Procedure  Section 
10246  and  from  others. 

All  disputes  as  to  this  agreement  and  accompanying  loan  documents  or  remedies  for  default  herein 
shall  be  settled  by  arbitration  In  accordance  with  the  ruies  of  the  American  Arbitration  Association,  and 
shall  be  supervised  by  the  American  Arbitration  Assoclailon.  and  judgment  upon  the  award  may  be  entered 
In  any  court  having  Jurisdiction  thereof.    Any  costs  of  such  proceedings  shall  be  borne  by  the  parties 
equally. 

The  dISDutes  and  differences  arisinq  out  of  this  contract  shall  be  settled  and  finally  determined  In 
the  City  of  San  Jose,  County  of  Santa  Gara,  State  of  Caiifornia,  by  arbitration  In  the  foregoing  manner. 

CM  further  states  Its  compliance  with  Federal  Equal  Opportunity  Act  which  prohibits  cradllors  from 
discriminating  against  credit  applicants  on  the  basis  of  sex  or  mantal  status.   The  federal  agency  which 
administers  compliance  with  tiii^s  law  concerning  this  mortgage  Company  Is  the  Federal  Trade  Commission 
located  at  450  Golden  Gate  Avenue,  San  Frandsco,  California  94102. 

CM  further  states  its  compliance  with  the  Sata  of  California  fair  landing  practices,  which  pertains  to 
all  applicants  for  a  loan  for  the  purchase,  construction,  rehabilitation,  Improvecnent  or  refinancing  of 
one-io-four  family  residence. 

Under  the  Housing  Rnandal  Olscrtmlnatlon  Act  of  1977,  It  Is  unlawful  for  a  nnandai  Institution  to 
refuse  to  maita  a  loan  or  to  offer  less  favorable  terms  than  normal  <such  as  a  higher  Intarast  rata,  larger 
down  payment  or  shorter  maturity)  based  on  any  of  the  following  considerations: 

1.  Neighborhood  characteristics  (such  as  the  average  age  of  the  homes  or  tha  Income  level  In  the 
neighborhood)  except  to  a  limited  extent  necassary  to  avoid  an  unsafe  and  unsound  business 
practice. 

2.  Race,  sax,  color,  religion,  marital  status,  national  origin  or  ancestry. 

It  Is  also  unlawful  to  consider.  In  appraising  a  residence,  tha  racial,  ethnic,  or  religious  composition 
of  a  particular  neighborhood,  whether  or  not  such  composition  Is  undergoing  change  or  Is  expected  to 
undergo  change. 

If  you  wish  to  flia  a  complaint,  or  If  you  have  questions  about  your  rights,  contact: 

Office  of  Fair  landing 
Business  &  Transporurtlon  AgarKy 
1120  N  Street 
Sacramento,  CA  95814 

Or  call  collect  (916)  322-9851. 

If  you  file  a  complaint,  the  law  requires  that  you  receive  a  decision  within  thirty  (30)  days. 

Borrower(s)  hereby  aduwwledga  receipt  of  a  copy  of  this  notice. 


K  //L^     L    DG'-IJy^ 


EVA  OAVIS 


CONGRESS  MORTGAGER 
BY  >^^   '^^ 


OION  aRENNAN   Loan  CRIcw  DATED:  JULY  23.  1990 

FU7  7-86  (E3.4/4)  (239342) 
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ssidentiai  Loan  Applicatio. 


g  CONGRESS  NK'HTGACE  CUMl'ANY 

I60i  The  Ala«n<iii.  Sihi*  100.  ^^n  ,        (  ;A  '^^U(>  '  \*(W  WS.0444    l  .S.V.7TJ  TIM 


\'/fZ>.Ca>i  /7.£tr  3Ui  I'  '7Io7-oJ 


t***«n»nl  Oeti«M 


CTv*!  Onc"Ot*o*«  iAttacH  drtcat'O**  ■'  '*«c««i««vl 


OiT  |Cow«*fV 


ti«  Zi»  |n«  jmii 


Qri^nat  Cmi 


Ff*«*Mi  V«iw«  t«l      Coti  ot  )*«<o«.  lb* 


*•■  Im*   tl    « 


I    «   n»(tH»**«-*    LO«M 


'w*oo»«  o(    **•••*••»*«• 


0««cr-i>*  •'•»o»ov«f»*»«ti   I       I    fnao* 


± 


/^        J'^'^4tA.       /-/i 


',4^^^ 


*itaM«  «M»  i^«  B»*w» 


•    M     a    t*MM   W    •■VMMMBMi    qI    »«    ««•     V 


9*  •«•  «a>*   «r     '^  Via 


r  5«e«aM  ana  ••  « 


e**^  fMW*  T  iwp»i  »" 


/<f/<^ 


BOf^tJIMMr 


1>/^t^/S 


r  1  'ac«>«4    M  •  C 


Ctt-HdHBWM 


»1«nl  »»1*tu 


""*"  /?_  a°" 


QO- 


Mai^ff  9  qo 


Um    


Olv'Swi«/Z')» 


•••t  

iv'Sitt«/Z>o 


Ml 


OrvfSuM'Z'O 


YMn  ei  tornwr  MdrtH 


^TTo 


7^ 


How  «t4  Atftfrttt  ol  Cmo*9v«' 


Foii(*«fW  Ttii« 


Tvot  0<  ■««»««•«• 


G    S*«*  EmpiffYtq' 


C**  $«CUfitv  Nwn^**  I  *^'>f^  **«««I0 


OMnA  HHOttftti^^  ifttotTt^ 


I  ^CMr^wia*         ^CO  flO*r«MOr 


LA.~*PU?g) 


SOCttf  StCWHV  Nu«na>« 


|8wi<'*«««  '*«*»• 


MonthlirHauslna  Eittatn** 


tl««a>l«  o*  l«UlLhiM 


^s^^/uri 


Z^-T     f" 


5tl 


»  AL'\^ 


'.r»i  Mattf^  l»> 


ni  '&^   '»  Ta< 


)iN^*.^»^c.^t.r%tj    ^34"    }     iftOl 


M  w*o  i«*im»««to 


^^" 


Wool  Cnoto  foat        |         gO 


451 


o,h^  ^  ya ' 


OO    No«  Cwwo»Wf  H    "•r.n 
t 


1  ^mcwtio  ^*'Ci 

b  fqia*  Cio<'**t  Cant '6ti 


^'»ooi  gtcw^wn  »6ii  I 
d  rot«  II  •  o  *  el 


»  AwiQM**!  r****  MonoM» 


f  t*<"  '     - —    \*  °'"' 


*  Ofht«  f  iwxiowf 


fl«€aw<iv 


Tom  M««»iw)»  y—i     |l   flAj      t   iOS^      I" 


wn«  Of  Olf*  Of  eD«> 


C'ott*^  Co»ii  't.tf  fr»  5»' 


Catf*  (^vio  ("^ '.y^-'iv  ) 


I        •JIflH   r     t 

-  ■  ••      r    (-...«,i^.     ] 


OmiuHtm  0>h»»  litttttnv 


*)•  Co  I 


I   nut   ri*   'VM^-IMM   4    ■*•* 
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I  wm  a**<,  ■cv^BOM  fuCTD***^  «a^«9w*«  m«v  0«  C 


a 


1 M  ix  aMtiUMi  >  iM^* 


UaimttlM  MM*  PIMl4«t  AUM9 


SCHCOULl    O'    *f  AL    ISTATf    QWNtO  "I    AMiimm  Pf^vatw  Ow<*««   Aiu«n    £••»• 


■\rtilr«ss  o'   ''">CJe"V  1 

(iMfiiritf  S  •'   Soto.   PS  •'  r««<Jtng  S^l*  I       ^yo*  Of 


I       Amount  o' 
Prvftni  Mong*g«9 


I   SPtt.  ;»£,-roocoi»  TTiL. 


G'oss 

Income 


PsvmfMii<l         )         inn  Mt*r  1  lnr(>nt^ 


X 


'0«lS     II 


'  -'    •    '?.!'.°'*."    C    Ca  aiyo~».      I  C-q.i<»  ■  «.«.■«  .nq  «3arni 


U«*  Pr«»«mM  Ctudtt  n«f«r«ftc«» 


Aeraunt  Nw/r«ffr 


'   mtf't^**m  '••#*<•«  untiv*  •■nirn 


r*«0*t    F»M  »«*«.«w»IW   o««M  rvc«.*«o 


*•  .ilt-l  Ml  »n 


t«»    tC'MC* 


KM  •«  ■t'vi.cMi*  w«w««,  ^«  rMo^t.o'n  e'   '.»•  it   U""m  $i«t««  Coo*.  S«<fo<t  lOI* 
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CCNCaCSS  MCRTCACe  (       <•■  fM  n  i  Wi. .  ua  .iOSC.  Ck  ntTmmi      i-im* 


UaMin 

tmnmttn 


FEDESAL  TRUTH  IN  LSNOING  STATEMENT 

«Nli  REGUtATTON  Z  or  tti*  FEDERAL  TRUTH  IN  LENDING  ACT 


TTiacaaaiyour 
eraol  It «  «««iw 


CMAMCK 

T1» 


TiM  ■  an  amn«a 


Tliaanouniol 


t/z^Tcoo: 


TOTALOF 

VATMCNTS 

Til*  jifwim  vM  <irt  Dm*  ea« 


nw» 


etunq*. 


Thmrt  an  4 


/M  iM*  in*  nqn  n  riwn  an  « 


I  a<  ma  Mivuni  financM.  (|<< 


I  aaiTuaaon.      (X|  '  *  ""■  "*'*  *"  "annaaen. 
v»H«n  onnmn  ara  Qua 


/^7.aJ 


/^'^  ,»/'  6A.  y*i 


31^ 


'''''"'''''"''°"°*°* '*''*■ 


/r' 


ij*    4*  .    /♦'a. 


AOJUSTABLE  NOTE  ANO  LOAN  CAU.  PNOVISION:  Tha  amua  ua»eai«aqa  raia  mar  • 
low  saunea  may  ea  la  eaaad  «ia  and  payaaa  a  na  and  ol  si*  3Mi  mnai  or  ■  na ' 

iNSURAttCC:  Ciaatla— aiaaa 


•a*  dunnq  ma  lann  cH  ma  loan  ana  na  t 
I alinr  iBaaauani ]•  iranai panod. 


voadR  and  a^  not  D*  piwndad 


T»P* 

^nnwan         Tanii 

NONE 

1  wan  eraOl  ■*  awaana*. 

Sanoac 

CraoKDIuedN 

1  wan  cnaa  ^Moa^r  aauranoa. 

W™»4.CiMlB!HBat 

Vmmaw. 

<:ft«uttrflg 


Slanaiica: 


VOUT 

uMiuain  iiou  art  paf  t_ 


iiau&  U yau gaiiM uauranoa oaouqn ma 


C^O 


SSCumrV:  Ym  ■•  9Mn9  •  aouidv  aanal  M  your  oaoeanr  (< 

ii-;«  KANSAS  STWEET.         SAW  FWANClSCa.  C*  taiOT  ' 

RUNGFSES:  t      HQNg 

ureCHAHOt  llaaaMnanaiaaa.irau»«BaaMmadt    /08'^^       /  Tan  (3h  IT  awnf  o«xuo4«dl  t  (H  »>a  aatinan. 

mEPAYMCNT:  It  yeu  »af  a«  aaltr.  yau 


Saa  <aur  eonaaa  c 

baiorain*  acn*auad< 

I  luva  facawad  a  c 


)  auonnaaen  aooM  inaurwioa  nongaymani  datauC  anr  'aaurad  raoayman  m  I 


L 


^lA^  ^  r\ 


/X^U'^^t^ 


EVA  OAVIS 


Oaia:  JULY  23.  1«M 

^.2Z  10-17  (E].3/a|  (VSni  (aALU  (Nolnal  (2393'Z1 


f 
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NOTE 
AOJUSTABLE  RAT.      ,OTc  WITH  CAU.  PRCVISiCNS  ;  .--'RED  BY  CE=D  CF  TRUST 
Loan  NumOW  :593aa     SAN  FPANCISCr    CalHomia  JULY  Z2.  '990 

S«  //i-'    C<;5r .  In  .nsialimants  as  harsm  stalea.  ,or  vaiua  r«cWv«d.  I  oromisa  lo  oav  to 

C"'"":;nc2j  MUHFiJAUc  OU  \»  t^naum«f  Flnanc*  L»no«r)  or  orasr,  at  1602  THE  ALJIMEDA.  ,  SAN  JOSS, 
C        3  126.  or  aoarasa  aosignatM  by  hoidar,  ih«  sum  of 

CNg    ^UNQPED    FIFTY     rMQUSiaNp        flNQ    .NQ/ICQ DOLLAP*; 

wi(h  inierest  from     -AUGUST    1  ii ,     '."^"o ,  on  iha  unpaid  prtncipai  at 

m«  rata  of    '='C'-!P''"ESN    &    CNS    CUftPTgs     parcani  (•_i^±_^Jl__  %1  P«r  annum,  principal  and  Imarast  payaola 

^,    ,          ,               ,   CNE    "HQuS-aNO    =:GhT    hunOPED    seven    aNO    3/100  ,,.  /«'/i--i       , 

In  mon(tiiy  Installmanis  of '.S*  ■'jO/ui       1 

OOLUIHS  commancing         5£=^£^-'BEP     :«.     1?°0  3„<j  conUnu.ng  unUI     -^^UGUST    13.     2020 

on  wnicn  datv  any  unoaio  oaiance  or  prmcioai  logacnor  with  in(«f9St  <3u«  lAereon.  snaii  D«  Ou«  ana  pavaoi*. 

ACuSTAQLC  J*T~g  aopvisiCNS  On  in«  jrm  in«aiiin»m.  «/»a  on  «acn  JSin  insiaitmvnt  in«r««nar.  t*  <ni«i«Bi  ru«  of  tr»  noi»  ***  b«  aarusiMl  lo  tn« 
t  ttn  Cisina  Cjsi'^i-'=Tjnc3  rai«  cm  87^  Osaa  ootntx    fh*  iim  Ctsmct  Cosi-?f-Ajnas  rat*  ua*d  m  in*  mtaraai  rit«  cnanq*  catcuiaoon  <«W  b« 
m«  Tiqurt  rrtjsl  r«oanov  avwac*«  on«  <i)  momn  onor  10  (Tt*  JTTT)  instarirrwnt  ano  on  ««cn  36m  insiadmvm  [n«r«<fl«r.  o(  irw  Not*.   Wiui  iMcn 
•ni«r«9i  rai«  cnanq*.  ;h«  o«vm«n  wtd  o«  adpusivd  10  anmfTnt  in*  unoaKl  onnaoai  oaianca  av«  '/••  ramatrknq  (arm  oi  in*  Not*.  Ejamo**:  ^"-  SnUi 
:aK*3  out  a  wan  on  .anuarv  v  '997,  «  i4  oor,  amo"*  inT*r**t   On  C«camoar  1,  -988   th*  nm  Qismct  Ccsi—if-^'inas  m*  a  /.0O%.    Mr.  Snrrois  toan 
firi  -.Uf^iTt  ^.  '990.  wid  now  nav*  an  incraaa*o  oavmvnt  to  Qprr—oanq  wnn  ru*  new  •niw«at  rat*  of  1  3.79%  (7.00T*  •  875  Dasa  00:nu).    7h«  n«jn 
aausimani  to  (f>*  montnfy  oivmfii  VKI  ini«r«*t  rat*  wi«  o*  on  •*cn  corraaoonomq  jstn  nvnm  o*noa. 

LC-^N  C>Ll.  ^°C\nSlONS   Th*  ormaaat  a/xj  im*rasf  of  ma  io«i  ^o^  b«oom*  ai  ou*  and  dcv*o«  on  tn*  37in  momn.  ano/or  on  **cn  3mn  9uo**au*ni 
inonin.  if  anv  ot  m*  lortowing  concnnns  ntv*  occuirva  ounnq  Ua  orvnMjs  36Vi  nionin: 

1.  Al  oivnantf  ntv*  not  D**n  omw  r*0T  *d  Dv  u4  or  noffm— .  i^lmW  »i  a*0n*d  10  m**n 
mat  an  ir«uMm*ni  onmsm  mjn  d*  o«d  wiTnin  10  davi  o(  trw  stfwoutAd  ou*  oaM^  or 

2.  Al  $«raer  A«na  or  r**i  aAmn  XMxm  on  tTW  ocoovrry  naw  not  o**n  bimv  pMl  or 

3.  TTw  suef*ci  oreo«rTy  na*  not  D**n  rvastnacfy  m«mawi*a 

£;iarnj'*:  Mr.  Snrtn  taitaa  out  ■  can  on  ^anjarf  1.  i9«7    Th*  momnrv  loan  o*vni*nq  ar«  du*  i/w  lOm  davof  •acnrnomn.  On  P^oruary  23, 19SB.  Mr. 
Smnn  mM*a  no  f=«oruarv  ioin.  1M9  pvyvrvnc  Tha  oawnant  naa  not  0«*n  mao*on  a  vnvy  0«>k,  0*cau«*  «  waa  r*o«v*(]  mor*  tnai  10  days  tflarna 
du*  data.  ur.  SmtWa  loan  w4  b*  ii  du«  and  payacM  on  71*  37m  mortfi  of  rat  can. 

Bwiuwwr  unoarswMi  (Tui  sad  imarvai  Oiar^ad  ki  aiao.  on  tn*  orvoad  flnano*  cnarp**.  wncn  ar«  meiuoad  m  ffi*  onncvtf  sum  o«  (h*  NoHb  A%iap«  and 

im«raai  payaota  in  lawftjt  monav  of  9>«  UraiM  Slam.   Eacn  pawnanc  snai  D*  oaodad  nrai  on  tniarwi  ffian  dua^  laa  pavmam  oiar^aa.  any  and  ^ 

•dwancaa  mad*.  la«a  and  tnarwa,  A  am,  and  tn*  rvnano*r  on  pnnoca:  artd  tmarvai  snai  tn*r«uoon  o****  uoon  tn*  ponooa  so  a*oit*d. 

Al  paynwm  r*oarv*d  on  ffw  Now  sacurvd  bv  0**d  o(  Trust  sn^  ba  votod  in  pro  rata  oreooraona  6  tn*  tmareoi  naM  by  aacn  ^«ol«  HoKMr.   ^4ot*  Hotdan 

of  '  *'■  or  mora  of  in*  unoaid  amoun  of  tn*  nom  sacurvd  by  0«*d  of  Tnjsi  mav  LWaiiiiiia  and  oiraa  in*  acoons  o  Da  taxon  on  oanatf  of  tk  Not*  Hoidars  ai 

tr  m  ot  daraul  or  'wvOi  r^acart  B  any  maiw*  r*au«lnq  ffi*  Jracaon  or  aoorova  of  in*  No«  Ho*d*rx 

ShtM'd  dataun  D«  m*o*  *n  paymarri  of  arrv  Hia^nit!  wn*n  <3u«.  or  >n  tn*  Dvtormanc*  of  any  ptovaon  or  oonoilhin  oomainad  m  ffw  0**d  of  Tnjsi  s*ounng 

tm  Not*.  (Tt*  wfwt*  sum  of  pnnaofl  and  imar^ai  snai  baoom*  trrrmrXwkmt  dua  M  7^  oooon  ol  ffw  noidar  ot  n*  Notai  in  a<^oi  of  saM.  transar. 

oonv«vanca.  or  aaanaaon  ot  said  pfTjparrv.  or  arrv  pan  inaraol.  or  anr  <ni«r*si  En«rwx  ^t^»mpm  voumary  or  mwjajmarr.  3*n*taanr  snai  nav*  (n*  nqm 

of  acca<*raoon.  tf  rns  oooon.  to  o«3ar*  trm  Noi*.  iT^«aLTi*  of  m*  maajnTV  oai*  cxoraaavd  h*r*Mi.  arv]  wnnoui  o«mana  or  nooo*.  rTrrwaiatary  dU*  and 

pavao«a.  irxiuoinq  any  pf*oay»Ti*n!  cnar^  on»v*o*a  for  nmrntv.   No  ^-wvw  o(  irw  nqm  sn«l  b*  aifacw*  uni«aa  in  wnoog.   Conssrq  bv  tn*  d*n*ftaarir  B 

on*  sucn  ransacaon  snaa  noi  oonaoTUi*  a  warv*r  ot  xnm  nqm  to  rvouva  sucn  comani  lo  jucc**0inq  Tansacoona. 

If  anv  paymani  a  NOT  paid  or  iand*r*d  m  M  wnran  lO  dav«  of  ffw  scnvauivd  dua  oai*.  ffM  rrwiarts)  naram  aqraaiil  to  pay  a  lata  c^arp*  of  15.00  or  10% 

of  rn*  Oflvmam  tn*n  duai  w>ngn*var  a  ^aaiv.   Por  own*r  ooagiad  DfOO«ny  trw  (oaowmq  laia  cnar^  snai  aoonr  VLOO  or  9%  of  in*  oaymant  of  pnnaoal 

and  mtarasi.  wncffavar  a  qraai«r.   \jxm  o^artT*  pd  0*  oaM  onrr  orva  on  wn  laM  oavmarn.   Sad  lai*  o^ar^aa  apofv  n  paal  dii*  oavmano  and  any  maaimv 

saianca  >n  Anaf  saoslacoon  tnaroof  and  ai  tn*  ooaon  of  tn*  notdar  naraof.  snai  oa  ou*  af  tn*  am*  of  oainouancT  or  m.  m^unry  tn*r«ot  r*ao*Cffv«ry. 

Matunry  oaianca  laia  cnarpve  ar*  C30  from  1O  b  30  cavs:   $300  tfom  31  to  90  davs  anar  maairay  and  9%  ot  ma  unoad  baunc*  in*r*ai*r. 

.1  l^I^  Noia  fs  not  paid  wn«n  ou*  I  ororrvaa  n  pay  n  aodtaon  atf  cosa  of  oolacDon.  inctuanq  an  acoon  for  ucSo'  lorvaomira.  and  r««9onac« 

aflomavs  (a«a  incunva  bv  ma  Oanaitairy  nar«o4  on  aooour*  ot  sua>  cotacaon.  wn*ff>*r  or  not  sua  a  S*d  nv*on.  1  unoaraand  ma  Now  a  s*atf*d  br 

a  Oa*d  ot  Tojsf  on  my  prooarrv:  t  aqr«*  10  oaiorm  and  pay  *or  irt  maoara  r«aua«d  of  m*  or  tn*  0«ad  of  Trxoc  I  und*ratand  ma  uaua  R«oonv«vanc*  >•*  and 

:acsranq  i«*  wid  b*  cnarr^ad  ma  and  ooaaour  a  nancAng  or  torwwonq  l*a  wnan  in*  ooHqaoona  nav*  o«an  oao  m  (ul:  tna  I  rrwy  incur  suoaiansa  cosa 

ano  aioansffs  •/  Cafaufl  ofoo— dtfiqa  ara  convnaravo. 

Should  tnv  adOiTion«  njnoa  Da  aovancad  10  tn*  uno«ragri*d  on  mn  Non  sacurad  bv  a  0**d  of  Trusi  now  ol  racord.  or  snouid  anv  cnanga  oa  maoa  m  tn*  ama 

3r  manner  0'  oavtnq  sucn  Not*,  or  snoiad  anv  odwr  acaon  o*  Lai*n  bv  7W  undarsgr^*d  wnn  r«ao*a  10  ucn  Noia  «'n*r«ev  tna  saounry  n*i«Hi  provtoad  lor  snail 

D«  irPDairad  <n  ur*  manrar  ut\%yaam*m.  man  m*  wiran  Now  snM.  ■  in*  oooon  ol  ffw  d*n*ttoarv.  tfrvnaoawiv  oaoom*  dua  and  pav*Ow. 

"^ri  Noia  'S  Sacurvo  bv  a  0«*d  of  TnM  n  EQUITY  HOLCEPS  SE^WiCNG  CO.  a  C4Ulomw  CsrDoraaon.  aa  Tniswa. 

Thts  Nota  '«  3uDi«o  of  Sacaon  29dt  at  JTm  OH  oooa.  wnm  pro'no*a  ^\M  ma  noioar  of  tm  now  v\wA  <^rrm  ««aian  rvaca  D  tn*  Ofustor.  or  na 

sjccasaor  n  <ni*raai  of  m*  or*acnb*d  tnaormaaon  a  waa  90  and  no(  mor*  man  i90  davs  eaiofa  anv  baaoon  oavm*nt  a  oua. 

TViS  MOTS   NCUOES  OEUNQUENCY  CXAflGES.  PECCNvrCANCE  F€£S.  LCAN  CALL  ?<»OvrSlONS  IN  fHE   37m  MONTH  ANO  EACH  3Sm 

MONTH  rv.gqEArrE.«l.  ANQ  AN  AOJUSTASLE  'NTHflEST  RATE  PflCVTSICN.    PT  IS  THE  INTE.NT  GF  ALL  PAffTlES  TO  THIS  NOTE 

TC  AaiDE  =Y  AU-  CF  THE  CAUPO«NiA  auSiNESS  ANO  PPOF^SSJCNS  CCCE  GOVEr^NING  SEAL  PHOPEflTY  LOANS  ANO  ANY  TEPMS  OF  THIS  NOT^ 

INCONSISTENT  WITH  TVlAT  LAW  AflE  MEflEflY  WAIVED  SY  T»£  gENErlCJWY. 


2    Ql^       ^         0  ^PWO^ 


CO  NOT  CSSTaov  THIS  NOTE.   Whan  oaKl.  :na  Noia.  ««r»in  Oa*d  ol  ^njsi  sacunnq  sama,  mjit  d*  sunancaad  10  Tnjsia*  lor  cancaaauon  Daiora  'eoonv*vance 
wtu  ca  maca 

INSTALLMENT  NOTE  —  INTEREST  INCLUDED 

fCB  iNFCBM»riOH  CCWT*CT  TMe  OeP»nTM6«T  OF  CCBPOBATIOHS  CR  TXE  OEPARTVEKT  CF  fltM.  ESTATE.  STATt  CF  CAUFOBNI* 


392 

WRITTEN  TESTIMONY  OF  JOHN  B.  LONG  AND  THOMAS  W.  TUCKER  OF  THE 
LAW  FIRM  OF  DYE,  TUCKER,  EVERITT,  WHEALE  &  LONG  AND  DAVID  E. 
HUDSON  OF  THE  LAW  FIRM  OF  HULL,  TOWILL,  NORMAN  &  BARRETT 

Summary  of  Testimony 

During  the  past  decade,  thousands  and  thousands  of  American  homeowners — pri- 
marily minorities — ^have  been  subjected  to  unregulated  lending  practices.  We  con- 
sider these  lending  practices  to  be  not  only  illegal,  but  immoral.  Unfortunately,  the 
environment  which  spawned  these  lending  practices  has  been  the  federal  preemp- 
tion of  long-standing  state  usury  statutes,  the  repeal  of  state  usury  statutes,  redlin- 
ing, and  reverse  redlining.  Efforts  by  Congress  to  promote  home  ownership,  to  pro- 
mote lending  for  the  acquisition  and  maintenance  of  homes,  and  to  promote  fair 
lending  have  gone  haywire.  We  now  have  in  this  country  a  type  of  lending  that  is 
concentrated  primarily  in  minority  neighborhoods,  and  which  results  in  rates  that 
are  extremely  unreasonable.  Interest  rates,  points  and  other  charges  which  are  nor- 
mally dependent  upon  risk  are  based  primarily  on  sharp  business  practices,  unscru- 
pulous lending,  and  other  practices  which  both  Congress  and  the  states  have  left 
completely  void  of  regulation. 

Free  market  concepts  do  work  in  certain  types  of  lending,  especially  when  the  pri- 
mary purpose  of  the  loan  is  to  acquire  homes  and  competitive  forces  work  to  keep 
rates  low.  However,  with  the  home  equity  loans,  refinancing  of  existing  homes  in 
minority  neighboiiioods,  and  other  types  of  lending  practices  in  some  seraients  of 
society,  there  is  very  little,  if  any,  competition.  This  lack  of  competition  nas  been 
brought  about  in  part  by  redlining.  Reverse  redlining  has  followed.  The  amount  of 
charges  being  assessed  against  certain  segments  of  society  are,  in  the  words  of  the 
Eleventh  Circuit  Court  ofAppeals,  "outrageous."  ^ 

Congress  should  act  immediately  to  rectify  these  evils.  Non-bank  bank  finance 
companies,  some  of  which  are  owned  by  regulated  bank  holding  companies,  should 
immediately  become  regulated.  Incentives  should  be  offered  for  bank  holding  compa- 
nies that  do  not  engage  in  de  facto  redlining.  Current  statutory  schemes  should  be 
strengthened,  not  repealed.  Interest  rate  cap  legislation,  just  like  interest  rate  regu- 
lation of  VA  and  credit  union  loans,  should  be  imposed.^  Rates  should  vary  with  the 
cost  of  fiinds  and  with  the  value  of  collateral,  the  capacity  to  repay  and  credit  wor- 
thiness, not  with  the  ability  of  unscrupulous  lenders  to  take  advantage  of  those  who 
are  unaware  of  loan  terminology,  points,  discounts,  hidden  interest  charges  and 
high  prepayment  penalties.  Congress  should  immediately  request  regulators  to  dis- 
prove mergers  and  acquisition  of  those  who  have  failed  to  meet  their  Community 
Reinvestment  Act  requirements. 

Preliminary  Statement 

My  colleagues  and  I  are  lawyers  from  Augusta,  Georgia,  who  are  currently  rep- 
resenting a  substantial  number  of  Georgians  in  claims  against  various  consumer  fi- 
nance companies  on  claims  of  racial  discrimination  in  lending  and  other  lending 
practices  which  we  consider  to  be  unfair,  illegal  and  immoral.  We  may  not  look  like 
the  typical  consumer  advocates,  nor  are  we.  In  our  law  practices  we  oflen  represent 
legitimate  bailing  institutions  and  legitimate  mortgage  institutions,  credit  unions, 
insurance  companies,  public  utilities,  state  and  local  governments,  newspapers  and 
other  major  corporations.  One  of  us  has  been  active  in  the  Republican  Party;  and 
two  have  been  active  in  the  Democratic  Party;  and  these  comments  are  nonpartisan. 
Despite  our  political  differences  and,  sometimes,  differences  in  philosophy,  we  have 
seen  over  the  past  few  years  unregulated  finance  companies  descend  upon  our  state 
and  prey  upon  a  substantial  number  of  citizens  in  Georgia.  The  individuals  who 
have  been  the  victims  of  what  we  consider  as  unfair,  illegal  and  immoral  lending 
practices  have  generally  been  minorities  who  have  worked  hard  their  entire  lives 
to  own  their  homes  and  build  up  equities  in  them.  A  substantial  number  of  these 
individuals  are  upper  middle  aged  and  elderly.  Because  of  past  practices  of  segrega- 
tion and  the  lack  of  educational  opportunities  for  these  individuals  in  their  youth, 
they  are  not  well  versed  in  dealing  with  wriClen  contracts,  mortgages,  loans,  interest 


^Moore  v.  Comfed  Savings  Bank,  908  F.2d  834  (11th  Cir.  1990). 

'Pursuant  to  the  National  Housing  Act,  housing  loans  insured  by  the  Federal  Housing  Admin- 
istration (FHA)  or  the  Veterans'  Administration  (VA)  have  long  been  exempt  from  statute  usury 
ceilings.  The  VA  continues  to  set  interest  ceilings  on  loans  guaranteed  by  it.  12  U.S.C.  §  1709- 
la,  38  U.S.C.  §  1828.  FHA  loans  currently  have  no  rate  cap.  The  National  Credit  Union  Act 
allows  federally  chartered  credit  unions  to  assess  interest  up  to  15  percent  per  annum  or  a  high- 
er temporary  rate  set  by  the  National  Credit  Union  Administration  Board.  12  U.S.C.  §  1757, 
12  C.F.R.  §  701.21(cX7Xii). 
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rates,  etc.,  even  though,  in  their  own  professions  and  jobs,  they  have  done  very  well, 
for  they  have  in  part  achieved  the  American  dream — to  own  ones  home.  We  are  here 
in  part  to  address  many  of  the  problems  that  we  see  day-to-day  in  our  communities. 

In  the  past  in  some  parts  of  tnis  nation,  we  had  segregated  water  fountains,  lunch 
counters,  waiting  rooms,  and  the  like.  Those  past  policies  of  segregation,  whether 
imposed  by  law  or  custom,  were  wrong.  Today,  we  are  faced  with  a  dual  type  of 
lending,  with  minorities  generally  being  pushed  to  the  back  of  the  bus  economically 
and  being  charged  higher  interest  charges  than  their  white  counterparts — for  no  ac- 
ceptable reasons. 

We  will  try  to  address  the  problems  of  high  finance  charges,  redlining,  reverse 
redlining,  and  other  unfair  lending  practices,  and  will  also  try  to  give  you  some  sug- 
gested changes  to  try  to  rectify  a  substantial  number  of  these  problems. 

Problems 

I.  High  Finance  Charges. 

Congress  is  partially  responsible  for  certain  segments  of  our  society  now  paying 
some  of  the  highest  finance  charges  in  history  on  home  loans.  During  the  late  1970's 
and  early  1980's,  we  were  faced  with  some  of  the  highest  interest  rates  on  home 
mortgages  in  the  history  of  this  nation.^ 

As  a  result  of  these  double  digit  interest  rates,  Congress  reacted  by  generally 
overriding  long-standing  usury  statutes  in  1979  with  the  enactment  of  12  U.S.C.  § 
1735f-7.  In  1980,  the  Depository  Institutions  Deregulation  and  Monetary  Control 
Act  of  1980  was  enacted,  overriding  state  usury  statutes  governing  mobile  home  and 
manufactured  home  interest  rates.  12  U.S.C.  §  1735f-7.  Deregulation  of  rates  con- 
tinued in  1982  when  the  Alternative  Mortgage  Transaction  Parity  Act  (AMTPA),  12 
U.S.C.  §  3801,  et  seq.,  was  enacted. 

The  same  lobbjasts  who  descended  upon  the  Congress  telling  it  that  home  mort- 
gages would  dry  up  unless  long-standing  state  usury  statutes  were  preempted  then 
descended  upon  the  state  legislatures;  and  historic  rate  restrictions  which  were 
based  on  state  statutes  were  repealed.  In  repealing  these  long-standing  state 
consumer  protection  statutes,  Congress  and  state  legislatures  failed  to  look  at  his- 
tory. Historically,  we  have  always  had  laws  which  govern  what  one  man  could 
charge  another  for  the  use  of  money.  Aristotle  condemned  interest  as  unnatural.  In 
the  Bible,  Jews  were  restricted  from  charging  fellow  Jews  interest  for  the  use  of 
money.  See,  Leviticus  25:35-37;  Exodus  22:25;  Deuteronomy  23:19-20.  In  Roman 
times,  the  Twelve  Tables  forbade  interest  above  8.33  percent.  The  Story  of  Civiliza- 
tion, Part  ni,  "Caesar  and  Christ,"  by  Will  Durant  (Simon  &  Schuster,  N.Y.),  1944, 
Chapter  IV,  p.  79.  While  mankind  eventually  came  to  the  conclusion  that  to  charge 
interest  was  not  necessarily  wrong,  historically,  laws  have  provided  that  a  certain 
rate  be  the  maximum.  Usurers  were  historically  condemned,  with  Dante  placing 
usurers  on  the  Seventh  Level  of  Hell,  whereas  cardinal  sinners  were  only  placed  on 
the  Second  Level.  In  Georgia,  like  most  original  states,  we  had  the  common  law  of 
England,  which  restricted  what  one  man  could  charge  another  for  the  use  of  money. 
In  fact,  until  the  advent  of  federal  intervention  and  deregulation,  interest  rates  were 
always  a  prerogative  of  the  states,  except  in  VA  and  FHA  guaranteed  loans.  Geor- 
gia, except  for  a  two  year  period  during  the  1870's,  had  always  restricted  what  one 
could  charge  another  for  the  use  of  money. 

Congress'  actions  in  overriding  a  substantial  number  of  state  laws,  however,  was 
not  all  wrong.  In  connection  with  funds  that  were  being  advanced  to  purchase  hous- 
ing units,  free  market  competitive  forces  worked  and  still  work.  In  those  situations, 
there  is  an  anxious  seller,  an  anxious  buyer,  and,  in  most  cases,  an  anxious  real 
estate  agent,  all  of  whom  are  working  to  try  to  make  the  sale  work.  Competitive 
forces  therefore  are  at  work  from  various  angles  to  try  to  find  the  lowest  interest 
rate  financing.  Legitimate  banks  and  mortgage  companies,  being  aware  of  these 
competitive  forces,  compete  against  one  another,  advertise,  and  therefore  keep  rates 
low.  Home  mortgage  interest  rates  for  loans  used  in  purchasing  real  estate  are  a 
function  of  generally  the  cost  of  funds.  Interest  rate  regulation  is  not  necessarily 
needed  in  these  types  of  loans.  However,  in  other  areas,  Congress'  override  of  long- 
standing state  usury  statutes  or  state  action  in  repealing  these,  together  with  ae 
facto  redlining,  has  resulted  in  situations  where  free  market  concepts  do  not  work 
to  keep  rates  regulated,  with  devastating  consequences. 


^The  1 12th  Statistical  Abstract  of  the  United  States,  1992,  Table  791,  shows  that  the  contract 
interest  rates  for  all  loans  in  was  12.3  percent  in  1980,  14.5  percent  in  1982,  12.1  percent  in 
1983,  11.9  percent  in  1989,  etc.  The  average  prime  rate  charged  by  banks  was  15.26  percent 
in  1980,  18.87  percent  in  1981,  14.85  percent  in  1982.  See  Table  806. 
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In  connection  with  minority  nei^borhoods,  whether  the  legitimate  banks  want  to 
admit  it  or  not,  money  is  not  bein^  made  available.  The  Community  Reinvestment 
Act  is  not  being  enforced  the  way  it  should  be.  De  facto  redlining  exists,  and  regu- 
lated lending  institutions  are  not  making  loans  in  the  minority  neighborhoods  from 
which  they  receive  deposits. 

As  a  result  of  the  existence  of  de  facto  redlining,  a  golden  opportunity  arose  for 
certain  non-bank  banks  (finance  companies)  which,  to  a  large  extent,  are  completely 
unregulated.  This  lack  of  regulation  has  been  crested  by  the  preemption  oi  state 
laws  and  the  repeal  of  long-standing  usury  statutes.  These  nonbank  banks  generally 
take  the  position  that  "the  sky  is  the  limit"  and  that  the  only  restriction  in  how 
much  they  can  cheirge  is  "let  the  buyer  beware."  If,  because  of  age,  infirmity,  lack 
of  formal  education,  or  other  factors,  the  borrower  is  unaware,  then  the  borrower 
is  at  the  complete  will  or  mercy  of  the  potential  lender. 

Since  Congress  has  deregulated  long-standing  state  usury  statutes,  this  new  form 
of  lender  has  developed  an  affinity  with  the  South.  This  lender  is  not  one  who  is 
engaged  in  lending  for  the  accpiisition  of  a  home  where  competitive  forces  work  to 
keep  rates  low.  Triis  new  breed  of  lender  engages  primarihr  in  second  mortgage 
lenmng,  refinancing  of  homes,  loans  made  in  connection  with  home  improvements 
contracts,  etc.  Either  by  accident  or  design,  it  appears  that  the  great  majority  of  the 
recipients  of  these  loans  are  African-Americans.  In  1983,  in  the  oouth,  the  new  type 
of  lenders  began  surfacing,  under  the  names  of  Landbank  Equity  Corporation,  At- 
lantic Mortgage  Corporation,  and  Freedlander,  The  Mortgage  People.  All  three  of 
these  entities  nave  since  gone  out  of  business,  but  the  loans  they  made  are  still  out- 
standing and  are  held  by  so-called  legitimate  lenders  and  even  the  Federal  National 
Mortgage  Association.  Some  of  the  principals  of  these  now  defunct  entities  have 
been  tried  and  convicted,  not  for  bilking  the  consumers,  but  for  bUking  the  investors 
or  banks  who  backed  them.* 

So  that  this  Committee  will  know  exactly  what  we  are  talking  about,  let  us  give 
you  some  examples  of  these  types  of  loans  and  lending  practices.  These  documents 
that  we  are  producing  are  documents  which  are  from  actual  court  records.  In  1984, 
Lucille  Williams  went  to  Atlantic  Mortgage  Co.,  now  defunct,  to  borrow  $18,000.  She 
was  charged  35  points  as  an  origination  Tee.  In  other  words,  out  of  an  $18,000  first 
mortgage  on  her  home,  $6,300  went  to  origination  fees.  The  promissory  note  clearlv 
stated  tnat  this  was  a  "Twnus"  earned  on  the  date  of  the  loan.  The  $18,000,  which 
included  the  $6,300  in  points,  carried  a  simple  interest  rate  of  18  percent.  This  loan 
was  sold  to  Statesman  Bank  and  the  RTC  currently  holds  this  loan.  See,  Appendix 
"A"  attached  hereto.  Needless  to  say,  Mrs.  Williams  is  Black. 

Mr.  and  Mrs.  Kirics  had  a  similar  bad  experience.  They  entered  into  a  loan  with 
Freedlander,  Inc.,  The  Mortgage  People,  on  May  19,  1986.  They  signed  a  note  for 
$18,166.  In  connection  with  that  loan,  they  were  lucky.  They  were  only  charged 
points  of  14.3  percent,  or  $2,265,  on  an  amount  financed  of  $15,750,  plus  interest. 
This  loan  is  currently  held  by  a  subsidiary  of  NationsBank.  Mr.  and  Mrs.  Kirks  are 
Black.  See,  Appendix  "B"  attached  hereto. 

Mr.  and  Mrs.  Arthur  Moore  entered  into  a  loan  transaction  with  Landbank  Equity 
Corporation  on  a  first  deed  to  secure  debt  on  their  home  on  March  22,  1984.  The 
note  amount  was  $10,800,  of  which  they  were  charged  a  loan  discount  of  $2,800  and 
a  loan  service  charge  of  $140,  or  more  than  27  points!  The  note  rate  was  18  percent 
and  the  annual  percentage  rate  computed  to  19.4  percent.  See  Appendix  'C  at- 
tached hereto.  Mr.  and  Mrs.  Moore  became  the  named  plaintiffs  in  a  case  entitled 
Moore  v.  Comfed  Savirws  Bank,  908  F.2d  834  (11th  Cir.  1990)  and  Moore  v.  Comfed 
Savings  Bank.  777  F.  Supp.  960  (S.D.  Ga.  1990).  In  Moore,  supra,  the  Eleventh  Cir- 
cuit Court  of  Appeals  referred  to  these  types  of  charges  as  "outrageous."'  Mr.  and 
Mrs.  Moore  are  Black. 

Mr.  and  Mrs.  Hosey  Dukes  were  granted  a  first  mortgage  from  Mortgage  Lenders 
on  August  25,  1989.  The  promissory  note  was  in  the  original  sum  of  $16,200.  The 


*There  have  been  federal  criminal  prosecutions  of  the  principals  in  Freedlander,  Inc.  See, 
The  Fall  of  the  House  of  Freedlander,"  Business  Week,  March  4,  1991,  at  26.;  "Former 
Freedlander  President  is  Indicted  on  Charges  of  Fraud,"  The  Wall  Street  Journal,  February  14, 
1991,  Sec.  A,  at  6;  "Eric  Freedlander  convicted  on  79  of  83  Charges,"  The  Richmond  Times  Dis- 
patch. June  23,  1991,  p.  1;  "Fraud  Growing  in  Lending  Risk  on  Home  Equity,"  The  New  York 
Times,  October  13,  1991,  at  1.  The  Runnells  of  the  Landbank  EquiW  scheme  were  likewise  con- 
victed in  federal  court  However,  the  true  victims  of  these  frauds  have  not  been  the  investors 
or  banks  who  lent  nrtoney  to  these  sharks,  but  are  the  recipients  of  these  loans,  thousands  of 
whom  are  in  Georgia. 

"The  FDIC  and  the  RTC  ended  up  owning  a  large  portfolio  of  Landbank  Equity  loans.  Subse- 
quent to  the  Eleventh  Circuit  Court  of  Appeals'  ruling  in  Moore,  supra,  consumers  in  Georgia 
whose  Landbank  Equity  loans  were  still  held  by  the  FDIC  or  RTC  were  given  credit  on  principal 
for  all  payments  made  as  required  by  Georgia  law.  O.C.G.A.  §  7—4-18. 
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amount  financed  was  $12,548,  and  the  balance  consisted  of  prepaid  finance  charges 
or  points  of  $3,652.  These  charges  or  points  were  earned  on  the  date  of  the  loan 
ana  were  approximately  29  percent  of  the  loan.  Mr.  and  Mrs.  Dukes  are  Black,  and 
are  currently  involved  in  an  appeal  to  the  United  States  District  Court  for  the 
Southern  District  of  Georgia  in  tne  case  of  Dukes  v.  Chemical  Bank,  NA..,  Trustee 
for  Goldome  Credit  Corporation  Home  Equity  Trust,  CV 192-195.  See  Appendix  "D" 
attached  hereto. 

Mr.  Raymond  Bryant  has  lived  at  103  Hillsdale  Drive,  Atlanta,  Georgia,  since 
April  26,  1973.  In  June  of  1990,  he  entered  into  a  loan  contract  with  a  master 
broker  of  Fleet,  Tower  Financial  Services,  Inc.,  in  which  he  borrowed  a  stated 
amount  of  $15,000.  At  the  closing,  points  or  origination  fees  of  $2,095  were  charged. 
In  addition,  another  loan  broker  took  $1,500  in  origination  fees,  that  loan  broker 
being  First  Southern.  Therefore,  the  total  amount  of  origination  fees  or  points  up 
front  were  $3,595,  or  31.5  percent  of  his  true  principal  amount.  The  note  contained 
a  yearly  interest  rate  of  19.9  percent  and,  in  addition,  contained  a  19  percent  pre- 
payment penalty.  Not  surprisingly,  this  individual  was  not  able  to  pay  the  monthly 
pajnments  created  with  these  front-end  fees  and  interest  charges.  In  December  of 
1991,  Fleet  prepared  its  mortgage  foreclosure  approval  worksheet  which  shows  that 
it  expected  to  make  $11,000  m  profits  when  Mr.  Bryant's  property  was  foreclosed 
upon.  For  the  convenience  of  the  Committee,  a  copy  of  the  promissory  note  showing 
the  19.9  percent  interest  rate  and  prepayment  penalty  of  19  percent,  a  copy  of  the 
itemization  of  amount  financed  showing  the  $1,500  brokers  fee  to  First  Southern 
and  prepaid  finance  charges  of  $2,095,  and  a  copy  of  the  mortgage  foreclosure  ap- 
proval snowing  the  estimated  profit  to  Fleet,  are  included  in  Appendix  "E"  hereto. 
This  example  is  a  Fleet  example,  but  is  listed  only  because  these  are  the  types  of 
documents  that  have  been  produced  in  discovery  in  another  case  pending  before  the 
courts.  These  examples  of  projected  profits  on  mortgage  foreclosures  can  be  found 
in  numerous  lending  scams  where  the  loans  are  made  at  very  low  loan-to-value  ra- 
tios, coupled  with  high  front-end  fees  and  p>oints,  high  interest  rates  and  high  pre- 
payment penalties. 

This  list  could  go  on  and  on.  These  individuals  and  thousands  of  individuals  like 
them  had  very  little  or  no  protection  from  any  loan  shark  or  loan  broker.  These  loan 
sharks  and  loan  brokers,  upon  making  the  loans,  transferred  or  assigned  these  loans 
to  seemingly  legitimate  lending  institutions.  The  interest  rates  and  points  that  these 
people  pay  are  truly  outrageous,  are  not  based  on  free  market  concepts  of  supply 
and  demand,  and  are  not  based  on  the  three  C's  of  lending — character,  capacity  or 
collateral.  The  charges  and  rates  were  primarily  based  on  tne  fact  that  the  consum- 
ers were  easy  prey,  and  there  were  no  competitive  forces  from  legitimate  banks. 

In  addition  to  high  points  and  rates,  these  types  of  lenders  charge  all  sorts  of  "hid- 
den" interest  charges.  Some  of  these  are  sold  under  the  guise  of  '^inemployment  in- 
surance," unipay  accident  insurance,  auto  club  memberships,  etc.®  While  these  types 
of  hidden  finance  charges  may  seem  to  be  voluntary,  the  saturation  rates  shows  just 
the  opposite.  Instead  of  truly  being  voluntary,  the  only  way  for  a  consumer  not  to 
pay  these  is  be  savvy  enough  to  object. 

II.  Redlining  and  Reverse  Reduning 

Redlining,  as  we  all  know,  is  a  situation  in  which  banking  institutions  or  financial 
institutions,  in  practice  or  in  effect,  draw  redlines  around  certain  minority  areas  of 
our  communities  and  refuse  to  lend  to  these  communities.  Reverse  redlining  is  just 
the  opposite.  In  reverse  redlining,  financial  institutions,  by  design  or  effect,  target 
these  same  areas  for  high  interest  rate,  high  point  loans. 

Recently,  the  Federal  Reserve  Bank  of  Boston  conducted  a  study  which  shows 
that  black  individuals  were  more  inclined  to  be  turned  down  for  credit  than  their 
white  counterparts. 

In  connection  with  redlining,  when  bankers  have  been  questioned  as  to  why  there 
are  not  any  more  loans  to  minorities,  answers  are  given  that  they  can  only  make 
loans  based  on  conservative  banking  practices  and  if  the  prospective  borrower  does 
not  have  the  collateral,  the  capacity,  or  the  character  (good  credit)  for  a  loan,  they 
cannot  be  held  respxmsible. 

In  our  experience,  when  we  have  tried  to  work  with  individuals  who  we  know 
have  good  cnaracter,  but  may  have  one  or  two  credit  blemishes,  more  often  than 
not  we  find  the  true  reason.  Credit  reports  cannot  always  be  taken  at  face  value. 
Some  lending  institutions  have  an  incentive  for  their  captive  customers  to  remain 
their  captive  customers  and  not  be  captured  by  others;  for  example,  with  the  indi- 


"For  examples  of  the  many  types  of  hidden  interest  charges,  see  Usury  and  Consumer  Credit 
Regulation,  1992  Cumulative  Supplement,  by  Kathleen  E.  Keest,  National  Consumer  Law  Cen- 
ter, Boston,  Massachusetts,  1992,  §  5.1,  et  seq. 
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viduals  we  have  described  above.  Once  any  creditor  is  able  to  obtain  as  a  captive 
customer  an  individual  who  is  paying  substantially  higher  than  the  market  rates, 
that  creditor  does  not  want  to  let  that  customer  go.  This  is  especially  so  when  a 
real  estate  loan  is  at  a  loan-to-value  ratio  of  40  percent  to  50  percent.  Because  late 
charges  are  high  and  because  the  interest  clock  keeps  running  until  payments  are 
actually  received,  the  creditor  is  not  upset  if  a  borrower  is  a  few  days  late,  or  even 
30  days  late  in  some  cases.  Adverse  credit  reports  help  ensure  that  the  borrower 
will  remain  a  customer  of  that  company  when  the  loan  is  renewed.  Unfortunately, 
traditional  mortgage  bankers  and  lenders  do  not  necessarily  evaluate  who  reported 
slow  credit.  An  adverse  credit  report  turned  in  by  an  unscrupulous  lender,  tnough 
true  on  its  face,  can  sometimes  be  explained.  Unfortunately,  until  financial  institu- 
tions increase  their  presence  in  the  minority  community  by  increasing  the  number 
of  officers  and  branches  and  begin  to  understand  exactly  why  they  do  not  have  a 
sufficient  amount  of  loans  in  certain  segments  of  our  communities,  the  situation  will 
not  improve.  The  only  other  explanation  that  can  be  given  to  support  the  lack  of 
figures  would  be  that  Blacks  inherently  have  poor  credit  or  worse  credit  than  their 
White  counterparts,  a  policy  that  we  reject,  and  do  not  believe  is  true. 

Reverse  redlining  is  the  practice  in  which  certain  lenders  take  advantage  of  the 
lack  of  lending  in  certain  segments  of  the  community  and  fill  the  void  with  a  greater 
percentage  of  their  loans  to  minorities  at  substantially  higher  rates  than  elsewhere 
exist.  One  example  is  a  case  which  is  currently  pending  in  the  Superior  Court  of 
Richmond  County,  Georeia,  known  as  Alexander,  et  al.  v.  Fleet  Finance,  Inc.  of  Geor- 

ia,  Case  No.  91-RCCV--681,  a  case  brought  under  the  Georgia  Fair  Housing  Act. 

Iven  though  Fleet  Finance  is  a  defendant  in  this  case,  this  Conunittee  should  not 
read  anything  into  that  fact.  A  careful  analysis  of  the  loans  being  made  by  other 
finance  companies  at  extremely  high  rates  and  with  extremely  high  front-end  fees 
and  points  would  reveal  that  similar  claims  could  be  made  against  these  as  well. 
We  mention  this  to  the  Committee  because  we  hope  that  these  materials  will  not 
be  perceived  as  complaints  against  one  financial  institution  alone,  but  will  be  under- 
stood as  complaints  about  problems  that  exist  among  many  finance  companies,  prob- 
lems which  are  created  when  the  traditional  sources  of  credit  for  housing  loans  en- 
5 age  in  policies  and  practices  which  have  the  effect  of  denying  loans  to  minority  in- 
ividuals  at  reasonaole  and  fair  rates,  and  thereby  create  voids  which  are  quickly 
filled  by  those  who  charge  "outrageous"  charges. 

Mr.  and  Mrs.  Alexander  had  an  existing  first  mortgage  on  their  home  which  was 
being  serviced  by  Fleet  Real  Estate  Funding.  This  loan  carried  an  interest  rate  of 
8.5  percent  simple,  the  type  of  loan  which  snould  be  available  to  most  Blacks  and 
Whites.  The  Alexanders  went  through  a  series  of  loan  brokers  or  master  brokers  for 
a  second  mortgage  loan  which  thev  sought  for  $10,000.  The  loan  was  pre-approved 
for  purchase  by  Fleet  Finance,  on  March  14,  1991,  at  a  note  rate  of  18  percent  and 
a  yield  to  Fleet  of  17  percent.  However,  when  the  Alexanders  came  to  the  closing, 
they  ended  up  refinancing  an  8.5  percent  first  mortgage  as  part  of  the  loan  to  obtain 
a  $10,000  second  mortgage.  The  new  note  was  for  $29,050  with  monthly  payments 
of  almost  $500  per  month — high  for  a  disabled  serviceman  with  total  income  of  less 
than  $1,000  per  month.  The  new  first  mortgage  carried  points  of  over  15  percent 
and  a  note  rate  of  19.5  percent.'' 

We  know,  from  the  1990  Census,  that  17  percent  of  all  Georgians  who  own  or  are 
purchasing  their  own  homes  are  Black.  Therefore,  if  a  lending  institution  was  mak- 
ing loans  across  the  board  to  homeowners  in  Georgia,  that  institution  should  have 
a  portfolio  which  consists  of  loans  made  to  Blacks  of  approximately  17  percent.  How- 
ever, from  the  initial  review  of  loans,  the  Court  was  able  to  determine  that  60  per- 
cent of  the  loans  secured  by  real  estate  being  made  by  Fleet  Finance,  Inc.  of  Georgia 
through  its  agreements  with  companies  such  as  New  South  Financial  Center,  Inc. 
and  Home  Eqruity  Center,  Inc.  were  being  made  to  Black  individuals.  See,  order  of 
the  Superior  Court  of  Richmond  County,  Georgia,  dated  October  2,  1992,  in  the  case 
of  Alexander  v.  Kaye-Co.  et  al..  Case  No.  91-RCCV-681.*  See  Appendix  "F"  attached 
hereto. 


^Included  in  Appendix  "E"  is  a  copy  of  the  loan  approval  from  where  Fleet  approved  a  second 
mortgage  for  $10,000  at  a  note  rate  of  18  percent,  a  copy  of  the  Alexander's  truth-in-lending 
disclosure,  a  copy  of  the  itemization  of  amount  flnanced,  and  a  copy  of  the  note.  No  Funds  were 
disbursed  to  the  Alexanders  until  Fleet  purchased  the  loan.  No  explanation  was  ever  given  by 
Fleet  as  to  why  the  note  rate  was  increased  or  why  the  loan  was  changed  from  the  second  mort- 
gage for  $10,000  to  a  first  mortgage  for  over  $29,000. 

"Since  that  order  was  entered,  additional  discovery  has  been  conducted  in  this  case  and  a 
total  of  approximately  6,963  loans  have  been  reviewed  that  were  purchased  by  Fleet  from  its 
existing  master  broker  network  in  Georgia  fi^m  July  1,  1990.  The  great  majority  of  the  loan 
files  contain  copies  of  the  individuals'  drivers  licenses  from  which  race  could  be  determined. 
However,  of  all  the  loans  reviewed  28  percent  (1,950)  are  now  classified  as  "unknown"  and  did 


397 

It  might  be  argued  that  statistics  such  as  these  show  nothing,  in  that  certain  com- 
panies routinely  charge  both  Blacks  and  Whites  high  interest  rates.  That  is  not  the 
point.  The  point  is,  when  the  rates  charged  these  groups  are  compared  to  rates 
charged  across  the  board  by  all  legitimate  lending  institutions,  they  go  oflf  the 
charts.  For  instance,  in  Alexander  the  Court  found  that  according  to  the  statistical 
Abstract  of  the  United  States  for  1990,  the  average  contract  rate  on  loans  secured 
by  existing  homes  was  10.3  percent  at  this  time,  and  the  initial  fees  charged  were 
1.86  percent,  compared  to  a  19.5  percent  note  rate,  plus  initial  fees  of  over  15  per- 
cent ibr  the  Alexanders.  The  Eleventh  Circuit  Court  of  Appeals  made  a  similar  com- 
parison in  Moore,  supra.  The  examples  set  forth  herein  should  not  necessarily  be 
directed  only  toward  Fleet  Finance.  The  ease  of  preparing  these  statistics  as  to  Fleet 
has  been  aided  substantially  by  the  fact  that  drivers  licenses  have  been  included 
in  the  great  majority  of  loans  fUes.  Similar  studies  could  be  conducted  using  census 
tracts,  together  with  courthouse  records  and  locations  of  mortgages,  statistical  sam- 
ples or  the  like.  From  our  perspective  as  Georgia  lawyers  who  know  our  commu- 
nities and  who  see  hundreds  of  consumers,  we  need  no  more  studies.  A  number  of 
nationwide  finance  companies  who  are  completely  unregulated  by  federal  law  and 
have  few  state  laws  that  restrict  their  business  have  a  disproportionately  high  num- 
ber of  Black  customers  who  pay  rates  substantially  higher  than  that  charged  by  tra- 
ditional mortgage  companies,  banks,  etc.,  that  lend  predominately  to  Whites. 

III.  Issues 

As  we  see  the  issues,  the  problems  are  caused  in  large  part  by  the  fact  that  there 
is  no  real  competition  in  certain  segments  of  lending.  If,  the  Community  Reinvest- 
ment Act  is  not  strongly  enforced  and  if  regulated  financial  institutions  do  not  offer 
credit  at  reasonable  rates  in  minority  neighborhoods,  then  voids  are  created  which 
are  quickly  filled  by  the  unscrupulous.  Congress,  in  reacting  to  double-digit  prime 
rates  and  double-digit  home  mortgage  loans,  acted  quickly  to  make  sure  that  funds 
would  be  available  lor  mortgage  lending.  In  its  haste,  it  ignored  the  Doctrine  of  Fed- 
eralism, and  it  overrode  long-standing  state  statutes.  Congress  assumed  that  free 
market  concepts  would  work  across  the  board,  in  both  White  and  minority  commu- 
nities, and  that  these  free  market  concepts  would  be  tempered  with  fair  dealing  and 
honesty.  What  has  occurred  is  redlining  by  design  or  effect.  Home  mortgage  loans 
are  not  being  made  available  in  the  minority  community  at  the  same  rates  and  on 
the  same  terms  as  in  White  communities.  In  deregulating  interest  rates.  Congress 
gave  unregulated  non-bank  banks  the  benefits,  without  any  price.  No  federal  agency 
was  charged  with  policing  the  market  place  to  keep  unscrupulous  and  unconscion- 
able lenders  at  bay.  No  one  then  assumed  that  fly-by-night  mortgage  companies 
would  spring  up  and  direct  their  attention  to  a  market  of  homeowners  who,  despite 
their  lack  o?  formal  education,  had  acquired  their  American  dream — their  homes. 
There  has  been  no  or  very  few  restrictions  on  this  new  breed  of  lender,  and  the  prof- 
its being  made  by  them  have  been  so  great  that  other  non-bank  banks,  primarily 
finance  companies,  who  are  completely  unregulated,  have  continued  to  fill  the 
breach  and  nave  continued  to  have  as  their  customers  a  disproportionately  high 
number  of  minorities. 

One  long-term  effect  of  what  is  occurring  is  the  destruction  of  communities,  espe- 
cially in  Georgia.  It  does  not  take  a  genius  to  know  that  families  who  are  trying 
to  buy  their  homes  or  who  own  their  homes  are  less  likely  to  have  their  members 
commit  crimes,  are  more  likely  to  have  their  members  complete  their  education,  be- 
come more  productive  workers,  and  add  fewer  claims  to  our  social  welfare  programs. 
If  anything.  Congress  should  be  fostering  pwlicies  that  encourage  home  ownership 
and  policies  that  encourage  home  mortgages  at  reasonable  rates  to  all,  both  Black 
and  White.  Currently,  the  policies  which  exist  result  in  the  destruction  of  neighbor- 
hoods, in  increased  foreclosure  rates,  in  the  inability  to  pay  outrageous  charges  and 
fees,  and  the  siphoning  of  funds  these  families  need  for  basic  necessities. 

rv.  Recommendations 

1.  Conduct  hearings  throughout  the  nation  and  hear  first  hand  from  consumers 
about  how  the  dual  system  of  lending  we  have  described  is  destroying  the  lives  of 
many. 


not  contain  drivers  licenses.  Of  those  carrying  drivers  licenses,  2,740  were  shown  to  be  Black, 
and  2,273  where  shown  to  be  White.  Of  those  individuals  identified,  over  55  percent  are  Black. 
Even  if  the  unknowns  were  all  to  be  White,  which  is  highly  unlikely,  Black  individuals  who  have 
these  types  ofloans  would  far  exceed  the  percent  age  of  Black  homeowners  in  Georgia — 17  per- 
cent Accepting  all  of  the  unknowns  as  being  White  would  show  that  Blacks  still  comprise  39.35 
percent  of  the  loan  portfolio.  No  explanation  has  been  given  as  to  why  a  disproportionate  num- 
ber of  these  Fleet  loans  with  such  outrageous  rates  were  made  to  Blacks. 
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2.  Strengthen  the  Community  Reinvestment  Act  and  Home  Mortgage  Disclosure 
Act. 

Non-bank  banks  which  are  often  owned  by  regulated  financial  institutions  need 
to  be  governed  by  the  same  rules  and  regulations  as  banks,  as  well  as  those  finance 
companies  who  are  owned  by  non-financial  conglomerates.  The  regulators  need  to 
be  told  by  Congress  to  increase  their  vigilance.  All  mergers  or  acquisitions  of  bank 
holding  companies  that  have  poor  CRA  grades  should  be  disapproved  until  those 
banking  corporations  improve  their  lending  practices  in  the  minority  communities. 
In  connection  with  the  sale  of  the  assets  of  failed  banking  institutions,  those  institu- 
tions that  have  not  demonstrated  by  their  lending  practices  a  commitment  to  home 
loans  in  minority  communities  should  not  be  allowed  to  purchase  the  assets  of  failed 
institutions. 

3.  Imposition  of  lending  rate  caps  and  other  restrictions  on  lending  practices. 
Prior  to  the  late  1970's  and  early  1980's,  states  traditionally  governed  the  amount 

of  interest  that  could  be  charged  on  loans.  The  banking  and  finance  companies  came 
to  Congress  and  asked  Congress  to  override  the  state  statutes,  and  Congress  did  so 
without  looking  at  the  historical  reasons  for  such  caps.  If  Congress  is  going  to  over- 
ride state  statutes,  Congress  should  not  leave  a  vacuum — a  vacuum  which  has  re- 
sulted in  the  wholesale  lending  abuses  to  date.  Just  as  VA  loans  have  a  regulated 
cap,  loans  that  come  within  the  ambit  of  a  federal  preemption  statute  should  De  reg- 
ulated. Caps  should  be  placed  on  all  charges,  including  origination  fees,  discounts, 
appraisal  fees,  interest  rates  and  other  charges.  These  caps  can  be  tied  to  moving 
inoicators  or  otherwise  tied  to  the  price  of  funds.  In  addition,  restrictions  should  be 
placed  on  other  charges,  such  as  hidden  interest  charges  which  may  be  called  unem- 
plojnment  insurance,  which  are  pervasive  in  the  finance  industry. 

V.  Conclusion 

Legitimate  lending  institutions  have  in  the  past  asked  Congress  to  do  just  the  op- 
posite of  what  we  are  asking  here.  Congress  has  accommodated  these  lenders.  They 
came  to  Congress  in  the  late  1970's  and  early  1980's  and  asked  Congress  to  override 
long-standing  usury  statutes.  The  result  has  been  devastating  to  unsophisticated 
and  minority  borrowers  in  this  country.  Now  these  same  banking  officials  want  you 
to  further  deregulate  banking  and  interest  charges,  but  remember  who  was  respon- 
sible for  the  savings  and  loan  association  failures,  for  banks,  lending  hundreds  of 
biUions  of  doUars  to  shaky  foreign  governments,  and  for  other  policies  which  have 
placed  in  jeopardy  the  solvency  of  hundreds  of  banking  institutions  in  this  country. 
Scores  upon  scores  of  savings  and  loan  associations  and  savings  banks  have  gone 
under  as  a  result  of  lending  on  shopping  centers,  condominium  projects,  and  other 
types  of  speculative  projects.  To  our  knowledge,  no  bank  or  financial  institution  has 
required  the  taxpayers  to  foot  one  dime  as  a  result  of  losing  money  by  lending  in  the 
minority  community  on  loans  where  reasonable  rates  are  charged  and  which  are  se- 
cured by  an  individual's  primary  residence.  We  submit  to  Congress  that  those  who 
may  oppose  what  we  are  saying  are  the  same  people  who  have  encouraged  you  to 
pass  statutes  which  have  led  to  the  worse  financial  problems  since  the  Depression. 
While  we  believe  in  free  market  concepts,  we  also  believe  that  the  free  market  con- 
cepts can  be  abused.  Abuses  in  free  market  lending,  when  they  appear,  should  be 
corrected  by  enacting  a  cap  high  enough  so  that  market  forces  and  other  factors 
such  as  capacity,  character  and  collateral,  can  be  used  in  arriving  at  a  rate  within 
some  type  of  bounds. 

In  closing,  we  would  like  to  leave  this  Committee  with  a  quote  from  President 
Theodore  Roosevelt.  In  his  autobiography  at  page  55,  President  Roosevelt  explained 
in  part  his  disillusion  of  the  law,  writing: 

But,  doubtless  chiefly  through  my  own  fault,  some  of  the  teaching  of  the  law 
books  and  of  the  class  room  seemed  to  me  to  be  against  justice.  The  caveat  emptor 
side  of  the  law,  like  the  caveat  emptor  side  of  business,  seemed  to  me  repellent; 
it  did  not  make  for  social  fair  dealing.  The  let  the  buyer  beware'  maxim,  when 
translated  into  actual  practice,  whether  in  law  or  business,  tends  to  translate  it- 
self further  into  the  seller  making  his  profit  at  the  expense  of  the  buyer,  instead 
of  by  a  bargain  which  shall  be  to  the  profit  of  both.  It  did  not  seem  to  me  that 
the  law  was  framed  to  discourage  as  it  should  sharp  practice,  and  all  other  bar- 
gains except  those  which  are  fair  and  of  benefit  to  both  sides.  I  was  young;  there 
was  much  in  the  judgment  which  I  then  formed  on  this  matter  which  I  should 
now  revise;  but,  then  as  now,  many  of  the  big  corporation  lawyers,  to  whom  the 
ordinary  members  of  the  bar  then  as  now  looked  up,  held  certain  standards  which 
were  difllcult  to  recognize  as  compatible  with  the  idealism  I  suppose  every  high- 
minded  young  man  is  apt  to  feel. 


399 


We  ask  you  add  to  the  law  books  sUtutes  which  wiU  discourage  the  sharp  prac- 
tices that  we  have  described  here  as  caveat  emptor  in  lending  leaves  too  many  hard 
working  American  Tamilies  at  the  mercy  of  the  sharks. 
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ATLANTIC  MORTGAGE  CO.,  INC. 
FEDERAL  OISCLO.SURE  Sl/Vi  ii.MUNT 


oiTowcr,         iwciLLE  wil:.:/ois 


:  -.  Nil.: 


.•.:guat  24,   i904 


/.:.-.  UAL 
1-    .ICCNTAf 

1   .ii; 

"i  I.c  COS!  of  m\ 
c:r(iit  as  a 
yearly  rale 

29.32% 


FINANCL 
CHARGi: 

The  dollar  .':noun( 
Uw  credit  ^>  i<l 
cosimc 


$40,625.48 


i  AMOUtx. 
!  FINANC    !; 

Tlie  amot::'.*.  r;" 

credit  pro% '. S 

to  me  or  on 
my  behalf. 

$11,549.10 


TOTAL  or 
PAYMENTS 

The  amount  I 
will  have  paid 
alter  1  have 
made  all  payments 
as  scheduled. 

$52,174.58 


t-  ■  pjvmeni  s-      '  .Me  will  be: 


Number  of  i       i:ients 


179 


Amount  of  Payments 


N''l.en  Payments  Arc  Due 


f289.88 


5286.06 


15th  of  each  nonth 
b&cmninq  October  15,   1984 


■•^^^-T^ftyr    TS.    iqqq 


I  nsy  obuin  p.-cpctty  insurance  frorr.  anyone  I  want  that  is  acceptable  to  ATLAI^TTIC  MORTGAGE 
CO.,  INC 


an  giving  security  interest  in  Lot  3,   Block  "A",  Section  2,  Pact 


Security: 

2,   East  View  Subdivision,  Richmond  Count^•,  0;-oroia  aA/a'eOS  Sealsle' 
Pi'^^PtiY?.'    '-T-^^.  Georgia  30901. 
'       '  '   "-  $20.50 

1.--:  Charcc:    ' '  -  ,-=yment  is  late.  1  will  be  cha-'ged  5%  of  ih:  psyraent. 

rre.T£vment:  ;   ;  pay  ofTeariy.  I  will  not  have  to  pay  a  penalty  ir,'.  -oi  be  cniiiled  to  a  refund  of  part  of  the 
i;.-aDCe  char£ 

I  .T.ay  see  my  c.-.-.Irac;  documents  for  any  additional  information  «!x)j!  nonpayment,  default,  any  required 
nrayment  in  f  ':  before  the  scheduled  date,  and  prepaymcn:  fcfcr.ct  and  penalties. 


I  acknowled:' ;  rrccip:  of  a  completely  Tilled  in  copy  of  this  disclosu.-c  statement  prior  to  signing  my  Note  and 
D-.-c*j  to  Secure  l"';l-:. 


r..„».eKs,:     !       -^Y^g^^^^J^L^r-^   Dale:     _2Pc^...W.    .  7  /-rf,4^ 


iccalcatlmi  •(   cIm 
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nt    Fta.tK«4   mt    f    ||.^4^.|Q 


?    a. 5? 2.06 AjmiuoC    (Ivcn    Co    aio    dlrcccljr 

^  H/A  AMounr.    palij    «.»    t.j-    (orwcr    loan    accounC 

«lcli    ATLANTIC    HORTCACE   CO..     INC. 


AoounC    paid    Co    oclters    on    my  bclialC: 

?  54.00 to    C«K    coanlsslonec 

5 '  6.  93 Co    crcdtc    repot  dng    agencies 

i         I  7 S ■  00 to    appraisers 

y  J j.OO  to    Insurance    companies 

$        S50.00 to   Boudreaux   and   Uard.    AtCornejra   ac   Lau 

?  Z0.50 to  Clerk  of   Superior  Court 

?        169.23 to    Collections   Ltd. 


?   1,838.27 to     Rlclinmnd   Co.    DrUn^iii-nr   t.it   n,.pf 

?        1A7.27 to    Rtchiaond   Co.    Tax  Cocaalssloner 


5 

150.90 

S 

6.300.00 

$ 

H/A 

$ 

6.450.90 

Prepaid    Finance   Charge: 

Odd-days    Interest 
Origination   Fee  of  points 

Charge    Cor  calculation  oC  APR 
Total    Prepaid    Finance   Charge 

I   acknouledge    receipt   of   a   conpletely    Cllled    In  copy  of    this   dlsclr;uce   ttateaenc 
prior    to    algnlng   ay   lloce       and    Mortgage. 

Borrouec(.):    ^.^         >0.  ^ .  >..      Vy/,^^^         .  Date:      ^^JC/^^CJ. 

LUCILLE   UILLIAHS 
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IQIS 

'^>»9usta,  Geocqia 

U.S. $18,000.00  —august   2«.    1«fB4 

Initial  Principal  Amount  Date  of  This  Note 

I/Jt  3,  Block  "A",  .'".ection  2,  P.irt  2,  East  View  Subdivision,  lUcNiond  County, 
Coocqia,  aA/a  60S  T.-a  Isle  Dclvo,  Augusta,  Geocqia  30901,  and  nocc  pacticulacly 
described  as: 


ALL  tl>at  lot  or  porccl  oC  land  with  ijipcovcments  tlicccon,  situate, 
lying  and  being  in  RicluiKxid  County,  Georgia,  and  being  known  and 
designated  as  Lot  3,  lUock  "A",  East  View  Subdivision,  Section  2, 
Pact  2,  as  sliown  on  a  plat  recorded  in  Oie  OCCicc  of  the  Clerk  of 
Superior  Court  of  Riclinond  County,  Georgia  in  Realty  Dook  37-0, 
Pages  691-69<;  reference  being  made  to  said  plat  for  a  more 
accurate  description  of  said  lot. 

1.      CERTAIN  DEFINTTIOg  USED  IN  TllIS  NCTTE. 

a.  "Note"  means  docuncnt. 

b.  "I", "roe*  and  "my"  mean  and  refer  to  each  person  who  signs  this  Note.  If 
more  titan  one  person  signs  this  Note,  each  one  of  us  personally  is  equally  and  fully 
responsible  to  make  all  of  the  pajTnents  called  for  in  this  Note  and  to  keep  all  of 
the     promises  made  in  this  Note. 

c.  "Atlantic  Koctgage'  means  Atlantic  Mortgage  Co.,  Inc.,  a  Georgia 
corporation. 

d.  "Note  Holder"  means  Atlantic  Mortgage  or  anyone  who  takes  this  Note  by 
transfer  and  who  is  entitled  to  receive  payments  under  this  Note.  I  understand  that 
Atlantic  Mortgage  may  transfer  this  Note. 

e.  "Deed  to  Secure  Debt"  means  the  deed  to  secure  debt  document  I  am  and/oi 
otlier  persons  are  signing  today.  That  deed  creates  a  lien  on  the  Property  a: 
security  for  my  pronises  in  this  tlote. 

f.  "Property"  is  the  real  property  at  the  address  of  the  secured  property  a 
listed  above.     The  Property  is  more  fully  described  in  the  Deed  to  Secure  Debt. 

g.  "Principal"  means  the  initial  dollar  amount  of  tliis  Note  and  any  part  c 
that  amount  which   remains  unpaid. 

h.  "Default"  means  not  paying  on  time  or  keeping  the  promises  which  I  < 
others  make  in  Uie  Deed  to  Secure  Debt.  "Default"  also  means  letting  certain  thine 
liappen  or  doing  certain  things.  Tnese  are  described  in  this  Note  or  in  the  Deed  i 
Secure  Debt. 

i.      "Waive"  means  give  up. 

j.  "Odd-pays  Interest"  means  the  interest  I  am  paying  in  advance  for  t 
period  from  the  date  interest  begins  to  be  charged  until  the  15th  day  of  Septcnt) 
1904. 

2.   HY  PnOMISE  TO  PAY. 

In  return  for  the  loan  Uiat  I  have  received  today,  I  promise  to  pay  to  the  oc< 
of  Atlantic  IVjrtgagc  Cocuxmy,  Inc.,  $18,000.00  plus  interest  at  tlie  yearly  rate 
eighteen  percent    (lu|. 


^.  2J 
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1.     UOEBESZ. 

I  will  pay  intcccst  on  tliat  (Vitt  oC  tlio  PcincinU  wlucli  lus  not  been  paid. 
Intccesu  will  be  cliarqcd  bcqlnnlng  o<>  August  29,  1904,  .-.iid  continuing  until  the  full 
amount  of  Pciiiciixil   las  l>cen  paid.      I  will  pay  Odd-Oayr.   Interest  today. 

*  ■    CflytitMs. 

I  will  pay  Pciiiciivil  and  intctcst  by  making  payi,.  :its  each  month  of  $289.80.  1 
will  noke  tlicse  (xiyinciits  on  the  15th  day  of  each  mvith,  beginning  on  October  15, 
1904.  1  will  nuke  tlicso  payments  ovocy  nonth  until  I  ...ive  paid  all  of  the  Principal 
and  interest  ajid  all  otiier  cliargcc  described   in  tlie  N  ".•.■. 

If  [  still  <*JC  any  ainounts  under  this  note  on  So;  -^rHjer  15,  1999,  I  will  pay  in 
full  on  tliat  date  all  amount  of  principal,  interest  c<.:id  other  amounts  which  I  owe 
under   this  Note. 

r  will  make  all  payments  to  FAM  ^k}rtgagc  Servicing  Conpany,  P.  0.  Pox  73198, 
Oaltimoce,  Maryland  21273,  oc  at  such  other  address  as  the  Note  Holder  may  designate 
in  a  notice  to  me. 

5.      FAIFJURE  TO  PAY  ON  TIME  OR  TO  DO  REQUIRED  THINGS. 

a.  Ijyra:  QlARnE:  l  will  pay  on  demand  a  "late  charge"  equal  to  five  percen 
(5tl  of  any  monthly  payment  due  under  this  Note  whicli  is  not  received  by  the  Not 
IkJldcr  by  the  end  of  tlie  7th  calendar  day  after  the  date  such  payment  is  due.  Th 
late  charge  Is  to  cover  the  Note  Holder's  extra  expense  of  handling,  accounting  fo 
and  processing  late  payments. 

b.  DEFAULT:  I  will  be  in  Default  if  for  any  reason  aox  of  the  following  thing 
happen   : 

(1)     The  Note  (loldec  does  not  receive  a  msnthly  payment  on  this  Note  by  tl 
end  of  the  ISth  calendar  day  after  the  date  that  the  payment  was  due. 

(ii)  I  do  not  pay  promptly  when  due  all  of  the  taxes,  nunicipal  and  oth> 
governmental  charges  and  assessnents  and  water  charges  which  are  or  may  become  liei 
of  the  Property. 

(iii)      I  do  not     pay  promptly  when  due  any  sirrs  which  I  am  obligated  to  p 
on    any    prior    or    existing    mortgage    on    the    Property.      This    includes    periodic 
monthly      payments   and    any   other      payments    (includino    Cull   payment)    that    I    may 
required  to  make  under  such  prior  nortgage. 

(iv)      I  do  not  keep  the  Property  in  good  conoition  and  repair. 

(v)       I   do   not   keep   the    Property    insured    to    the   satisfaction   of    the    Nc 
Holder,   or  I  do  not  pay  ptomtly  when  due  all  premiums   for  that  insurance. 

(vi)  I  do  not  pay  in  full  the  entire  Principal  and  all  other  amounts  I  < 
under  this  Note  before,  or  at  the  time  that,  I  sell  or  transfer  all  or  any  part 
the  Property  or  any  interest  in  the  Property.  Ho--cver,  without  making  such  Ci 
payment,  I  may  create  or  allow  security  deeds  which  are  subordinate  to  the  Deed 
Secure  Debt  secucirKj  this  Note.  Also,  I  may  grant  leasehold  interests  of  th 
years  or   less  not  containing  an  option  to  purchase  without  making  such  full  payiti'? 

(vii)      I  do  not  do  everything   I  have  promised  or  agreed  to  do  in  this  Note 

(viii)      I   do  not  comply  with  all  of   the  terms  of   the  Deed   to  Secure  Debt. 

(ix|       I   do   not   keep  all   of    the   promises   and  agreements   made    in    the   Deo 
Secure  Debt,   or   I   do  not  nakc  sure  that  all  such  pec.- iocs  and  agreements  ace  Kcp: 

I  understand   tliat    I    have  made  many  promises  and  agreements   in  this  Note  and 
there   ace  many   procniscs   and   agreements    in    the   Deed    to   Secure  Debt,      it    is   al: 
Default    under    tliis    llotc    It    even    one    of    those    proraiscs    or    agreements    is    not    I' 
kept   and  pec  formed  on   tine. 

c.      NTTTE  DUE  Qt4  DKFAlll.T:       If    I   am   in  Default,    the  Note  Holder  may   requite  i:' 
pay    iimcdiately    the    full    amount   of    Principal    and    all    interest,    late    ch.irq<.v. 
..-  ..i,i,~ty   I    rif^jf^  *Kv1or    t-his  Note. 
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<«.  m  QBE  AfTot  UP1MC  FOi  nnj.  PAYMElff:  If  the  Mote  llol<»et  hu  Mllcd  to  ne  a 
notice  tKit  I  <m  Ln  Default  and  that  I  aust  pay  all  amounts  which  I  owe  under  this 
Ibkc.    Uicn: 

(1)     Tlie  rtotc  Holder  nay  keep  any  payments   it  receives  after  that  tijw;  and 

(il)      Ho  (viymciit,   ulicther    it    is   kept   by   the   Note   Holder   or   not,    will   cure 
the  Default  or    cciiistatc  the  loan;    ;n\d 

(ill)  r  will  innicdlatcly  piy  the  full  amount  I  owe  under  this  Note.  Nothixig 
wliicli  citlicc  I  do  oc  the  ^totc  Moldcc  docs  will  be  considered  a  cure  of  the  Default 
or  will  reinstate  tlie  loan  unless  Llic  Note  Holder  so  agrees  wiU<  me  in  writing  after 
tlie  notice  of  Default  was  cent. 

e.  nfJAY  IN  PIFOnrmPff:  if  I  an  In  Default  at  any  time,  even  if  the  Note 
Holder  docs  not  require  rac  to  pay  Ininedlately  in  full  as  described  above,  the  Note 
Holder  will  still  have  the  right  to  require  me  to  make  iimiediate  full  payment  if  I 
am   in  Default  at  any  later  time,     litis  is  true  even   if: 

(1)      The  Note  Holder  liad  the   right   to  send  me  a   notice  of  Default  but  did 
not  do  Go; 

(ii)     Tlie  sane  Default  continues; 

(ill)     The  sane  kind  of  Default  occurs  again; 

(iv)     Any  other  kind  of  Default  occurs  at  any  time. 

The  Itote  Holder  does  not  waive  any  of  Its  rights  under  this  Note  even  if  it 
delays  enforcing  all  or  any  of  Its  rights  or  falls  to  enforce  all  or  any  of  then  at 
any  time. 

f.  PAYMEWT  or  NTTE  IKJLDER'S  COST  AND  EXPENSES;  If  the  Note  Holder  has  required 
nc  to  pay  ijiirediately  In  full  all  anounts  which  I  owe  under  this  Note,  I  also  will 
pay  the  Note  Holder  on  demand  all  of  Its  costs  and  expenses  in  connection  with 
collecting  under  this  Note. 

Such    costs    and    expenses    include,    but    are    not    limited    to,    the    cost    of 
foreclosing  the  security  deed,   reasonable  attorney's  fees  of  15%  and  court  cost. 

6.      PAYMEKTS  HADE  DEFORE  TIIEY  AAE  DUE. 

I  have  the  right  to  make  payments  at  any  time  before  they  are  due.  Such  . 
payment  is  known  as  a  "prepayment".  When  I  make  a  prepayment,  I  will  tell  the  ^Jot• 
Holder    In  a   letter   that  I   am  doing   so. 

A  prepayment  of  all  of  the  unpaid  Principeil,  all  interest  and  all  other  aitount 
due  under  this  Note  is  known  as  a  "full  prepayment".  A  prepayment  of  only  a  part  o 
the  unpaid  Principal  and  interest  is  known  as  a  "partial  prepayment". 

I  may  make  full  prepayment  oc  partial  prepayments  at  any  time  without  paying  ar 
penalty.  Upon  prepayment  during  the  period  in  which  Odd-Oays  Interest  accrues,  t^ 
Jtote  Holder  will  refund  to  me  any  unearned  Odd-Days  Interest,   if  any. 

If  I  make  a  partial  prepayment,  there  will  be  no  delay  in  the  due  date  of,  ai 
no  change  in  the  amount  of,  any  of  my  subsequent  ironthly  payments.  The  due  date  J/ 
.Miount  of  subsequent  monthly  payments  will  change  only  if  the  Note  Holder  agrees  : 
writing   to  such  changes  at  the  time   I  make   a  partial  prepayment. 

7  .      lOY  PAYHEin-S  ARE  ATPI.IED. 

Wlien  tlie  llotc  Holder  receives  payments  from  me  under  this  Note,  tlie  Note  HolJ 
"ill    .ipi'ly  thon  to  my  obligations  under   this  Note   in   the   follc.ring  otdct: 

a.      First,    to  any  of   tlie  Note  Holder's  costs  of  collection  as  described  above; 

1).      Gecoiid,    to  any   late  charges; 

c.   'Iliird,  to  unpaid  Inteccst;  «ind 

—  ■■"'^■•M  Prinr-ln.ll    of   thin  liatc. 
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•.     Tl«  taiT.  tK  go— 1>  iwr  >  n— ■!  fm  rm  panwimf. 

In  addition  Co  the  pc«t«ctlana  given  to  the  W>te  itoldec  undec  this  N9tc,  I 
«nd/oc  other  pecsons  eaecutod  the  Deed  to  Secure  oebt.  «4iich  Iws  the  smw  date  as 
tills  Nate,  which  qives  the  Nate  Holder  additional  protection.  Tliese  are  additional 
(>raBilsea  -ana  aqrconents  in  the  Deed  to  Secure  Oebt.  I  nust  luke  sure  that  all  of 
tliose  proalses  and  agceoncnts  are  kept. 

Hie  Note  Holder  nay  Coreclose  the  Deed  to  Secure  Debt  to  protect  itself  from 
possible  losses  wliich  aiay  result  i£  I  an  in  OcCault  or  i(  I  do  not  keep  the  promises 
and  aqreoacnts  vlilch  1  wake  in  this  Note  or  which  I  or  oUicr  persons  iMke  in  this 
Ibte  or  which  I  or  other  persons  aokc  in  die  Deed  to  Secure  Debt. 

Hie  Oced  to  Secure  Debt  describes  certain  additional  circuastanccs  under  which 
Uic  (late  lk>lder  may  require  me  to  make  iaocdiate  payment  in  Cull  oC  all  aaounts  that 
I  owe  under  tliis  Note. 

9.   nr  iMvas. 

I  waive  ay  rights  to  require  the  Note  Holder  to  do  certain  things.  Those  things 
are:  (A)  to  daaand  pav«ent  oC  Mounts  due  (known  as  'presenboent') :  (B)  to  give 
notice  that  amounts  due  undec  this  Note  have  not  been  paid  (known  as  'notice  oC 
dishonor*) ;  and  (O  to  obtain  an  official  certification  of  nonpayment  (known  as 
•protest") . 

Anyone  else  \tn  agrees  to  keep  the  pconises  made  in  this-  Note  or  t4io  agrees  to 
make  payments  to  the  Note  Holder  to  keep  ray  promises  undec  this  Nate  or  who  signs 
this  Note  to  transfer  it  to  someone  else  also  waives  these  rights.  These  persons 
ace  knoAi  as  'guarantors,   sureties  and  endorsees'. 

10.    RESPHNSTBIf-mr  OF   PfJWHNS  IINnFB  TIITS  NnrTE. 

If  oore  than  one  person  signs  this  Note,  eadi  of  us  is  fully  and  personally 
obligated  to  pay  the  full  aoount  owed  and  to  keep  all  of  the  promises  made  in  this 
Nate.  Any  guarantor,  surety,  or  endorser  of  this  Note  (as  described  in  Section  9 
above)  also  is  obligated  to  da  these  things. 

This  Note  Ikilder  R<ay  enforce  its  eights  undec  this  Note  against  each  of  us 
individually  oc  against  all  of  us  togettiec.  This  means  that  any  one  of  us  may  be 
cequiced  to  pay  all  of  the  amounts  owed  undec  this  Note. 

Any  person  who  takes  ovec  my  eights  oc  obligations  undec  this  Note  will  have  all 
of  my  eights  and  nust  keep  all  of  my  pecmiscs  made  is  this  Note.  If  I  die  oc  become 
legally  inconpetent,  then  my  estate,  executor,  adninistcatoc  oc  othec  legaJ 
cepcesentatives  Bust  keep  all  of  my  pcomises  made  in  this  Note. 

Any  pecson  who  takes  ovec  the  eights  oc  obligation  of  a  guacantoc,  sucety  oi 
endocsec  of  this  Note  (as  desceibcd-  in  Section  9  above)  is  also  obligated  to  keei 
all  of  the  pconises  made  in  this  Note. 

Tlic  tenns  of  this  Section  10  ace  Cor  the  pcotection  of  the  Note  Holdec.  If  : 
sell  oe  tcansfce  all  oc  any  pact  of  the  Pcopecty  oc  any  intccest  Ln  the  Pcopccty  ii 
any  way  wliich  is  a  Default  undec  Subsection  5b.  (vi) ,  I  must  pay  In  full  the  entic 
Principal  and  all  otliec  .mounts   I  owe  undec  this  Note. 

11.  ciynGJoriCES. 

nic  Note  IkJldcc  will  give  all  notices   to  mo   under    this    tlotc   by   dclivccinq    thr 
oc  by  iMillng   tlian  by  ccctificd  mail,    return    receipt    cccpjostcd   and  postage  pccpaii 
addressed    to  me   at    tJic    addccss    o£    tlic    Pcopccty  given   atxjvc.      Tlic   t^oto    Holder    wii 
deliver    oc   mall    notices    to  mc   at   a   diCfeccnt    addccss    ii    I    give    Uic    [iote    lloldec 
notice  of  my  different  address. 

I    will   give   all   notices    to    tlic   Note   Holder   undec    tliis    t^Jtc   by   nviiling    than 
the    note    Holder    by    certified    mail,     return    receipt    requested    and- postage    pccfui' 
addcessed   to   the  l*Jtc   Holder  at   tlic  address   stated    m   Section    <    alxjvc.     I    will    qi 
notices    to    the   Note   Holder   at   a   different   addccss    i£    the    ^iote    Holder    gives   mc 
notice  of  that  different  address. 
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12.  PQlim  t  HUMK  PAta  mp  -nm  trvM 

I  have  a9CMd  to  pay  AlUtfRTC  MXttCfCE  00.,  INC..  $«,300.00  as  a  fee  (saa«ti-,_ 
called  *pointo"  or  a  'bonus")  in  addition  to  the  Principal,  interest  and  all  other 
aMMmts  which   1   liave  pronlsed  to  pay  in  this  Note. 

I  liave  paid  those  points  to  ATTANTIC  MOIOCACE  CD.,  INC.  I  agree  that  those 
points  noj  are  fully  earned  and  are  not  subject  to  a  rebate  if  I  prepay  this  htote. 

I  understand  and  agree  that  the  Points  which  I  have  paid  do  not  reduce  the 
(>ayineiits  wliich  I  have  promised  to  make  in  this  Note. 

13.  DOgjMPnS  HECEIVED. 

I  liave  received  coopletely  filled-in  copies  of  this  Note,  tlie  Deed  to  Secure 
Debt,  a  federal  Truth-in-Lending  Disclosure  Statement,  and  two  copies  (for  each 
person  who  signs  the  Deed  to  Secure  Debt)   of  a  Notice  of  Right  to  Cancel. 

14.  I   UhPERgTAND  TOIS  NCTTE. 

I    njLUf  UOGRSTAM)  Ali  OF  THE  PRailSCS  I    HAVE  MADE   IN  THIS  HJTE  AND  ALL  OF  THE 

TEBMS  OF  THIS  NCJfE.  I  UtOERSTAtO  THAT  THE  WORD  "NOTE"  MEANS  THIS  DOGUMENT.  THI£ 
•NOTE"  OONSISTS  OF  FIVE(5)  PAGES,  AND  THIS  PARAGRAPH  SHALL  APPLY  TO  EACH  PACI 
ItOIVIDUALLY  AM)  ALL  FIVE  (5)  PAGES  OOLLBCITVELJf .  I  HAVE  BEEN  TOLD  NOT  TO  SICti  THII 
lOTE   : 

a.  IF  THERE  ARE  ANY  BLANKS  WHICH  ARE  ICT  FILLED  IN;  OR 

b.  IF   I  DO  NOT  U^OERSTnN)  THIS  NOTE  OCMPLETELY  AM)  EMriRELY. 


.//.     'g.g^^^W 


\i<.e.^//,     7P.g^<k6e..  ^^ (SEAL) 

LUCILLE  WILLIAMS 


.(SEAL) 


Tills  Note  is  secured  by  a  Deed  to  Secure  Debt  on  the  Property  at  the  address  ' 
the  secured  property  shown  at  the  beginning  of  this  Note. 

(SIGN  ORIGINAL  ONLY) 

If  notices  under  this  Note  should  be  given  to  oe  at  an  address  other  than  at  t 
Property,  I  will  fill  in  that  other  address  here: 


_niy  initials 
_ny  initials 


409 


APPENDIX  B 


ADORJESS 


ai«>  All**.  VWUU  X30M 


•ill 


^i 


BORROWKRCS) 


«>4   Utllt«  Kaa   Klclu 


ADOasS3 


3*87    Bxr<Ma  Ka«4 
A«i(<i«c«,  Csorcta     M906 


."^  A«d4l«aC«nd  b««lUi  uuuruic«  . 


f^,^"    

I^OriciaaliaorM 

^K  tUlCoa  KicClii.   Accomejr  escrov  accouac 


i^ 

^  Fre«41andar  lac.  ,  Tha  Korcgaga  Faopte 


i: 
I- 

3- 


^^i;. 

u 

»;N«tpc»ee«<i«  to  Borrow«<s) 

'jg  WtlAM*: 

■•a 


Total  abov* 


6&.50 


1&9.00 


!,(t  IMaapalamouataflaan    t       '■»^.0O 

■^  R«aa<idla( r<M  aixl  tax 

ffj  I,,— J  („,    .'*f!'5.*?*.^?.S.*.?t.^.''-.';^r??y. 

i^-nuaMudi  .•*^5??..'??r5.*'*«..*.^V.^?r. 

'•5^  M«rt«a««  UU.  tn.ur»c.    .*r?.'.V:f  ?.  TS'i^'.  .*.~~r«?e.- 

^gApprj-if-  ^.ri'j.V-. .•«*??.*>. .*?p.^".^««r. 

.ijj  Cr»<lit  Ufa  Uaurane*    


169.00 


M.iO 


200.00 


0.00 


0.00 


226S.00 


ISl.OO 


ISOO.OO 


13013.36 


586.64 


18166.00         t      18166.00 


w.r_..^3fi3A<;?^:t^ 


'/L 


Borro' 

josErH  Ktwcs' 

WILLIE   HA£   t.vS5 

La«ji#     254-7»-glll 
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APPENDIX  C 
AMOUNT  FINANCED  ITEMUaTION 


LAMOBAJOtOJOtTT   CO»r. 

1587    rhegnLK    »lv<l..    Suite    12 

STKCCT  NUKBCR  "  ' 

College   P«rlt.    Ca  ■ 303A9 

ciTT  sTAxe  nr 


n*TE:      •«•«'•  " 

.H   ' 

BOIUtOUU(S):      ARTKUKHOORE 

MART  M.  MOORt 

AflOR£SS:     FIRST  RAILROAD  STREET(P. 

0.  B( 

SCOTLAND.   CA    31083 

LOAM  NUMBER: 

TIMZATION   OF   THE    AMOUWT    flWAWCEP:  S    10,870.00 


AMOUXT    rAIO   TO  OTHERS   ON    YOUR    BEHALF: 


Z,8SS.06 AMOUNT  CIVQI  TO   YOU    DIRECTLT.    UNLESS    PAYO 

BECOME  NECESSARY    TO   CLOSE  THE  LOAN. 

AMOUNT   PAID  ON  YOUR  ACCOUNT. 


27S.OO  TO  PUBLIC  OFFICLALS:  S-    Andrew  Shuptng.   Jr..   Accy-AC-Law 


Z2S.00  TO  APPRAISERS: 


N/A TO  CREDIT    BUREAU:_ 


N/A TO  CREDIT  LIFE  &  DISABILITt   IMS: 


ZJ-3-00 TO  MORTGAGE  GUARANTEE    INSURANCE:      LANDBANK    EQUITT   CORP. 


2.800.00 TO  LOAN  DISCOUNT  POINTS: 


UP. 00 TO  SERVICE  CHARGES:         t-**""*"^  EQUITT  CORf  ■ 

53.00 TO  RECORDING  COSTS:  


4  7.25  TO  TITLE    INSURANCE: 


1.075.59 TO   Security   Scate   Bank     <070O7<.200012 

528.24  Uestern   Auto.    I.'9201601077 

765.75 TO     Security   State    Bank  I07007A200013 

835.33  Matheus   Furniture  Co. 

1.056.78  TO     Telfair    Finance  Co.    IAA042 


REPAID   FINANCE  CHARGE:      $3378.00 


/WE   ACKNOVfLEDCE   RECEIPT  OF   AMOUNT    FINANCED    ITEMIZATION   THIS  22nd 

OP        March  j^      84 


ARTHUR   MOORE 


MAR^-«-    y^Ri        ^ 
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SETTLEMPIT  STATDgKT 
Hue  of   Bocr««-er  AlltKUK  MOOKE   4  HAUT  H.    HOORE 


Gross   Aaount  %  10,870.00 


Lcsi: 

Olscounc  ;       2.800.00 


Service  Chsrge  140.00 

Appraisal  225.00 

Attorney's    Fee  275.00 

Recordation    Fee  20.00 


Title    Insurance  47.25 

Intangible   Tax  3  3.00 

Mortgage  Guarantee    Ins.  213-00 

Security   State   Bank  I  .075.50 

Security  State   Bank  765.75 


Telfair    Finance  Co.  1 .056.78 

Hathews    Furniture  Co.  835.33 


Western  Auto. 528.24 


Subtotal  8.014.94 


Net  to  Borrowers  2,855.06 


Total  10,870.00 


We/I  have  reviewed  the  above  statement,  fiad  It  correct  and  hereby  agree  Co  same. 
Dated:    March  22.  1984 (^  h7ykjX>^-  777L,^^^r:^\S~ 


ARTHUR  MOOR£ 


MAiNt_MAiWOlCE 


vKrt   il  (^ 


70-832  0-93-1. 
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D«C«|  March   12 


rl? 


Uum«AMIC   EOOITT  OI>MO«ATIOII 
Coapaoy    M««a 

l.$87rHOEMH  BLW..  CTITE  H 
ScraaC   M4ceaa 

oot.ijEce  rAUC.  ca.  iom) 


city 


State 


"P 


•arrow«r<a)i 


■HOOfZ 


MA»T  M.  Mnn»e 


A4«lcgaai     ri«ST  mHOAD  STKEET 
r.  O.  SOX  2S.  SCOTUUID.  CA   3I08I 


ANNUAL 

PEtceMTAce 

riHANCC 

AHOUNT 

TOTAL  OF       ' 

SATE  . 

CMARCE 

PINANCEO 
The  aoounc 

rATNEMTS 

•  Tba  Caat  of 

Tha  dollar 

•  Hm  aaHkuaC  you  . 

.-.  your  credit  -  . 

aaovat  the 

at   credit 

■  -   vlll  havepeld. 

•••aa  ayaarly 

.   cradle  will 

-provided  to 

■-■.  rafter  you  have 

c'.*ra«a.  • 

coat  you. 

yoo  or  on 

•ade  all  faf- 

V' 

■•ya«r  behalf; 

■aota  ••  - 
•cheduled. 

•  inU^ 

$  16.S1S.M' 

$7,492.00 

j24.0O7:M 

Tou  have  the  rlthC  Co  receive,  at  thla  tlwe.  an  tteultatioa  of  tha  .AaouaC  rinaoced. 
I  it  1    I  waaC  an  ICealEaClon.  -  | |    I  do  not  want  an  ICoKlcatloo. 


Tour  f«pr«anc  echedule  wl] 

LI  be: 

■  ^           -.    f.  •   .   -.-• 

Nuaber  of  Payaenca 

Aaount  of  PayBents 

VOten  PayvenCa  arc  Due 

124 

(193.61 

Hay  1.  1984  and  coocinulng 

until  debt  la  paid  In  lull 
IMSUKAMCEl   Credit  life  loauraace  and  credit  dlaablllty  Inauraoce  are  not  required  to 
obtain  credit,  and  will  not  be  provided  unleaa  you  al(n  and  afrea  to  pay 
the  additional  coat. 


Type 

PrenluB 

Tern 

SlKnature 

Credit  Life 
Inaurance 

$  N/A 

N/A 

I  want  to  apply  (or 
credit  life  Inaurance 

(Sift  nature) 

Credit 

Dlaablllty 

tnaurance 

5  H/A 

N/A 

I  want  to  apply 
for  credit  dla- 
ablllty Inaurance 

(SlKnature) 

SECUUTT:   Tou  are  (tvlag  a  2nd     deed  of  truat  aecurlty  latereat  In  the  property 
being  purchaaed. 


KECOROIHC  FEES:  j   53.00 


TITLE  INSURANCE:  4  7.23 


LATE  CHARCE:   If  payvenc  la  eight  daya  lace,  you  will  be  charged  $9.68 


/( 


(SX)  Percent  of  the  payment. 
PREPAYMEKT:    If  vou  pey  off  early,  you  you  will  not  have  Co  pay  a  penalty. 


SEE  YOUR  CONTRACT  DOCUMENTS  FOR  ANT  ADDITIONAL  INFORMATION  ABOUT  NONPAYMeNT.  DEFAULT 
ANT  REQUIRED  REPATMENT  IN  FULL  SEFORE  THE  SCHEDULED  DATE.  AND  PREPATMEMT  REFUNDS  AND 
PENALTIES. 

I/Ue  hereby  acknowledge  receipt  of  thla  diaclocuce. 

CcAZ?^<<xA.-*?^;^-<y-7»-AJ-  /tt,|.   ;;„^day  of    March 

ARTHUR  HOORE 

Lfeaa. /thla      27odday   of  Mjcch 


-^U^tf^^UA^ 


/thll 


day    of 


.19_ 
.  19_ 
.19 


/(hi* 


day    »f 


.19 
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NOTE 

....*^'^^' ....»*  C.U^M.f"'^ Cc,^. 

FIRST  RAILROAD  STREET   (P.   0.    BOX   Z8)      SCOTIAND,      GEORGIA  31083 

/^oixrly  Addretl  City  Stair  Zip  Cade 


t.  BORROWER'S  rRO^:ISE  TO  PAY 

In  return  form  loan  ihii  I  hive  received.  I  promise  lo  piy  U.S.  J  }:9.'AJ9.:^9 

(Ihii  imouni  will  be  ciUcd  "principiH.  plus  inlcrcu.  (o  the  order  of  ihc  Lender.  The  Lender  is    .  }<4Q4t>.'^qV' 

ElWlty..C<3rp.o.wCJ..o.n I  underjundlhat  Ihe  Under  m.y  JramfeV.his 

Nole.  The  Lender  or  inironc  who  uke»  (his  Note  by  Irinsfer  ind  who  is  entitled  to  receive  payments  under  this  Note  will 
be  ailed  the  "Note  Holder." 

2.  INTEREST 

I  will  piy  interest  il  i  yeirly  rale  of   18. . .  %.  The  Annual  Percentage  Rite  on  thU  Loan  is  .  2a»4e.  . .  %. 

Interest  wiU  be  charged  on  that  pan  of  principal  which  has  not  been  paid.  Interest  will  be  charged  beginningon  the 
dale  of  this  Note  and  continuing  until  the  full  amount  of  principal  has  been  paid 

3.  PAITMENTS 

I  will  pay  pri.idpaJ  and  inietcsl  bv  making  payments  each  month  of  U.S.  J^??.-.'.V 

I  will  make  my  payments  on  the  k^.%  day  of  each  month  beginning  on    .1*y.  k 19.8*         |  „ji| 

mike  these  payments  ever)'  month  until  I  have  paid  ill  of  the  principil  ind  interest  ind  any  other  charges,  described 

below  that  I  may  owe  under  this  Note.  If.  on  AVg.".* ?..!.■.  .V?.'.*. I  still  owe  amounts  under 

this  Note,  I  will  pay  all  those  amounts,  in  full,  on  that  dale. 

I  will  make  my  monthly  payments  at    .M'?^i*.*t)'S'.  ?-.*lH^!^y_  Corporactott,    P.    0.    Box   3272, 
. .  .VURXnU.  A^4?h...  .V  J-.rs;riX.a  .  .234  54 ....'.'.[[[..[[   or  it  a  different'  place  if  required 'by  'th^'Noie  'Holde'r 

4.  BORROWER-S  FAILURE  TO  PAY  AS  REQUIRED 

(A)  Lalt  Chai((  For  OTerdut  Payments 

If  the  Note  Holder  has  not  received  the  full  amount  of  any  of  my  monthly  payments  by  the  end  of  .8. .  (e.ljSh? 
calendar  days  after  the  dale  it  is  due.  I  will  pay  .  |„e  ch.rge  lo  the  Noie  Holder.  The  amount  of  Ihe  charge  will  b. 

..-■>...%  of  my  overdue  payment,  but  not  less  than  U.S.  $  ?  ,  fr.8. and  not  more  than  U.S 

*•  '-^8 I  will  pay  this  late  charge  only  once  on  any  late  payment. 

(B)  Notice  From  Nolc  Holder 

If  I  do  not  pay  the  full  amount  of  eich  monthly  payment  on  lime.  Ihe  Nole  Holder  may  tend  me  a  written  nolic 
telling  me  that  if  1  do  not  pay  Ihe  overdue  amount  by  a  certain  dale  1  will  be  in  default.  That  daic  must  be  at  least  10  day 
after  the  dale  on  which  the  noliceis  mailed  to  me  or.  if  it  is  not  mailed.  lOdays  after  Ihedale  on  which  it  it  delivered  to  m. 

(C)  Default 

If  I  do  not  pay  Ihc  overdue  imouni  by  Ihe  dale  slued  in  Ihe  nonce  described  in  (0)  above.  I  will  be  in  defaull.  If  I  ii 
in  default.  Ihc  Nole  Holder  may  require  mc  lo  pay  immcdialcly  Ihe  full  amouni  of  principal  which  hat  not  been  paid  an 
all  Ihe  inleresi  thai  I  owe  on  ihal  amouni. 

Even  if.  11  a  ume  wl.cn  1  am  in  defaull,  Ihc  Nole  Holder  does  nol  require  me  lo  pay  Immedialcly  in  full  as  describe 
above.  Ihe  Nole  Holder  .,11  ,„||  have  Ihe  right  lo  do  so  i(  I  am  in  dcfiuU  al  a  later  lime. 

(D)  raymenl  of  NoU  Holder's  Costs  and  Ciprntes 

If  Ihc  Note  Holder  hzi  icqulred  mc  lo  pay  Immedialcly  In  full  at  described  above.  Ihe  Nole  Holder  will  have  Ihe  rig 
lo  be  paid  back  for  all  ol  ni  cons  and  expenses  lo  Ihc  olcm  noi  prohibllcd  by  applicable  law.  Those  eupcntcs  include.  ( 
example,  reasonable  ailorneyi'  fees 

5.  THISNOTESECUKfl)  BY  A  DEED 

In  ■^<'><'f>n  <0  '''c  piolecuons  given  lo  Ihe  Nole  Holder  under  Ihii  Nole.  a  Secunly  Deed,  diled 

I' ..  ^ prolccis  Ihe  Nole  Holder  Irom  potiible  losses  which  mijhl  reiull  if  I  do  nol  keep  ll 

promises  which  I  make  In  ihts  Nole. 

«     BORROWERS  PAYMENTS  BEFORE  THtV  ARE  OUE 

I  have  Ihe  nghl  lo  make  paymcnis  of  principal  at  any  ume  bclore  Ihey  are  due  A  paymeni  of  piincipal  only  ii  kno- 
•s  a  -prepaymcni.-  When  I  make  a  prepayment.  1  will  ie||  ,he  Nole  Holder  in  a  Iciler  ihal  I  .m  doing  so.  A  prepiymem 
all  the  unpaid  principal  is  known  as  a  "full  piepaymeni  "  A  p.epaymeni  of  only  pan  of  Ihe  unpaid  principal  it  known  • 

n  ri  1    1  n  t 
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^  ..^.--^ ^ .  ^        ■        .  .  --11      I  .^M-Jtj-^  -  .  .  J     ^ 

«ho«<  4cU|r«o<  €»«■#«■  1 1— y«fcc«r»>  »i«»«liww«««—y  ««■»- Ml  cimit  «•«>««  »»«tUI>w^i,ft.<licW««« 
Holder  aur  rg|»i«c  sk  m  «uk«  ihc  |>ii|ii|m<m  •■  the  uac  4a|r  «•»•  •«  •( aiy  aM>Mr  pa|p«wMi  a  Am.  Tkc  Nmc 

HoMcc  w«r«'»»"^«*« ''■■»«'»■■— ■•^■nrfW'*' >««>«i""'"'>«"i"'' *•*'****'"*  *^  >***''»»' "»•"■«■'<*■«»« 

kcco  r<n  •(  aif  m>  aac  ar  aaacc  aMalMy  f  |iial«. 

T.  aoKROweiirs  waivkhs 

I  waive  mf  ri|lui  «•  ccMam  ihc  Nate  llaMcr  la  4»  ccnaia  tliiap.  Thaac  ikia(t  •<<:  (A|  la  dcauad  pafaicMi  o( 
amaaalt  dac<fcaaaa  «  'prcicMaieal'): (■!  la  (mc  aatacc  thai  aiaali 4ae  kavc  aal  bcca  pmid <kaa««  a<  ~ao«ic«  e( 
JiriieaaeliCCI  la  «><■!■  «^e(l^c^alccni<^cK^^■af>n^i^l■n■l^^aa»■a»a~p^o^c^l^■Aa|raace^t««^^»aa^^ccna^<«p 
il>e  pcaaaiCT  lade  ia  iliii  Note.  a»  wtm  agwCTia  aMfce  |»«|  ■  i  m  la  ilie  Na«e  H  iWcf  i>  I  fail  la  teef  ly  praaam  ■«<«€ 
Ihti  Male.  o<  who  u(M  <bit  NaK  la  ina*(«<  ii  <a  laairoac  chc  aka  wmntt  Ikcic  rifklt.  TkcK  pcnaa<  are  kaowa  a< 
^(aaraMafl,  lamict  and  cndatfcn." 
t.  CIVINC  OF  NOTICES 

Aay  aaiiee  iliat  aani  be  (ioca  la  mt  aadcr  «ki>  Note  anil  be  ci<«a  by  delineoaf  ii  or  by  ouiliat  ic  by  ocnificd  mail 
addrcttcd  la  aK  a>  ihc  rropeny  Addroi  above.  A  aalicc  anH  be  delivered  or  auiled  lo  n<c  at  a  diffef  cal  addrett  if  I  (i«c 
the  Note  Holder  a  notice  o^  my  dilfereM  addrett. 

Aay  aatiee  tbal  laaa  be  ^ivcm  to  llic  Note  Haider  aader  Ihit  Nate  win  be  fivca  by  mailing  it  by  ccniAcd  mail  lo  the 
Note  Holder  at  tbe  addren  gated  ia  Seqiaa  i  abate.  A  notice  wiM  be  mailed  la  ibe  Note  Holder  at  a  diifereat  addrett  U I 
am  prea  a  natice  a(  that  dincreta  addrett. 
«.  RCSPONSIMUTV  OF  PCRSONS  UNOCR  TIIIS  NOTE 

ir  more  llwa  aae  penaa  tifiH  thti  Nate,  eaek  af  at  it  (any  and  penatuUy  oMifatcd  lo  pay  the  (oil  amoaai  owed  and 
to  keep  all  of  Ihe  piamiin  audc  ia  ihii  Note.  Aay  gmmnmot.  tarety.  ar  eadarier  of  ihif  Note  (at  detcribed  ia  Scaioa  7 
abooci  b  aho  oMicMcd  lo  do  ihcic  ibi«|,i  The  Nate  Holder  laay  eafarct  iif  rifbu  vadcr  ihit  Naw  agatiKi  eacb  o(  ut 
individually  or  acaiaas  aB  of  ut  loccther.  Thit  aKaaa  thai  aay  aac  a(  at  aiay  be  required  lo  pay  aP  of  Ihe  amoitoit  oiwcd 
under  Ibis  Note.  Aay  pertoa  wha  taket  over  my  rightt  or  aMifaiiaas  aader  tbit  Nate  will  have  all  of  my  rightt  and  muti 
keep  an  of  my  praautcs  made  in  Ihit  Nate  Aay  pertaa  vrhe  lakct  over  Ihe  r«cbit  or  oblif  aiioat  of  a  fuaraator,  turcty  or 
cndortcr  of  Ihit  Note  (at  detcribed  ia  Scciioa  7  above)  it  also  oWicated  to  keep  all  of  the  promitet  made  in  ihit  Note. 


(Seal) 
Bcfrowtr 


.(Seal) 


WiTKESS  Ihe  haadt  and  teab  of  the  undcrtifned. 

This   la  CO  xdcdfy   chat   chls    U 

Che  Hoce  described    to   aod   secured  (Seal! 

by   Securlcy- Oeed  daced       March   22.    198*  Borro»rrr 

oa  propertr   locaced    In     TELFAIR.   (XUHTT  f*«"  Oritinal Only) 

-  Nalwy  Puece.  Caarp^  Sitia  ai  lite 

My  cnaMl.ntog  ejtplces:  UyCamnatiienetayat  laauanr  it.  IW* 
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TO  ton 


Oatc    4-OS-84 


Landbank  Ec]uity  Corpocatian  hereby  assi9ns  the  actAchod  rote 

°f  Mofirf.  Arl-hiir  f,  f<prY executed 

on    1/72/H4  •       in  the  aaount   of  S   10.870.00 

For  valuable  oonslderation,  the  receipt  of  Uiich  is  hereby 
acknowledged,  Landbank  Equity  Corporation  hereby  assigns, 
sell,  sets  over  and  transfers  any  and  eill  interest  it  may  have 
in  and  to  this  note  and  all  related  security  instru«»nts,  into: 

Fidelity  Federal  Savings  t   Loan, 

209  Orange  Street,  P.O.  Box  1876, 


New  Haven,  CT  06S08 


with  full  reooucse. 


Inelda  H.  Greene 
Executive  V. 
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APPENDIX  D      #       57o'?5i3 


NOTE 


AOCaST   tS  ..    •*  AOCOTTA  0-.,«. 

«qirre  t.  lot  t»*-A KEranuLg cao«ctA 

nmimitrA^Jtrt  CUT  iutt  XlfCmi, 

I.  soHiioweii'sntoMueTorAT 

l«  m<n  (cK  <  Wm  IhM    I  Imm  rirn>«4.   I  pnatiw  l«  ff  OS.  i 16^00.00 

((M<  •fMviM  w«  Im  nOni  ~|Ktac44Ml~L  |4«<  hMnm.  M  <W  •<4<r  <<  (Ik  Uriitfcr.  TIm  LcntfcT  h 


Horti«»«  L«iid«r«.    t«g. I  ..Juaiii  <hx  llx  trailer  «i«f  Um<rCT  lht« 

hr  calkd  Ihc  -TW*  IWidcr.' 
I.  IKTEMCST 

I  nS  IMF  l<M<n«  «  €  r«<4r  t<t«  af  — tJI»2Q_^. 

iMtlM  -«  W  c)««c«ii  on  (ho  |W1  irf  prhKlp^  -Wefc  Iim  »«  b»c«  p«)d.  iMrrra  -ai  be  duf  rrd  lKtl««inC  o« 
llM  dMT  «(  (kta  Na«  aa4  omttiMinc  wmA  IW  laril  iiM— t «(  |«>nc<(Ml  Vn  brm  pall.  U  m  t>ti«  •<■  lh«  anxxM  ol 
ItKCfrw  r«M  «•  r«y«M«  ««*d«v  thb  not*  racRd  tM  WKriww  rsl«  pcvmlnW  by  U«. 

J.  rwHtisn 

i    .<a  f»   (Rtacloal   ual  Mnro   1^  laakMt  (MrKOMt  <»Hl   •nmrtll  sf  U.V   t 2Mi2> 

I  .  rfl  ..lit  ..t  parmoM.  M  Itw  JfiD!  <ia,  ^  each  |»~<I<  btrt— c  •• lHIB!!t«-:y    -  ll-il—  I  -411 

makr  Ihrw  (upMiMa  cwry  "wwCh  •««•  I  hawt  |m;4  all  •(  tfcr  p^im^pal  aii4  Uwrrn  at>4  aaf  Mlxr  c<ia<(n.  docrthrd 

l«c«~    'Sal  I  _<.  «-T  w>4<T  «l*  («««■   It  —  APCUST    30.    Z00«. |  «ia  ..„  .mMMi  .~ltr 

IM«  Hf^T.  I  *<n  pa*  aa  llwnr  awia  af  1. 1«  («a.<i«  lllaf  4a<«. 

\.Wim*\»   m,   —.Mr   par-c-.   a.     .    .'?T>-S«H<Cl.    tUrUlt.    f  «rfc».J^IUt:^1.qO.^_S«.l.t>_<L'.4 
Hart«tc«.   CA      10067  _^...m— .^i — m— ,-1 — 1 1^ ifc, M-i- M-tw 

«.  BOHIIUWeR-SFAILUHeTOrAr  ASKCQUIKCO 

(Al  lala  0'«< It  far <Krr*i>  Pa|»«ala 

KiIk  .Hnlr  H<4iI<t  )i«  nrt  nntud  >l»t  C«a  aiiwxirt  W  any  «f  if alWf  papwoHa  fcy  <l»t  T«4  «f  — 111 

Talmdac  4ar«  altat  iIk  4al«  k  k  Amt.  I  •»  par  a  UM  <hMc<  l«  (h*  NMa  IMilar.  Thr  axiMX  e(  Ihr  r«iac(«  •<n  br 

_La T.  .4  mf  oxWor  paramM.  I«N  <>4  Ina  Ckaa  U^  1   ,     Z>j.<lZ ao^  •«  irarr  ll««  U.S. 

t     /6-67  I  «Mp«f  t4«cla<««l»aaccaly«M*cT««a«f  la««pap««nM. 

(SI  rtMIra  rr>a  N-ar  ll«Ua« 

If  I  4n  tw<«  p««  ch«  r«a  aiwwal  «4  radi  iw»w<lil|  pa;iiii<  Ml  llmr.  (fic  fV<«  (M4<r  majr  w^  «*<  a  w^lm  •w^lcr 
IH<u<(  (nc  <ka<  M  I  <!•  laM  pay  Ihr  nm^T  aianaa)  bf  «  cmahl  da«  I  >M  bt  t*  dHaaH.  Tlu)  4a«  ma<<  b(  al  kul  10 
4ar<  afm  IlK  dalf  «•  -kldi  Ibt  «««t  k  mailr<  M  <n(  «(.  H  M  la  a<«  lalVA.  10  4«p  altar  Iha  4al<  ••  •KM  k  k 


mnafaaM 

l(  I  «!•  oa  pay  Itir  ..nrfar  an.a.1  by  Ibr  «la(r  al««4  U  lb*  imIr  4»hiIIi«<  bi IBI  :b>.t.  I  •lO  ba  U  4r<a<ill.  If  I 
am  l«  ^rfa«H,  lh«  r*«««  llf«44<y  mar  jt<|abr  ana  l«  pay  liwimdlala<y  Iba  f«Q  aiwa.wl  o<  palndpal  «hlcb  bat  moI  b*«i« 
paid  and  all  lb«  IwKnn  tbal  I  •««  •«  Ibal  aiiiiiial. 

E«T«  If .  al  a  llMir  w^ni  I  am  l«4cfa«ll,  Ibr  fial«  ilaUcr  4or«  aMia  ff<i|ali«  aaa  l«  pay  Uwnnllalaly  !<•  f«(l  at  dttillbtd 
abM«.  Ibr  r<M«  lltAkr  •M  tlM  luoa  Ibciifbl  <«4«>  a*  If  I  aM  U  4<4a<iM  al  a  lain  lh«a. 

Id  Pay— rel  •(  Naaa  ll.tdar'^  Caatt  mm*  Kafit. 

If  Ibc  «.««  IMdcT  bat  ir^ahi<  tM  M  paa  I— rdlaKly  hi  fall  at  «b  ■■  illic4  Aaii.  Ibr  Nmr  llaUtT  •HI  bv>r  Ibr 
«l<b«  l«  %»  pa«l  barfc  b<«  afl  «f  Ma  <«Kt  a«*i4  ••p;a^«  ••  ifir  ralmt  «m«(  piwliililird  by  applWiMr  law.  Tbow  c tprtitrt 
Ifir1«<lr.  !<•  »**^yl<.  «<aMiaaai*r  atlmmn'  fcrt. 

>.  niiinoresccUNCoar  Aoero 

la  aa^ilb^  t«  Ibr  yiianlbait  fl«ni  Ht  Ibr  Hair  HaMrr  a^drff  IMt  ftMir.  a  SrrarKy  Orrd.  4«ard 

AIIU)SI_2Jl^ IT.9t pr«rrt<  Ihr  r<Mr  llaldrf  (maa  pmtlMr  tatvt  -Mrb  <•!(•«  rr>«ll  If  |  4*  no)  trrp 

Ibr  pnwwlKi  vMrb  I  ««a4r  ••  Ibat  N— r. 

«.  ■omHiwcR^  PATMcnn  ■erimc  niiiT  AKc  ntie 

I  b.^  <k«  •«,••  M  — «M  |ia|».«at  •<  prt.irif  al  •■  aay  <l«M  br^nrr  IKry  ar»  <-r.  .\  ,.7— n4  •<  prtnrlpal  a^f  k 

*"•••  at  •  'piipaimM.*  Wkaa  I  labr'a  fiipn I  .a  ua  t«r  ftata  HaWrr  hi  a  W«ar  thai  I  *m>  4al««  m.  A 

•"»•'""■■  a<  *  a<  «ba  aap -H  pit^^pat  la  k— «  ■■  •  ^^  ptrpaytMM.-  A  prrpai— <a«  a<  aaty  part  W  Iba  aapaW 
*-•— -    -'   »b«    attaclM^    rW«r.  ~ 
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te«»««tM>««i>«i«Ki».»fc«HawHaM««n»«yH»m«»n  tWMMrtwfiifMiii  — <w 
V  ninntMr  p««aa«t  k.tf<M.  TIm  Haw  KaM«  mar  •)•>  nqvirt  llM  ifc*  •<■«■■  af  lar  ^mW 
.Il>c««w««f>ttorip«ll1»««  aiUli«>«W««o«w<Mr»««««»t«»»infnii<Mr>i|iiim«t. 
f«iiy»<Hi«ia«.«<<ic«<««»<ioi««f  »»««t«at>dctM««o«»^M<lic«'»««^«»cfc»r«»«tii«< 
MiMsM  ml  pcindp*!  «««<  »ii<g  |M«  Ha«  |k«<>v><4  dua  (ecu  bil— cc  alHa  W  a^ipHfrf  M  ritf 
«•»  Ifcc  p«ir<»€*i  ■!«<«*»  "o*  ••mH  "«•«*«•"«•<•''•<»■«  »»«W  «•«•««  »n«w>«  *»  <««• 

M. 

jyois 

M  imtn  IIm  Mm*  II»Mw  ••  4a  nrlaU  IkUfv  Thow  lM>i(t  arc:  (Al  ta  J ■<  ffmtmA  af 

t  "ffViortiwMMl;  (SI  l«  c^  fw^k«  llt«4  afwowmt  d««  K«i>«  ao*  h*v^  paid  tkmmmn  at  "natWc  •< 
to  a*  aAWal  CRlMcMlaa  ■*<  i>»«paynm«  (%••-•  n  a  "praioll.  Aaranc  rKc  w»«a  affm  ••  »«» 
Mt  ffa-c  ar  ««M  a<r«c«  M  maka  pa|n*4wf»  M  <tta  r4ota  llaUcr  If  I  faU  M  kcv^  «wf  |wiw4m  aiidcf 
t  |M«  Haw  la  maUn  k  la  laaiiml  a*««  aha  •••<«  Ihna  riflMV  Tliria  |rni  n  at*  taa.a  a< 


CCS 

tmt  ht  (Wtll  la  mt  mmitt  lllh  HaW  -la  l<a  (Wa  W,  <M)aa«4a(  H  ar  hf  •aatlWi«  k  kf  canMM  auM 
ffil^nily  A4dwn  alwa.  A  aaltet  wIrt  b«  «l<li*Hf  u  *<>  wailad  la  a»a  a<  a  4ina^awl  wtliMi  if  I^Uc 
IT  a4  mr  4Ur<mN  atfdtna. 

■ait  k«  g4a««  la  Ike  Malt  HaUar  andar  Ikk  tiala  adi  W  fliia  ky  iaa4iag  n  kf  c«t1tlV4  atalllalka 
lrt«  alalc^  la  Saclkai  J  tban.  A  aoltca  o^ll  ka  <«ailr4  la  Ika  r«ala  HoMar  at  a  4H(n<al  a44mt  K I 
at  4H(nTal  addiTw 

r  ur  pcxsoNS  imoex  this  note 

^mtaa  «lca«  iMt  Ht*«^  aack  af  ««  h  fal(f  aarf  parMaallf  oMIfalrd  la  paf  Ike  fad  amwaal  m*tA 
fiaiaiut  laada  ki  Ikk  Nala.  Awy  raaraalar.  tafrlr.  <v  aw<l<awr  a<  IkH  NaKiaa  4c wiiln'l  kl  S<T- 
MigalH  la  4a  fkcw  tfckift.  TKa  Hala  lloldar  aaar  aafoaca  kt  riffkit  aadcT  ikk  f<al«  afaiatl  cack 
lakm  aQ  af  «« lofalkar.  TM«  aiaaat  Ikal  a«y  aa«  i4  a«  maf  ba  ut^alnii  la  paf  all  Mika  aiawaali 
.  A«f  p*r%na  aka  lahct  a««f  mf  rifkli  aa  iMIfalktat  aA4aT  |M«  Hf*^  aill  ka«a  a4  af  mf  rlfkla  aa4 
ftawiliat  nia4a  ki  IMt  Nnla.  Aar  pmaa  aka  ltk<->  •oar  tka  rifkn  m  rMlfalkan  tt  t  (aaatatM. 
Ikk  fkaalat  4<WTik<4  la  Sacllaa  7  tk<~al  It  alw  •■Mlfaiad  la  krrf  aM  al  ika  piiaaKii  a«a4a  »a  Ikta 


7         f,^,^n 


-■Wall 


<Jira  lln<>aW  «laM 
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n3R  VMUWUC  UIH""""*'  In  iHnl  palO,  CKMl«ft  y^mnaC   lit  imdtjf 
admovlxl^*!.  If  IIW  IWi— ,  XK.  doM  bwibr  a^  «w*  tcara<«c  and 
•■■Ign  tntiM 

ft^lrtnm.  rr-ltf  ft»Ti. 

-  y  >yw-.>f>  y.»4.  «^ffc 

him/ht/ltM  buUm,  •aoobora.  adidnUtcaboc*  oc  aMlgna.  all  oC  lt«  cktit* 
tia«  ««1  IntocMt  bo  tb«t  owtala  0»«J  bo  Onor*  0*t,  bo<|rtb«  «ltli  tb« 
Rjt*   tt  «M«  «lY«n  bo  OMBCa.  onoiAad  bf 

wwiT  wiw  AIM  KPT  lex  V.  pocq 


1989.  ml  dolr  cwortrf  la  tta  OUlo*  «i  tt»  Cl«*  oC  fcpwloc  Ctourt 
<rf  HOiaa     •    Owner,  "tab*  o<  Owcg**'  *"  ^«>lo"  __Ui 


oocpoccb*  bml  nd  omI  bo  b«  a£UM<l  iMcato  thla  tb*      30^ Otr 

oe    ftioMt .  iJt». 

Sl^Md.  M«l«l  and  4Ul««rad  lOtlOMB  UMWI 


/LU-in.A^ 


OnctfClcial  WltltMO  Tia«i(V        l\y    PraiUVnt 


KIENV  RnUC.  Obata  oC  OMcgta 


■^4ft^ 


%l\.i.*u 
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IIM|  HTA-fl  lAMtMCM 


IS«1  «.   MarU«ca  rarhUy- 
Hart««ca.  0**r«t«  300*? 


jaaajasoL. 


jnm  tn  »,  nrnn 


AkmsAi. 
ymwoprTAOK 

RATS 

ptMAkoa 

OMAIM* 

AMO«NT 

rwAMoa* 

T>Moo«1  a4  )rour 

1  ••»'f|f  ffB^*. 

Tit*  amovnlo^ 

J*.«7    H 

y   3S.44S.20 

(    12.341.00 

(  4«.ai).2o 

You  win  b«  («<m4«r«w«  an  tWri^mtuw  al  ITm  AflMwrt 
Vo«r  pavm*"*  •clxdtita  «M  be 


NumOar  o<  P«>ri»atK« 

180 

«     2»«.74 

icctioitiKj  ftrmaa.  30,   !♦»» 

lAJT   r*TKIKT   OOB   AUGUST    30,    200* 

lAauranca: 

You  fn«T  oMatn  prooadr  Inauranoa  from  mtyonu  you  want  (ut  la  aaca«<at>>a  h>    Hortc«c« 
I«n<i«r«.  CfadH  IIH  Iwawanoa  t«  «»o<  »aqwliil  to  oWaln  OfadW.  and  w<M  «vo<  ba 

p«»4<>«d  untaaa  jou  aK]n  and  agraa  to  pay  Ola  addmonal  ooaC 


Crttdlt  1l«  Inaoranc*  for  a  l«*m  at 

1  w«i(  or*dlt  Mf«  kitursnoa. 

monfA«  U  «v«H«(}4«  for  t  prt<n4um  o< 

1 

Atountf.  You  ara  ghrtng  a  aaau<1(v  kHai'aa*  In  OM  f«a(  aatata  taencad  br  •  <*aa4  \o  aaoura  tfatrt  on  pravarty 
locatad  at 

HOVTT    I.    gql    U4-A.    KET^TtU.f.    CTORCIA  

Lata  Otan^a:  tt  a  parmant  t«  10  daya  Ma,  jrow  «M  ba  «tt«^ad  10^  o<  tfta  parmanl 
Prapaymant:  tf  you  pay  off  aafty,  you  may  hava  lo  pay  a  panatty. 
(CtkMK  l<  applkxBtaj 

□  Aaaunipnon:  So<naona  buyttvg  your  raal  9ttli»  oawwo<  t»aun>a  Vta  ramabxlar  of  ma  daad  to  aaoura 
dafX  on  ctva  ofiQlnaTlatfna  untaaa  Mto  Candar  >gr><«  In  arrtttn^  to  auoft  ««»mT«a<ton. 

Saa  your  loan  docunvanta  for  addtttonat  Inlonnanon  about  norxMymant.  daf  autt.  any  >»<<<^ad  fapat»f»ant 
In  lull  tMfora  (tva  acftadulad  data,  arvd  pr»pam»anl  panalttaa. 


I  MAve  neceiveo  a  corr  oc  ntca  oncLOtunt  «TAT«irtKT.  tm«      ?3m day  of 


MKM3t 


««J2_ 


»T 


UK   U.    0UU.1 
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■  llllliw^  oio      Jim  ff^^ 
mtTTTTtli  C"*'"     MtWT 


-WlIT.BBm 

HUT  m         ixiKM 


man  i.  tgi  MV-* 


KTTlTim.    CTO«CIA 


oxn  or  tomi 


-'°WTT  V.  Ittt- 


(U 
(S 


^iBBit  glwn  to  jvii  dlraotlr 


1  n.ni.«i 


Ul   • 

ra.oo 

, 

<tll  ( 

11. oo     _ 

(c]   ( 

M.w 

(dl  • 

11.  JO 

(•1  « 

400.00 

(n  « 

2ZJ.0O 

(«i  « 

»«*.J1 

(hi  * 

t.ooa.oo 

(U   ( 

Mfc.to 

(l>  • 

m.Jt 

(«i  ( 

MI. 00 

- 

(U  » 

fo«.i» 

(■«  •_ 

■/A 

(bI  »_ 

D/A 

(ol   « 

■/A 

•Wf«i»rt 


KUXTwf'm  r«aa 
■ldM(4  O.  Mid,  TIU*  tmmtttt 
rttjr  iniioa 


ttCTow  fM  wiTCACi  fArorr 

«  A  »  fimmct 

rmvwx  rinwci       


OCTAocKii,  nrcKti  a  LBa«Aim,   inc. 


Tbcal  oC  (U   and  <2>    U  Aasne  ftl— ■■■■di 


lIT-'m.OQ 


.  (II     rcvpald  rlnaio*  Omkv* 
(•I   «       I.AOt.OO 
Ibl  t      ioo.o<  -    - 

(cl  *      "-oo 

(dl    1        '1-00 AcvUoMlaa 

TOnv.  or  (U .  (21  ant  ())   U  prlnottHl 


KatUimf»  LmlKa.   Il«l.-Caai  OcLvlfwtlon  r<M 


t  lA.wa.oo 
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APPENDIX  E 


Jtni«    t3.    HW 4UJU14 


lOJ   ntll<d<l«   DrlT<   Atlawf .    rwUow  Qwwty.    C<otk1«      30313 

Pcopwcty  /vJdcwsa  City  State  Up  cudv 

1.  aomoHER's  pfCHise  to  pat 

m   ceturn    (ot   a    loun   that    I   l«vc   cccvlwd,    I   premise  to  pmf  U.S.    S  15.OCW.00 
(this  onnuiit  will   be  celled  "pTlnclpel")  ,    plus    interest,    to   the  orrier   of    tiw 
LerOnr.      itw   Ocialer    Is   TOi«-:r   riMANCIAI.  SCRVIOS.    tMC.    I    ivvietstaid    t)ut    tite 
Lcndet  may   tfanstet    this  Note.      T1«   IjenJ^t   oc   anyone  Ua   takes    tniu  NUtc  Oy 
tcansCec      ani  «Jie    la  entitled   to   cucelve  paytNenta  rndet    ttila  Hote  wtl  I   be 
called   the  "Note  tloldoc.* 

2.  IKTCPesr 

I   will   pay    Interest  at   a  yearly  rate  nt  i^.^px \.    interest  will 

be   charqed  on   that   pact   of    the  pclnclpal   balance  wn id i  hns  not   bo«n  paid. 
Interest  will    be  civirtjed   beqlnnli*^   on    tt«e  date  o€    this  Note   end  contlnulrvj 
vitll    tlie    full    avMMjiit   of   principal    has  been  paid.       In  no  ev«ttt   will    tlw 
amo4^ft  o(    Interest   paid  or   payable  lavlec    ttils  note  eicred   tite  n«slfiu«  rate 
permlttrd  by    law. 

3.  PATMfKTS 

t   will    pay  principal    afvj    Interest   by  ntMicln^   ps^vnontn  eacti  nonth  ot   U.S. 

^  Itl^  3^ ■      P^Y^'T'its  wl  1 1    be   npptlcit    first    to    Interest   ncctucd 

tliro^K^n   tlw*  <lnte  of    psynicnt.    tlwn    to   tlie   rewwiinlng   principal    baloiKro. 

I    will   make    payments    o»\    tha  ZOCh day   of    each  month  beqlnninq    on 

July    ZOtti.  .    19  90     .       I    will   nwike    tliesc  payments   every  month  uitll 

I    luve  paid  all   o(    ttw  principal    aid    Interest  aiij  any  othec   charges, 

described  below,    tlot    I  may  o*<e  udec    this  note.      K   on      06/20/05 

I    still  owTf  omoiaits   under    this  Hote,    I   will   pay  all    those  amounts,    in   lull. 
on   thnt  date.      1    will  malce  «>y  oonttily  pa^tnents  at   2970   PCMDrmCE  HUAn.    N.w. 
SUITC  JStf.    Muvm-A,  CGORCIA  or  at  a  dUCereiit  place   i<   cet^uired  by  tlw 
Hote  Holder. 

i,      BORBOWER'S   FAILUPE  TO  PAT  AS   REWIRED 
(A)    t^nte  Oucsc    tor    Overdu.'    Psymunts 
If    tlw?   rtotr  iiolLkir    iws   not    cecelveJ   ti*e   full    anmrit  of   mrf  of  my  mrnithly 

p9y«nent3  by   the  end   of     five calendar  tloy^   after    tlw>  datv    it    is  'J«j?, 

I   will    pay  a    latn  diart^e   to   ti«e  i«ote  Holder.     Tiie  arouit  oC    th^  cltac(|e 

will    1^'    Ifll    of    my    jVf^tTt^nt . 

(0)      rkitice    trtn  t»>te  Holder 

If    I   do  («t  p-^y   tiic   full    ;»w>uiit  of   eocti  nvrnthly  payment  •»«   tl'nr»,    the  i»ote 
Holder  may   send  mr»  n  written  notice   telling  me  tlvit    I f    I  do  not  pay   the 
overdue   am7<««t   hy  .-y  certain  dote    I    will    be    in  default. 
(C)       Orrn-jlt 

If    I    'V>  not    P'-iy    Mi^   overd'v?   onotait,    I    will    be    in  default.       If    I    mh    in 
deCnuit.    tlw   riote   Holder  inry   re«fuire  mir   to   pay   imnediately    the    full    amowit 
of  ptiticipal   ultldi  has  not   been  paid   and  all    the   interest    that    I   owe  on   that 
amount. 

even    it,    at   a    time  wtien    [   wi   m  default,    the  Hote  Holder  does  not    cecruire  nw 
to   pay    ifnnr^ll-itcly    in    full    j»<:  described   .Mxive,    the  HOte  Holder   will    !!tllt 
l«ve    tlwf    clyitt    to  'lu   •»>    tf    l    nm    In  dr»(^ult    •">•■    ^    lat»r    tiirr*. 
(UI       PnyTWLiit   of    note   Holder'':  t;o?;ts   ai«I   R((.'ri»t-5es 

If    tlv?  ttote  Hulder    Iws   re*fuired  m<   to  piy    i.TmeJiatcly    in   full   as  described 
above.    tl»e  rtote  Holder   wilt   have   tl«   right   to  he  paid. back    for   all   of    Us 
cost   atcl  eKpeos»s    to    the  extent  not   prohibited  tr/  sppMcable    law.      Ttrase 
expenses   iiMrlude,    tor  exaople,    reasonable  attorney's  fees. 

5.      TllIS  HOTE    IS   SfCimm  BY  A  PEfD 

In  .-K^lition   to   th*'  protot-t io«ts  qiven   to   ttic  Note  Holder  urder    this   Hote, 
a   Security  UecJ  dj^teO    June    ISth.  ,19  9a    protects   tlw?   Hote  Hol-ler    Ccct" 

possible    losses  which  niigiit   result    It    I   do  not  keep  the  premise  wl»lcti   I  make 
In    this  Hote. 

S.       PREPAYMENTS 

Uorrower  may  not  mnke  partial   prepayments  o(  principal   or    Interest.      In   tlw 
event   Oorrowec    st»all    prepay    this    loan    In   full   by  voluntary  or    Involuntary 
(after   default)    pay^neiit    the  prepayment  penalties   shall   be   as    tollova: 

If    paid    In    full    tJefore06/^0/96_the  penalty   shall    be      191        of    the  original 

principal    balance. 

If   paid    In   full    alter  06/20/96  but   before  06/20/96  ttw?  pu-nalty   sliall   be   161 


If  paid  In  full  alter  06/20/98, but  tieforeo6/20/00  the  penalty  shall  Iw  12Z 
If  pa*-'  «"  t'lll  aft-r  06/20/00  but  I>;(ore06/20/02  tlw?  pefwilty  slwll  be  91 
If   paid    in   fill  I    af  ter"OfinG/or"but   before 06/20/ 04_tl»e  penalty  shall    !»_  '" 


It    paid    In    full    after^OBTTOTOOjut   before  12/20/0»  tlw  t^oalty   stwill   tx     ui 
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paM  (kfOMn  *•  *nntlec  mt  ^ittmmt'tt  lO  M  aMam  «•  Mttelal 
uactiricatlaa  at  wanmiMij  (taaMt  aa  *|ita>a«»'l .  «h|m«i  iHaa  **— 
a^caaa  ta  ka<^  tlw  iictwtaaa  iiaiiii  In  il«  lla«a.  oc  *Jia  *ncva  t« 
■iOa  pa<Bn«  to  Urn  Itxa  imI*k  If  I  lall  t»  Wap  ay  laaaiaan 
■  ■i«i  mia  tMta  at  ah>  atipiaa  tMa  aata  ta  ttia«(a€  It  ta  «aaant 
alaa  alaa  >al«ra  Uwia  cl^Ma.  na  (wiaMia  fa  >im>«i  ^a 
%iMcanfeaca*  imcltloa  m 


la  tHt  evutt  llMt  U«f  taia  at  Intavaat  ^.'tMviiaU  mwcla,  l«cl«ulw| 
mrf  panaltlca  uc  atl«««  riwcyia,  tf«ll  ua  adfaillcacarl  ac  attwrwaaa 
>latan*li>ai  Iw  la  in  ta-x-sa  a<  lt«  l*fal  llaltatlon  an  intocaat  at 
tha  tiaa  a(  tna  aaaeutlan  at  tkla  §•««.  ar  any  Catata  llaltati«>. 
thla  MKa  ahal  I  not  In  iliia  ill  wll  and  mid.  In  wen  tuum 
Uurcaaac  aifiaaa  tu  ttyuf  t<«  Indabtertrana  with  Intateat  lliarlidhq 
anif  t«n«>ltl<r«l  at  ttm  l*l<|l«*at  la^l  rata  ani  twcaby  Maiwia  t«la 
cl«lliC  tn  <kjna»l  a  fitrlfitinu  a(  InCccwai  \ir  f>  t^^.-lacr  tliln  UK<x 
iMll  ani  woMl.  unvkfc'a  mile  '4fll;Htlon  dial  I  ba  tiM  taCucn  a< 
any  aijaaa  Intecuat  ittavlaualy  paid. 

ciwiNC  er  ioriccs 

M«y  i«ticu  ttiat  MMt  (a  gl«an  «a  aa  undac  tlvis  l^ita  will  W  <|lwan 
Iff  dallvMliai  It  ac  l>r  aMilln)  It  by  orttldaJ  aall  adJcaaaaJ  to 
aa  at  ttm  rTo«sctv  wMcaaa  ttnm.  A  totloa  altl  bo  dsll»*<ail  at 
•nilnl  ta  mi  at  a  illll«r-i>r  jUdiaaa  If  I  9l«a  tha  wita  llaldat  « 
nocicv  ot  ay  ililtarant  *klru9a. 

Any  mtica  tiMt  lut  ba  iivwi  to  tin  witB  ibldat  iniac  liii*  »ita 
Hill  ba  qtvon  by  aallifq  It  by  cntKiol  Mil  ta  tiw  wtta  liaUlat 
at  tt*  aUtaaa  atatad  in  Iwrtlon  1  dbowa.  A  notica  will  be  wi  lud 
to  tha  HnCL-  ItoUiac  at  a  dltfatant  aMcaaa  It  I  •■  ^loan  a  lotica 
o(  tnnt  dIKacaat 


p  Fciisaa  umjoi  vtu  ton 

If  aoc*  ttwn  ana  paraan  alyw  tbia  Hota.  aaoh  of  oa  l(  fully  and 
lacaonally  obll^atad  to  fay  tha  lall  awmt  aMid  and  ta  kacp  all 
a(  Itia  pcoalaaa  aada  In  this  Nota.  *ny  9uscantac.  aucaty.  or 
andocaat  of  thia  Hata  (aa  daactlbad  In  Sactlon  T  rtiii  nl  la  alao 
abllfatad  to  da  thaaa  thinia.  nv  MMa  IBldai  nay  vtfocoa  Ita 
rights  w«A«c  thia  HaCa  aqalnat  aacn  aC  ua  lndl«id*«lly  oc  aqaltat 
all  a(  ua  toqathat.  Ihia  aaans  that  any  ana  of  ua  any  ba  cai|ulcad 
to  pay  all  tin  amuita  omJ  laidat  this  Hota.  tny  pacaon  tan  tams 
aaac  mf  (li|hta  uc  obllqatlona  undac  thia  omm  oil  I  ha«a  all  a(  ny 
cl9Ma  ani  «ust  kaap  all  of  ay  pc^laaa  mda  In  this  nota.  Any 
parson  uho  takas  o«ac  tha  eights  oc  obilfatioia  of  a  iiuacantac, 
aacacy.  ac  aniocaac  to  Uila  Hsta  laa  daactibad  in  ssetion  7  abaoal 
Is  alas  obllvstlona  t»  kaap  all  at  tha  pcoalaaa  awls  In  this  MNa. 


tniMBn  tha  hands  and  saals  at  tha  undacalvad. 

JSBSlI 

ISaall 


Watrtfttt    mH—  ftTMiT 


(Saall 


(••sll 
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iT*<iiikTiai  €r  . 


ccadltoi: 

icufji  riMwciM.  saviots,    itc. 
29Tf   Pc«cticc««  M»«d   H.M.,    Sult«   JS€ 
Attanu,   G«<>C9la   JtJn 


MtMOW)    HT*IIT 


Data  of  Loi;       0*/H/w 

ttl      taouit  9tv«n   to  you  •lUoetty 

(2)      AmM«it  paid  on  your   account 

(Jt      AMOuit  patd   to  othacs  on  youc   bahatC 

<al      S       ll/A  to  apvcalacc 

to  ctadlt  buKaau 

to  fuollc  oftlclala 

to  titia   Inaiacanoa  cm^iMiy 

to  pcorecty   Inauranca  caipary 

to  W/A  ,elo«inq  attocnoy 


t 

1 1 . 1 B« .  30 

s 

N/A 

s 

1.720.50 

S_ 

N/A 

il.OO 

37.50 

H/A 

N/A 

123.00 

1300.00 

N/A 

N/A 

N/A 

N/A 

(ral 

N/A 

(nl 

N/A 

tltla  Match 


to  ritsT  soonmui 


to  N/A 


to  N/A 


to  N/A 


to  N/A 


to  N/A 


Total  of    (II,    121    and    (J)    Is  Mount  rinancad  t     12.903.00 

(41      Prapald    (inane*  chacqa  t        2.093. 00 

(al      s      1300.00         To   louat   rtoaoclal  Sarrleaa.Iac.    (or  41acauBt   poloti 

(b|      j       593.00         to    docunaat   pr«g«racloii 

(CI      S        N/A  to    N/A 

Total  o(  (1),  (21.  (3),  and  («|  Is  principal  anouiC  o(  your  not*  i     13.000.00 


1.^.^yff. 
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Ovditaci 

KlMH  nnancUl  SKVion.   Inc. 

tm  rnaitiM  ma^  h.h.  suit*  js« 

Atlanta.  Caoi^ta  NMS 


•  ■11 


ini   11111.^.1.   Brl.» 


DMb  o«  to«ni      o«/n/w 


ikNNUAL 

PCRCENTAOE 

RATE 

Ttw  coat  of  your 
cradlt  as  a 
yoacly  rata. 


23.(7 


HNANCE 
CHARGE 


Tha  dollar 

tha  ciadlt  will 

cost  you. 


$   }t.]lt.20 


Mnouit 
rlnancad 


TTw   aaotvit   of 
credit  provided 
to  you  or   on 
your  behalf. 

s  i2.fOj.ao 


total  of 
paya«nta 


TTia  aaount  you  will 
hava  paid  alter  you 
have  auda  all 
payments  as   achaduled, 

$«I.22I.20 


tou  ara  being  luiniahed  with  ao   Itwatiatico  ol   tha~»amjit  rlnancad. 
Tour  fmymm\t  aetiedute  will  be: 


Wirtiei  of   Payaoits 

Moult  of   Payamts 

M«n  Paytaaits  Aca  Oua 

lU 

12*2. 3« 

20TH 

nontiUy  baqtrviinq 

07/20/90 

Ifiaucancv:     Too  mmy  obtain  propvttY   ln»ur«nee  Iztn  anyone  you  want 

that    is   acceptable    to   P»uet    rlnanclal   Services,    Inc.      If 
you  9et  pcopecty  Inaurance   tram  ix>w«r  Financial   Services. 

inc.   you  will   pay  S ha fot   a   teta  o(    HA 

•onths.  -^— ^^^^^-^^— ^^ 


ity;     Tou  mtm  qiving  a  aectzlty   interest   In  the  real  property  located 
at: 

103   HlllwlaU    Urt»€ 


Atlaata.    C^orieta      30315 


Falton   County 


Late  Owr^;      l{    a  psywent    Is    late,    you  will   be  charqed   iOt   of    the  p*>tn«it. 

Pcepaywent:     It  you  pay  oCC  early,   you  nay  have  to  pay  a  penalty. 

(Owek  if  appliosble:) 

f~l   Assupption:     Someone  bu^inq  your   house  cannot  assuae  the 
cesMindcr  of   this  obllqation  on   the  orlqinal   tecvs. 


See  your    loan  docurcmts   for   ««Sditional    infofiiuitlon  about   nonpay««0it. 
default.   J«*y  cequtrrrf  repa>ifient   in   full  before  thi»  <«rfi«dulcJ  date,    aiil 
pcepaytasnt  penalties. 


X   IWVe  RCCCIVID  A  COPY   OF  TlllS   0ISCLOSUR£   STATOIOn'.    THIS      tSch    pvr  » 
Jwna  .  19    ^. 


••itneaa:  ^  <»'«o«*r       (ATnano  sitakt  '  . 
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APPENDIX  F 

IN  THE  SUPERIOR  COURT  OF  RICHMOND  COUNTY 
STATE  OF  GEORGIA 


KEITH  ANTHONY  ALEXANDER, 
VERA  ALEXANDER,  and  all 
other  persons  similarly 
situated. 

Plaintiffs, 

vs. 

KAYE-CO,  NEW  SOUTH  FINANCIAL 
CENTER,  INC.,  HOHE  EQUITY 
CENTERS,  INC.,  AND  FLEET 
FINANCE,  INC.  OF  GEORGIA, 

Defendants 


CIVIL  ACTION  FILE 
NO.  9I-RCCV-681 


ORDER 
Presently  before  the  Court  is  Plaintiffs'  motion  to  certify 
the  above-raptioned  case  as  a  class  action  under  Rule  23  of  the 
Georgia  Civil  Practice  Act.  The  Court  conducted  an  evidentiary 
hearing  December  31,  1992.  After  reviewing  the  evidence  presented 
at  said  hearing,  the  evidence  offered  by  way  of  depositions, 
subsequently  offered  evidence,  and  briefs  submitted  by  the  parties, 
the  Court  hereby  GRANTS  Plaintiffs'  motion,  based  on  the  following 
findings  of  fact  and  conclusions  of  law. 


FINDINGS  OF  FACT 

1.  In  March,  1991  named  Plaintiffs  contacted  Kaye-Co  seeking 
a  second  mortgage  of  $10,000.00  on  their  home. 

2.  Kaye-Co   contacted   New   South   Financial   Center,   Inc. 
regarding  named  Plaintiffs'  loan. 
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3.  New  South  Financial  Center,  Inc.  normally  obtained 
approval  Ecom  Fleet  Finance,  Inc.  of  Georgia  for  Fleet  Finance, 
Inc.  of  Georgia  to  purchase  a  loan  prior  to  a  loan  being  made. 

There  exir;ted  an  agreement,  prior  to  the  time  of  the  loan 
made  to  named  Plaintiffs,  between  Home  Equity  Centers,  Inc.  and 
Fie".  Finance,  Inc.  of  Georgia  concerning  t!\e  sale  of  certain  loan 
portfolios . 

5.  On  March  14,  1991,  Fleet  Finance,  Inc.  of  Georgia 
received  a  loan  application  by  facsimile  from  New  South  Financial 
Center,  Inc.  for  a  loan  to  named  Plaintiffs. 

6.  Fleet  Finance,  Inc.  of  Georgia  preapproved  the  loan  at  a 
pricing  whereby  Fleet  Finance,  Inc.  of  Georgia  would  buy  the  loan 
and  it  would  yield  to  it  17%. 

7-  Fleet  Finance,  Inc.  of  Georgia's  preapproval  was 
transmitted  to  New  South  Financial  Center,  Inc.  through  Home  Equity 
Centers,  Inc. 

8.  On  March  26,  1991,  named  Plaintiffs  entered  into  a  loan 
agreement  with  New  South  Financial  Center,  Inc.,  secured  by  a  first 
deed  to  secure  debt  on  residential  real  estate. 

9.  Named  Plaintiffs  received  a  new  first  mortgage,  instead 
of  the  second  mortgage  they  originally  requested. 

10.  Named  Plaintiffs  agreed  to  pay  New  South  Financial 
Center,  Inc.  $29,050.00  over  a  15-year  period,  at  an  interest  rate 
oC  :9.5%. 

11.  Named  Plaintiffs  were  charged  initial  fees  in  excess  of 
1 3  s, . 
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12.  According  to  the  Statistical  Abstract  of  the  United 
States  for  1990,  the  average  contract  rate  on  loans  secured  by 
existing  homes  was  10. 3\,  and  the  initial  fees  charged  were  1.86%. 

13.  The  loan  files  produced  by  Fleet  Finance,  Inc.  of  Georgia 
pursuant  to  discovery  show  60\  of  the  loans  secured  by  real  estate 
being  made  by  Fleet  Finance,  Inc.  of  Georgia  through  its  agreements 
with  companies  such  as  New  South  Financial  Center,  Inc.  and  Home 
Equity  Centers,  Inc.,  were  made  to  Black  individuals. 

14.  As  of  April  1,  1990,  approximately  17.23%  of  the 
homeowners  in  Georgia  were  Black.  Approximately  81.79%  of  the 
homeowners  were  Caucasian. 

15.  Of  the  loans  produced  by  Fleet  Finance,  Inc.  of  Georgia, 
Black  individuals  paid  front  end  fees  of  11.06%  as  a  percentage  of 
amount  financed.  Caucasians  paid  8.26%  as  a  percentage  of  amount 
financed. 

16.  After  named  Plaintif f s ' " loan  closed.  New  South  Financial 
Center,  Inc.  assigned  the  security  deed  to  Home  Equity  Centers, 
Inc. 

17.  Home  Equity  Centers,  Inc.  then  assigned  the  security  deed 
to  Fleet  Finance,  Inc.  of  Georgia. 

CONCLUSIONS  OF  LAW 

The  requirements  for  class  certification  are  numerosity, 
commonality  and  adequacy  of  representation.  O.C.G.A.  9-11-23.  The 
courts  also  look  to  typicality  and  superiority  of  the  class  action. 
The  class  meets  the  requirements. 

1.    Numeros  i  tv.  The  class  must  be  "so  numerous  as_ to  make  it 
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Inpractlcable  to  bcinq  the*  all  be£oce  the  court."  O.C.G.A.  9-11- 
23(a).  PlaintlEEs  have  shown  at  least  416  potential  membecs  o£  the 
class,  satisfying  this  cequicement. 

2.  Commonal i  tv.  The  class  must  present  common  questions  o£ 
law  and  fact,  and  these  questions  must  predominate  over  any 
individual  questions  affecting  Individual  class  members.  Winfrey  v. 
Southwest  Community  Hospital.  Inc..  184  Ga .  App.  383  (1987). 

3.  The  common  legal  question  is  whether  defendants  have 
violated  the  Georgia  Fair  Housing  Act,  OCGA  8-3-200,  et.  seo . 

4.  Defendants  contend  individual  issues  of  fact  regarding 
liability  and  damages  predominate.  This  contention  is  without 
me  r  i  t . 

5.  Common  issues  of  fact  regarding  liability  predominate. 
Defendants,  working  together,  engaged  in  a  common  course  of  dealing 
with  named  Plaintiffs  and  members  of  the  class. 

6.  Common  issues  of  fact  regarding  damages  also  predo.-ninate . 
Defendants  charged  uniformly  high  interest  rates  and  front-end 
fees . 

7.  The  Court  will  not  deny  certification  because  of  minor 
variations  in  damages.  Sta-Power  Industries  v.  Avant.  134  Ga .  App. 
952  (1975). 

8.  Adequacy  of  Class  Representation.  This  requirement  goes 
both  to  named  Plaintiffs  and  their  attorneys. 

9.  Plaintiffs'  attorneys  have  experience  in  class  actio.n 
litigation  and  will  adequately  represent  the  class. 

10.  Named  Plaintiffs  have  cooperated  in  the  litigation  thus 
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Car  and  Indicated  their  willingness  to  represent  the  class.  They 
understand  their  financial  responsibilities  to  the  class.  Named 
Plciintlffs  are  adequate  class  representatives. 

11.  Typical i  tv.  Named  Plaintiffs'  claim  must  be  typical  of 
those  of  the  class.  The  Alexanders  fit  within  the  class  definition 
and  have  a  typical  claim. 

12.  Superiority  of  the  Class  Action.  One  of  the  primary 
purposes  of  the  class  action  is  to  enhance  the  "efficacy  of  private 
actions  by  permitting  citizens  to  combine  their  limited  resources 
to  achieve  a  more  powerful  litigation  posture."  Roper  v.  Consurve. 
Inc.  ,  578  F.2d  1106,  1113  (5th  Cir.  1978)  (quoting  Hawaii  v. 
Standard  Oil  Co.  of  California.  92  S.Ct.  885,  893  (1972)). 

13.  Class  certification  will  ensure  that  those  economically 
disadvantaged  class  members  who  otherwise  could  not  afford 
adjudication  of  their  rights  will  be  heard. 

14.  It  is  "well  established  that  the  discretion  of  the  trial 
court  in  certifying  or  refusing  to  certify  a  class  action  is  to  be 
respected  in  all  cases  where  not  abused."  Winfrey,  383. 

Having  determined  the  class  meets  all  certification 
requirements,  the  Court  concludes  the  following. 

15.  Named  Plaintiffs  bring  this  action  pursuant  to  the 
Georgia  Fair  Housing  Act,  O.C.G.A.  8-3-200,  et  sea. 

16.  The  Georgia  Fair  Housing  Act  is  modeled  after  the  Federal 
Fair  Housing  Act,  42  U.S.C.  3601,  et.  seo  . 

17.  The  Court  is  unable  to  find,  and  the  parties  have  not 
cited,   any   cases   construing   the   Georgia   Fair   Housing   Act. 


I 
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TheceCoce,  thu  Court  looks  to  the  Ccdccal  law  £oc  quidance. 

18.  Defendants  argue  Plaintiffs  must  show  either  Intentional 
discr iminat icri  or  that  race  was  a  consideration  and  played  some 
role  in  Dcfeitdants*  loan  practices  to  have  a  meritorious  claim 
under  the  Georgia  Fair  Housing  Act. 

19.  Furthermore,  Defendants  argue  they  are  not  liable  under 
the  Georgia  Fair  Housing  Act  for  loan  practices  which  discriminate 
against  Black  individuals,  absent  evidence  of  discriminatory 
intent. 

20.  The  Court  rejects  Defendants'  arguments. 

21.  Naned  Plaintiffs  need  not  show  discriminatory  intent  to 
establish  a  valid  claim  under  the  Georgia  Fair  Housing  Act. 

22.  Named  Plaintiffs  may  establish  a  prima  facie  case  of 
discrimination  under  the  Georgia  Fair  Housing  Act  by  showing 
Defendants'  loan  practices  have  a  discriminatory  effect.  Hunt inqton 
Branch.  National  Association  for  the  Advancement  of  Colored  People 
V.  Town  of  Huntington.  844  F.2d  926  (2d  Cir.  1986). 

23.  The  Court  recognizes  Plaintiffs'  need  for  intensive 
discovery  to  determine  the  extent,  if  any,  of  discrimination  in 
defendants'  loan  dealings. 

It  is  therefore  ORDERED  the  claims  of  named  Plaintiffs  be 
certified  as  a  class  action.  The  class  shall  consist  of  individuals 
who  meet  the  followiritj  ccLtecia: 

( ."i  )   Individuals  who  ciiLered  into  loan  contracts  with  one 
DC  more  Io.tii  brokers  or  master  brokers;  and 
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(b)  Individuals  whose  pco«issocy  notes  and  deeds  to 
secure  debt  have  been  subsequently  assigned  or  tcansfetted  by  one 
or  more  loan  brokers  or  master  brokers  to  the  Defendant,  Fleet 
Finance,  Inc.  of  Georgia;  a-.d 

(c)  Individuals  who,  in  connection  with  their  loans, 
have  secured  said  loans  by  "residential  real  estate"  as  that  term 
is  used  in  O.C.G.A.  8-3-20');  and 

(d)  Individuals  who  have  entered  into  such  loan 
transactions  from  July  1,  1990  to  date;  and 

(e)  Individuals  who  are  Black. 

In  connection  with  the  discovery  motion  currently  pending 
before  the  Court,  attorneys  for  Plaintiffs  are  hereby  ORDERED  to 
reassign  the  motion  to  compel  for  a  hearing  before  the  Court.  The 
discovery  deadline  in  this  case  is  extended  to  and  including  April 
1,  1993. 

This  Cy day  of  October,  1992. 


r 


The  Honorable  Albert  M.  Pickett 
Judge,  Superior  Court,  Augusta 
Judicial  Circuit 


I 
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TESTIMONY  OF  BRUCE  MARKS,  EXECUTIVE  DIRECTOR,  UNION 
NEIGHBORHOOD  ASSISTANCE  CORPORATION 

My  name  is  Bruce  Maries.  Fm  the  Executive  Director  of  the  Union  Nei^iboriiood 
Assistance  Corporation,  a  non-profit  housing  agency  based  in  Boston  with  a  new  of- 
fice in  Atlanta  and  one  opening  soon  in  Jac^onville,  Florida.  I  appreciate  the  oppor- 
tunity to  appear  before  the  G>mmittee  and  I  commend  Chairman  Rie^e  and  the 
Committee  staff  for  tadkling  this  very  important  issue. 

For  too  long  the  national  epidemic  of  reverse  redlining  has  been  tolerated  by  regu- 
lators and  i^ored  by  policymakers.  What  is  reverse  recQining? 

It  is  the  widespread  practice  of  flooding  woridng  class  communities  with  predatory 
financial  goods  and  services. 

It  is  the  logical  and  predictable  outcome  of  the  systematic  redlining  practiced  by 
the  nation's  financial  institutions  for  generations. 

It  is  a  multi-billion  dollar  industry  involving  a  multiplicity  of  financial  products 
and  some  of  the  country's  oldest  and  most  respected  financial  firms. 

It  is  a  classic  economic  equation:  The  redliners  create  the  pent-up  demand  for 
credit  in  woricing-class  communities,  and  the  reverse  redliners  step  up  to  the  plate 
with  a  basketful  of  predatory  financial  products  and  services.  Quite  ofi«n,  the 
redliners  and  Uie  reverse  redhners  are  the  same  institutions,  working  both  sides  of 
the  equation. 

Let  me  be  clear  about  who  the  victims  are:  They  are  creditworthy  Americans  of 
all  races,  religions  and  regions.  They  work  for  a  living — some  of  them  must  hold  two 
or  three  jobs  just  to  make  ends  meet.  They  pay  their  taxes.  They  pav  their  debts, 
lliey  are  long-term  residents  of  their  respective  communities,  the  bulwark  against 
neimboiiiood  decline,  crime,  drugs  and  gang  violence. 

"niey  are  the  men  and  women  in  the  audience  today  wearing  the  bright  yellow 
T-shirts,  homeowners  from  Georgia  and  Florida,  New  Jersey  and  Massachusetts  and 
other  states.  And  for  every  one  of  them  here  today,  there  are  thousands  of  others 
who  couldn't  be  here.  Many  of  these  homeowners  ooarded  buses  sixteen  or  seven- 
teen hours  ago  and  travel  fed  throu^  the  night  to  deliver  a  simple  message  to  the 
Committee  and  to  Congress:  STOP  THE  FLEET  LOANSHARKS. 

Tliey  are  people  who  refuse  to  be  nameless,  faceless  victims.  If  the  word  Tleet" 
has  become  synonymous  with  the  word  '^oanshark,"  it  is  because  the  people  in  this 
audience  and  the  tens  of  thousands  who  couldn't  be  here  are  living,  breathing  wit- 
nesses to  Fleet's  monumental  misdeeds. 

Their  presence  here  today  is  a  tangible  reminder  of  the  real  state  of  the  union 
in  working-class  communities  throu^out  the  country:  a  state  of  chaos  wrought  by 
Fleet  and  its  imitators. 

We  focus  on  Fleet  not  because  it  is  the  only  financial  institution  that  has  figured 
out  how  to  wring  a  hefty  profit  out  of  redlined  communities,  but  because  it  was 
among  the  first  of  the  country's  major  banks  to  do  so,  and  because  it  is  without  a 
doubt  the  most  efficient  in  its  plundering.  In  a  very  real  sense,  Fleet  set  the  stand- 
ard in  reverse  redlining.  Where  Fleet  first  treads,  its  imitators — like  Chrysler  First 
(now  NationsBank) — have  followed. 

Fleet  is  to  reverse  redlining  what  the  Exxon  Valdese  was  to  oil  spills  and  what 
AH  Robbins  was  to  toxic  stioas.  syndrome.  That  is  why  if  this  body  is  serious  about 
taking  steps  to  end  reverse  redlining  it  must  condemn — and  correct — the  injustices 
peipetrated  by  Fleet. 

Following  this  hearing,  delegations  of  homeowners  will  be  visiting  Congressional 
leaders  to  educate  them  about  those  injustices  and  to  request  a  simple  thing:  that 
banking  regulators  be  ei^joined  from  allowing  Fleet  to  expand  its  franchise  throu^ 
acquisitions  until  the  bank  has  stopped  its  predatoiy  lending  and  all  victims  have 
been  justly  compensated. 

When  you  listen  to  their  stories,  clear  patterns  will  emerge.  You  will  notice,  for 
example,  that  many  of  the  homeowners  who  have  so  far  avoided  foreclosure  must 

{>ay  upwards  of  two  thirds  of  their  familjr's  monthly  income  to  Fleet.  You  will  see 
oan  documents  showing  interest  rates  as  high  as  39  percent.  Dont  be  surprised  to 
learn  that  many  of  these  loans  carn^  points  and  upfront  fees  that  are  almost  as  high 
as  the  face  amount  of  the  loan.  You  will  hear  about  Fleet's  strong-arm  collection 
practices  and  about  the  fly-by-ni^t  home  improvement  contractors  who  troll  work- 
ing class  nei^borfaoods  in  search  of  fresh  fodder  for  the  Fleet  foreclosure  mill. 

How  widespread  is  Fleet's  handiworic?  You  can  go  into  any  of  the  28  states  where 
Fleet  Finance  has  offices,  identify  the  nei^iborhoods  that  have  been  cut  off  from 
conventional  credit,  where  median  home  prices  have  risen  over  the  past  decade  but 
incomes  have  remained  stable,  and  there  you  will  find  homeowners  making  uncon- 
scionably hi^  monthly  payments  to  Fleet.  You  will  also  find  homes  that  have  been 
forecbsed  and  bou^t  at  auction  by  Fleet. 
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How  could  Fleet,  the  nation's  second  largest  mortgage  lender,  devastate  so  many 
lives?  That  is  a  question  people  in  this  audience  ask  themselves  every  day.  The  ines- 
capable answer  is  this:  the  regulators  and  the  politicians  who  could  have  put  an  end 
to  Fleet's  illicit  enterprise  years  ago  did  not  do  so. 

Some  nineteen  months  ago,  UNAC  tried  to  convince  the  Board  of  Governors  of  the 
Federal  Reserve  System  to  use  its  considerable  powers  to  curb  Fleet's  abusive  and 
criminal  lending  in  working-class  communities  throughout  the  country.  At  the  time. 
Fleet  and  its  partner — the  leverage  buyout  specialists  Kohlburg,  Kravis  and  Rob- 
erts— were  attempting  to  purchase  the  failed  Bank  of  New  England.  UNAC  sug- 
gested that  the  Board  delay  its  approval  of  the  deal  until  it  had  thoroughly  exam- 
ined widespread  allegations  of  Fleet's  fraudulent  and  abusive  second  mortgage  lend- 
ing, particularly  in  the  Southeastern  states.  The  Board  promised  to  conduct  an  in- 
vestigation but  approved  the  BNE  merger  before  any  investigation  was  undertaken. 

We  said  then  and  we  say  again  the  Board's  failure  to  use  its  power  to  delay  the 
Bank  of  New  England  deal  was  a  monumental  mistake.  In  our  view  it  was  highly 
inappropriate  for  oanking  regulators  charged  with  protecting  the  public  interest  to 
commit  billions  of  taxpayer  hilars  to  a  deal  that  handed  over  control  of  the  largest 
banking  franchise  in  New  England  to  an  institution  that  unabashedly  siphons  mil- 
lions of  dollars  a  month  out  of  working  class  communities  throu^  allegedly  fraudu- 
lent and  usurious  home  equity  loans. 

The  Board's  failure  to  protect  the  public  from  Fleet  was  a  green  light  for  other 
expanding  banks — like  NationsBank — to  enter  the  highly  lucrative  predatory  lend- 
ing business.  It  also  resulted  in  a  flood  of  litigation  as  aggrieved  homeowners  were 
left  with  no  other  choice  than  to  seek  redress  rrom  the  courts. 

Ln  approving  the  Fleet/KKR  takeover  of  Bank  of  New  England,  the  Board  argued 
that  it  8  primary  responsibility  was  not  to  investigate  charges  of  abusive  lending  but 
to  protert  the  safety  and  soundness  of  the  banking  industry.  Ironically,  by  allowing 
Fleet  and  KKR  to  expand  their  unholy  enterprise,  the  Board  actuaUy  increased  the 
level  of  risk  to  the  taxpayer-backed  Bank  Insurance  Fund. 

It  is  our  belief  that  Fleet  is  an  extremely  unstable  bank  and  that  the  source  of 
that  instability  is,  ironically  enough,  the  bank's  lucrative  trade  in  fraudulent  or  usu- 
rious mortgages.  Not  only  do  the  high  irate  home  equity  loans  result  in  lawsuits — 
and  there  are  dozens  of  class  action  suits  in  the  making  throughout  the  country — 
they  also  erode  confidence  in  the  bank's  more  legitimate  goods  and  services. 

How  many  people  sitting  in  the  audience  today  would  open  up  a  checking  account 
at  Fleet  if  they  had  a  choice? 

If  it  is  to  survive,  a  banking  institution  needs  the  confidence  not  only  of  depositors 
and  borrowers,  but  also  of  the  investment  community.  How  many  public  pension 
funds  want  to  be  associated  with  an  institution  known  for  preying  on  working  peo- 
ple in  28  states? 

For  Fleet  this  is  more  than  just  a  public  relations  problem.  To  an  increasing  num- 
ber of  working-class  Americans,  Fleet's  familiar  logo  resembles  not  sails  but  shark 
fins.  The  bank  may  not  want  to  admit  it  yet,  but  it  is  fighting  for  its  very  survival 
as  a  viable  regional  powerhouse.  For  regulators,  particularly  the  Federal  Reserve 
Board,  this  creates  a  classic  dilemma:  How  do  you  save  the  bank  from  itself  without 
precipitating  a  panic  among  investors  and  depositors? 

K  the  Board  nad  acted  responsibly  nineteen  months  ago  it  would  not  be  in  this 
precarious  situation  today.  And  there  is  some  encouraging  evidence  that  the  Board 
is  beginning  to  learn  from  its  mistake.  Until  recently,  our  correspondence  with  the 
Board  was  a  one-sided  affair.  But  last  week,  we  were  informed  that  we  could  assem- 
ble a  delegation  of  forty  homeowners  to  meet  with  Board  Vice  Chairman  John 
LaWare.  That  meeting  will  take  place  later  this  afternoon. 

At  long  last  homeowners  will  have  an  opportunity  to  provide  Mr.  LaWare  with 
copies  01  loan  documents  the  Board  was  unable  to  obtain  from  Fleet.  And  UNAC 
will  also  discuss  with  Mr.  LaWare  several  safety  and  soundness  issues  we  believe 
are  raised  by  Fleet's  legal  and  public  relations  dilemma. 

Specifically,  we  will  review  with  Mr.  LaWare  our  contention  that  the  Fleet  scan- 
dal could  lead  to  the  bankruptcy  of  the  Atlanta-based  facility  Fleet  Finance,  and 
that  such  an  event  could  spread  untold  millions  of  dollars  of  risk  throughout  the 
banking  system.  Other  fmancial  institutions  have  been  subjected  to  a  Fleet  "bank- 
ruptcy risk"  through  two  processes:  Fleet's  securitization  prograim,  and  its  short  and 
long  term  borrowings  from  otiier  financial  entities. 

A  majority  of  the  home  equity  loans  originated  or  acquired  by  Fleet  Finance  were 
transferred  to  three  real  estete  mortgage  investment  conduits  (REMICs).  Throu^ 
the  REMIC  structure,  tens  of  thousands  of  allegedly  fraudulent  and  usurious  home 
equity  loans  became  collateral  for  private  mortgage  backed  securities  that  were  sold 
to  insurance  companies;  banks  and  pension  funds.  No  private  insurance  was  ob- 
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tained  by  the  Fleet  REMIC  Trusts  to  protect  investors  if  the  courts  rule  that  the 
loans  in  question  are  indeed  usurious. 

Another  wav  potential  liabilities  stemming  from  the  Georgia  lawsuits  may  have 
been  spread  throughout  the  financial  system  is  through  Fleet  Finance's  short  and 
long  term  borrowing  from  other  financial  entities.  Like  most  finance  companies  not 
regulated  by  federal  banking  agencies,  Fleet  Finance  raises  funds  from  FDIC-regu- 
lated  banks  as  well  as  from  state-regulated  insurance  companies.  Between  Novem- 
ber 1990  and  April  1991,  Fleet  Finance  raised  more  than  $900  million  from  banks 
and  insurance  companies.  All  of  these  credits  were  unsecured,  meaning  the  banks 
and  insurance  companies  are  relying  on  the  long  term  viability  of  Fleet  Finance. 

In  closing,  let  me  say  that  I  hope  the  presence  of  hundred^  of  Fleet  victims  here 
today  impresses  upon  you  just  wnat  is  at  stake  for  tens  of  thousands  of  working 
families  who  are  in  similar  straits. 

By  the  time  these  homeowners  have  returned  home  to  Georgia,  Florida,  Massa- 
chusetts or  Maryland  or  New  Jersey,  the  legions  of  lobbjdsts  who  work  for  Fleet  and 
for  it's  silent  partner — ^Kohlburg,  Kravis  and  Roberts — will  have  already  contacted 
many  of  your  staffs  to  disseminate  their  notorious  brand  of  misstatements  and  half- 
truths.  Here's  what  thevll  tell  you: 

Fleet,  theyTl  sa^,  is  the  victim  of  a  witch-hunt.  Theyll  cite  misleading  and  unsub- 
stantiated statistics  to  imply  that  Fleet's  practices  are  in  line  with  industry  norms. 
Theyll  provide  you  with  doctored  weighted  averages  and  bogus  foreclosure  rates. 

In  the  final  analysis,  your  view  of  these  proceedings  depends  upon  whom  you  be- 
lieve, the  hundreds  of  homeowners  here  before  you,  or  the  Italian  suits  and  silk  ties 
who  are  paid  to  speak  for  Fleet?  And  if  you  want  to  do  more  than  scratch  the  sur- 
face of  this  issue,  you  need  to  have  hearings  in  Los  Angeles  and  Chicago,  Detroit 
and  Baltimore,  Jacksonville,  Philadelphia,  Charlotte  and  Atlanta.  That's  where  the 
rest  of  the  witnesses  are. 
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LETTER  TO  SENATOR  DONALD  W.  RIEGLE,  JR.  FROM 
JOHN  P.  HAMILL,  EXECUTIVE  PRESIDENT,  FLEET  BANK 

March  1,  1993 

Dear  Mr.  Chairman: 

On  behalf  of  Fleet  Financial  Group,  Inc.  ("Fleet")  and  Fleet  Fi- 
nance, Inc.  ("Fleet  Finance"),  I  would  like  to  thank  you  for  giving 
me  the  opportunity  to  testify  before  your  Committee  on  February 
17,  1993. 

Let  me  reiterate  that  Fleet,  and  all  of  its  bank  and  nonbank  sub- 
sidiaries, are  committed  to  the  highest  ethical  standards,  comply 
with  all  applicable  federal  and  state  laws,  and  do  not  engage  in  any 
form  of  discriminatory  lending  practices.  I  believe  Fleet  s  excellent 
record  of  Community  Reinvestment  Act  (CRA)  compliance  and  in- 
volvement in  the  cities  in  which  its  banks  do  business,  as  well  as 
the  aggressive  action  already  taken  by  Fleet  Finance  to  address  the 
criticisms  levied  against  it,  illustrate  Fleet's  and  Fleet  Finance's 
sincerity  in  making  this  statement. 

In  addition  to  the  summary  of  tJie  changes  made  by  Fleet  in  cer- 
tain of  its  business  practices  and  a  description  of  its  community 
and  minority  lending  programs  which  are  discussed  in  Sections  I 
and  II  below,  Section  III  of  this  letter  corrects  several  false  and 
misleading  statements  made  by  certain  witnesses  who  testified  on 
the  second  panel  at  your  hearing. 

I.  Changes  Made  by  Fleet  Finance 

As  I  testified,  Fleet  Finance  has  attempted  to  act  responsibly  by 
taking  quick  and  effective  action  to  identify  and  rectity  any  cus- 
tomer complaints  in  Geor^a  and  elsewhere.  Despite  its  firm  belief 
in  its  legal  position  and  m  an  effort  to  put  this  issue  behind  it. 
Fleet  Finance  has  taken  the  following  actions:  (i)  it  has  stopped 
buying  individual  loans  firom  third  parties,  thereby  eliminating  the 
charp^e  that  it  sponsors  the  alleged  illegal,  immoral  or  improper  ac- 
tivities of  third  parties,  (ii)  it  has  capped  interest  rates  at  18  per- 
cent and  brokers'  fees  at  5  percent  (both,  on  a  nationwide  basis), 
(iii)  it  has  determined  that  tne  lo£ms  which  are  the  subject  of  com- 
plaints, whether  meritorious  or  not,  are  limited  to  a  small  portion 
of  its  (Georgia  portfolio,  and  (iv)  it  has  adopted  its  10  Point  Initia- 
tive to  attempt  to  resolve  each  and  every  one  of  the  cases  which 
are  brought  to  it. 

To  illustrate  its  good  faith,  to  address  any  perceived  abuses  and 
to  benefit  its  customers.  Fleet  Finance  adopted  its  10  Point  Initia- 
tive in  October  1992  (the  "Initiative").  This  Initiative  is  intended  to 
aid  those  customers  whose  loans  are  deemed  burdensome,  vdthout 
regard  to  the  merits  of  the  loan  involved.  It  is  not  an  admission  of 
culpability  by  Fleet  Finance,  as  our  critics  might  allege,  but  an  im- 
portant customer  relations  program  with  the  goal  of  reminding  our 
customers  that  Fleet  Finance  is  always  ready  to  responsibly  ad- 
dress their  problems. 

The  Initiative  provides  up  to  $38  million  in  various  benefits  to 
borrowers,  including  interest  rate  relief,  a  foreclosure  moratorium, 
home  improvement  repairs  and  grants  for  revitalization  of  im- 

§  acted  neighborhoods.  It  also  confirmed  Fleet  Finance's  policy  to 
iscontinue  direct  and  indirect  purchases  of  home  improvement 
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loans  and  loans  from  third-party  lenders  generally.  Fleet  Finance 
also  has  made  a  total  of  $8  million  available  to  impacted  neighbor- 
hoods for  reinvestment. 

Over  900  borrowers  have  already  been  approved  for  relief  under 
the  Initiative.  Fleet  Finance  expects  to  continue  to  provide  the  Ini- 
tiative, although  it  has  been  hindered  from  doing  so  by  plainti^s' 
lawyers  involved  in  class  action  cases  against  Fleet  Finance  and  a 
number  of  other  lenders  in  Georgia.  In  fact,  the  plaintiffs'  lawyers 
have  obtained  an  injunction  preventing  Fleet  Finance  from  pursu- 
ing the  Initiative  in  CJeorgia,  despite  the  fact  that  no  waiver  of  the 
borrowers*  legal  rights  is  required  to  obtain  relief  through  the  Ini- 
tiative. Fleet  Finance  is,  however,  actively  advertising  and  imple- 
menting the  Initiative  in  all  states  in  which  Fleet  Finance  does 
business  other  than  Georgia.  The  10  Point  Initiative  demonstrates 
Fleet  Finance's  willingness  to  work  with,  and  resolve,  any  individ- 
ual problem  or  complaint,  whether  allegedly  caused  by  Fleet  or  oth- 
erwise. 

II.  Fleet's  Commitment  to  CRA 

Fleet's  seven  banks  in  the  Northeastern  United  States,  with  ap- 
proximately 800  branches  and  $33  billion  in  deposits,  serve  their 
communities  well,  consistently  receiving  "outstanding"  or  "satisfac- 
tory" CPA  ratings.  Fleet  banks  have  provided  millions  of  dollars  in 
loans  to  low-  and  moderate-income  neighborhoods  in  the  commu- 
nities in  which  they  operate. 

A  detailed  description  of  many  programs  which  illustrate  Fleet's 
commitment  to  increasing  lending  to  low-  and  moderate-income 
and  minority  borrowers  was  attached  to  my  written  testimony  for 
the  hearing.  Our  Executive  Vice  President,  James  P.  Murphy,  sub- 
mitted a  separate  statement  regarding  Fleet's  mortgage  lending 
and  CRA  programs  for  inclusion  m  the  record  of  your  February  24, 
1993,  hearing  on  "Redlining."  The  letter  is  attached  as  Exhibit  A. 

I  would  note  for  the  record  that  Fleet  operates  banks  only  in 
New  England  and  New  York  and  that  Fleet  is  prohibited  by  law 
from  operating  a  bank  in  any  southeastern  state,  including  Geor- 
gia, and  thus,  cannot  be  charged  with  using  its  consumer  finance 
company  to  make  loans  at  higher  rates  in  those  areas.  Fleet  is 
proud  of  its  long-standing  and  extensive  commitment  to  meeting 
the  needs  of  low-to-moderate  income  and  minority  borrowers,  and 
I  urge  you  to  review  tJie  complete  record  of  these  hearings,  espe- 
cially Exhibit  1  of  my  written  testimony  and  Mr.  Murphy  s  letter, 
before  you  come  to  any  conclusions  about  our  efforts  in  this  area. 

III.  Response  to  Specific  Allegations 

Since  Mr.  Marks'  and  Mr.  Long's  testimonies  each  contained 
misstatements  and  falsehoods  too  numerous  to  mention  here,  I 
have  attached  as  Exhibit  B  a  point-by-point  rebuttal  of  each  of 
those  statements  with  which  Fleet  takes  issue.  However,  I  would 
specifically  like  to  address  the  allegation  made  by  Bruce  Marks  at 
the  hearing  that  I  committed  perjury  by  citing  statistics  to  the 
Committee  that  did  not  reflect  Fleet  Fmance's  securitized  loans. 

I  take  great  offense  at  Mr.  Marks'  false  allegation.  The  statistics 
which  I  cited  included  all  outstanding  loans  made  or  purchased  by 
Fleet  Finance  in  Georgia,  including  every  loan  sold  in  a  securitiza- 
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Hon.  At  your  request,  I  will  provide  you  with  verification  from  Fleet 
Finance's  accountants  of  all  the  numbers  which  I  cited  to  you  in 
my  testimony. 

I  would  also  note  that  Mr.  Marks'  assertion  that  Fleet  Finance 
is  not  regulated  by  federal  banking  agencies  is  clearly  wrong.  Fleet 
Finance,  as  a  subsidiary  of  a  bank  holding  company,  is  regulated 
by  the  Federal  Reserve  Board  and  subject  to  periodic  examinations 
by  that  entity. 

One  other  point,  which  I  believe  important  enough  to  address 
specifically  in  the  bodv  of  this  letter,  is  the  misconception  that 
Fleet  Finance  is  "wildly  profitable."  This  is  simply  not  the  case. 
Every  business  hopes  to  oe  profitable,  but  Fleet  Finance's  profits 
are  not  significantly  greater  on  a  comparative  basis  (i.e.,  return  on 
assets  or  ROA,"  return  on  equity  or  "ROE")  than  profits  earned  at 
the  Fleet  banks.  For  example,  in  normal  years,  the  ROE  for  Fleet 
Financial  Group  was  between  17  percent  and  18.5  percent — which 
is  the  same  range  as  Fleet  Finance's  ROE. 

In  addition,  Section  4  of  my  written  testimony  entitled  "Why 
Costs  to  Borrowers  for  Home  Equity  Loans  Are  Higher  Than  Costs 
for  Conventional  Mortgage  Loans"  contains  a  full  explanation  of 
why  Fleet  Finance's  interest  rates  are  reasonable  and  why  com- 
parisons to  conventional  first  mortgage  loans  made  to  individuals 
with  bankable  credit  are  inappropriate.  Moreover,  it  is  important 
to  bear  in  mind  that  Fleet  Finance's  portfolio  contains  loans  made 
over  the  past  10-15  years  in  higher  interest  rate  environments. 
Fleet  Finance's  current  interest  rates  run  from  9.99  percent  to 
17.99  percent,  with  a  cap  of  18  percent.  This  is  very  reasonable 
when  compared  to  alternative  sources  of  credit.  For  instance,  the 
current  average  credit  card  rate  is  19.4  percent,  and  small  loan 
rates  can  exceed  30  percent  per  annum. 

In  general,  the  consumer  finance  industry  attempts  to  meet  the 
credit  needs  of  a  whole  range  of  borrowers,  including  many  borrow- 
ers who  cannot  obtain  crecfit  from  other  sources,  such  as  banks  or 
credit  unions.  Some  borrowers  serviced  by  the  industry  have  very 
good  credit  ratings,  but  others,  who  have  substantial  short-term 
debt,  large  high-rate  credit  card  debt,  are  in  arrears  on  other  loans 
(including  existing  first  mortgage  loans)  or  have  prior  judgments 
against  tnem  for  unpaid  debts,  have  poorer  credit  histories.  Be- 
cause of  these,  and  other  pre-existing  credit  problems  of  many  of 
these  borrowers,  consumer  finance  companies  must  expend  more 
time  and  mone>[  to  underwrite,  negotiate  and  close  these  loans. 

Further,  servicing  these  loans  once  they  close  is  much  more  time 
consuming  and  expensive  than  servicing  conventional  mortgage 
loans.  In  addition,  delinouencies,  bad  debt  charge-offs  and  losses  on 
foreclosures  are  higher  tor  second  mortgages  than  for  conventional 
first  mortgage  loans.  In  fact.  Fleet  Finance  lost  $18.6  million  and 
$24.6  million  on  foreclosures  nationwide  in  1991  and  1992,  respec- 
tively. 

Mr.  Chairman,  Fleet  fully  supports  efforts  to  ensure  that  the 
consumer  finance  industry  makes  credit  available  to  all  borrowers 
on  a  fair,  impartial  and  nondiscriminatory  basis.  As  I  testified  be- 
fore your  Committee,  many  of  the  problems  that  have  been  identi- 
fied with  the  industry  can,  and  should,  be  dealt  with  at  the  state 
level.  In  fact,  we  are  in  support  of  pending  legislation  in  Georgia 
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which  calls  for  strong  regulation  and  licensing  of  mortgage  lenders 
and  brokers.  However,  we  are  prepared  to  work  with  you  and  your 
Committee  on  all  reasonable  proposals  at  the  federal  level  which 
will  help  achieve  this  objective. 

Finally,  I  request  that  tiiis  letter,  along  with  each  of  the  attach- 
ments, be  made  part  of  the  official  record  of  your  February  17, 
1993,  hearing. 

LETTER  TO  SENATOR  DONALD  W.  RIEGLE,  JR.  FROM  JAMES  P. 
MURPHY,  EXECUTIVE  VICE  PRESIDENT,  FLEET  BANK 

February  23,  1993 

Dear  Mr.  Chairman: 

During  his  testimony  before  your  Committee  on  February  17, 
1993,  John  Hamill,  President  of  Fleet  Bank  of  Massachusetts,  men- 
tioned that  Fleet  Financial  Group  has  shown  its  commitment  to  in- 
creased lending,  affordable  housing  and  providing  better  products 
and  services  to  low-to-moderate  income  and  minority  neighbor- 
hoods through  a  variety  of  programs  initiated  by  its  banks  and 
mortgage  subsidiaries. 

I  would  like  to  take  this  opportunity  to  provide  you  and  the 
Members  of  the  Committee  with  a  more  detailed  description  of  our 
msgor  programs  in  this  area,  some  of  which  include: 

•  Providing  $370  million  over  the  last  five  and  one-half  years  in 
New  York  City  to  finance  end  loans  for  the  acquisition  of  4,800 
one-to-four  family  homes  for  people  with  family  incomes  of  be- 
tween $22,000  and  $40,000  per  year. 

•  The  "Jump  Start  Program"  which  was  initiated  on  January  1, 
1992  by  our  Rhode  Island  bank  to  provide  home  ownership  to 
low-to-moderate  income  families  through  $10  million  in  low  in- 
terest, no  down  payment  financing  for  first  time  home  buyers 
with  incomes  of  no  more  than  $23,000  per  year. 

•  A  $111  million  community  lending  investment  progp^am  for  low- 
and  moderate-income  neighborhoods  in  Massachusetts,  initiated 
in  June  1991,  which  will  create  over  1,750  affordable  houses  in 
Boston  and  across  the  state,  as  well  as  channel  over  $7  million 
to  help  minority-owned  and  other  small  businesses. 

•  A  construction  lending  progpram  for  affordable  housing  in  con- 
junction with  the  New  York  City  Partnership,  New  York  State 
and  New  York  City  housing  agencies  which  provided  $40  million 
in  loans  in  1992  and  will  provide  as  much  as  $100  million  in 
1993. 

A  detailed  description  of  these,  and  other  major  programs  initi- 
ated by  Fleet  is  contained  in  the  attached  memorandum.  I  request 
that  this  letter  and  attachments  be  made  part  of  the  official  record 
for  your  February  24,  1993  hearing  dealing  with  "Redlining". 

We  would  be  pleased  to  answer  any  questions  you  or  your  staff 
may  have  about  this  material,  and  to  provide  additional  informa- 
tion that  you  feel  would  be  helpful  to  the  Committee. 
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FLEET  FINANCIAL  GROUP 

LOW  AND  MODERATE  INCOME  COMMUNITY  LENDING 

PROGRAMS 

Fleet  Financial  Group  (Fleet)  has  been  very  active  in  community 
lending  and  has  a  comprehensive  and  effective  Community  Rein- 
vestment Act  (CRA)  compliance  program  in  place.  A  good  example 
of  our  efforts  is  New  York  City  where  over  the  last  five  and  one- 
half  years  we  have  provided  approximately  $370  million  to  finance 
end  loans  for  the  acquisition  of  one-to-four  family  homes  for  people 
with  family  incomes  of  between  $22,000  and  $40,000  per  year.  This 
program  has  created  4,800  units  of  new  affordable  housing,  90  per- 
cent of  which  are  owner-occupied  by  minorities. 

In  fact.  Fleet's  banks  all  received  either  "outstanding"  or  "satis- 
factory" CRA  ratings  in  their  most  recent  examinations.^  In  addi- 
tion, when  the  Federal  Reserve  Board  (Fed)  reported  discouraging 
industry-wide  statistics  in  1991  and  1992 ,2  as  required  by  the 
Home  Mortgage  Disclosure  Act  (HMDA),  showing  that  racial  dis- 
parities exist  in  mortgage  appUcation  approval  rates.  Fleet  acted 
quickly  to:  (1)  gather  more  data;  (2)  plan  and  implement  an  aggres- 
sive effort  to  make  its  CRA  compliance  programs  more  effective; 
and  (3)  increase  mortgage  loans  to  low-to-moaerate  income  and  mi- 
nority borrowers. 

In  November  1991,  Fleet  established  a  corporate  HMDA/CRA 
task  force  under  the  direction  of  Executive  Vice  President  Jim  Mur- 
phy. The  task  force's  mission  was  to  research  and  study  the  facts 
concerning  the  disparities  in  approval  rates  by  race,  resolve 
HMDA/CkA  systems  and  reporting  issues,  and  evaluate  Fleet's 
products  in  meeting  the  needs  of  low-to-moderate  income  and  mi- 
nority communities.  B^  the  middle  of  1992,  the  members  of  the 
task  force,  working  with  Fleet  compHance  personnel  and  outside 
HMDA/CRA  compliance  consultants,  finished  an  assessment  of  the 
HMDA/fair  lending  programs  at  each  Fleet  bank  and  mortgage 
company. 

Although  the  results  of  this  self-assessment  program  did  not  re- 
veal any  discrimination  against  applicants,  it  did  show  that  HMDA 
data  collection  and  reporting  systems  needed  improvement,  fair 
lending  compliance  management  processes  needed  strengthening, 
and  increased  training  was  needed  overall  in  these  areas.  Fleet  im- 
mediately took  the  following  steps: 

1.  Purchased  a  new  "Centrax"  system  (a  computer-based  data 
processing  system)  which  will  improve  data  processing  and  track- 
ing and  timely  management  reporting. 

2.  Held  discussions  with  local  community  gproups  to  solicit  their 
suggestions,  then  took  action  to  improve  existing  bank  products  by 
making  them  more  responsive  to  community  needs,  particularly  in 
low-income  and  minority  urban  areas.  For  instance,  flexible  first 
mortgage  products  for  low-to-moderate  income  borrowers  are  now 


^See  attached. 

'HMDA  statistics  for  1990  (the  first  year  for  compiling  such  data),  which  included  data  on 
loan  applications  for  new  home  purchases,  mortgage  refinancing  and  home  improvements,  were 
made  public  by  the  Fed  in  October  1991,  and  <uta  on  1991  loan  applications  were  reported  in 
1992. 


441 

being  aggressively  marketed  throughout  all  Fleet  banks  and  mort- 
gage companies,  which  include: 

•  More  flexible  underwriting  guidelines  that  take  into  consider- 
ation timely  payment  of  utility  bills  and  rent  as  proof  of  financial 
responsibihty,  rather  than  just  looking  at  a  potential  borrower's 
payment  history  on  installment  loans  or  bank  credit. 

•  Instead  of  requiring  a  5  percent  downpayment  on  a  loan  to  come 
directly  from  the  borrower,  the  new  guiaehnes  allow  2.5  percent 
to  come  from  a  gift,  grant  or  loan. 

•  A  "second  look  program  whereby  an  application  that  has  been 
declined  will  be  looked  at  again  by  a  senior  manager. 

3.  Put  in  place  dozens  of  affordable  housing  programs  throughout 
its  system,  and  improved  CRA  programs  and  products. 

4.  Began  talks  with  representatives  of  Fannie  Mae  and  others  re- 
garding the  joint  development  of  a  new  low-to-moderate  income 
mortgage  product. 

Our  goal  is  to  help  poor  and  minority  neighborhoods  stabilize 
their  communities,  to  inject  equity  into  those  communities  and  pro- 
vide a  basis  for  home-ownership  initiatives  and  promote  small  busi- 
ness activities.  The  attached  memorandum  summarizes  some  of  the 
major  affordable  housing  and  CRA  programs  currently  being  imple- 
mented bv  our  banks  and  mort^^age  subsidiaries. 

Fleet  Qoes  not  condone  or  in  any  way  tolerate  discrimination 
against  minorities  or  the  practice  of  "redlining''  certain  commu- 
nities. In  fact,  as  indicated  by  the  scope  of  the  specialized  programs 
we  offer  at  all  of  our  banks  and  subsidiaries,  Fleet  actively  pursues 
opportunities  to  help  provide  more  credit  to  disadvantaged  areas 
and  works  closely  with  local  government  officials  and  community 
leaders  to  formulate  and  implement  programs  tailored  to  those 
communities. 

The  HMDA  statistics  reported  by  the  Fed,  although  flawed  be- 
cause thev  do  not  provide  an  assessment  of  all  the  important  cri- 
teria used  in  the  mortgage  approval  process,  are  a  wake  up  call  to 
the  industry  to  do  a  better  Job.  Fleet  has  and  will  continue  to  be 
a  leader  in  this  important  effort. 

FLEET  FINANCIAL  GROUP 

LOW  AND  MODERATE  INCOME  COMMUNITY  LENDING 

PROGRAMS 

(BY  STATE) 

1.  Rhode  Island 

•  Jump  Start  Program:  A  innovative  program  called  "Jump  Start" 
was  initiated  on  January  1,  1992  to  provide  home  ownership  to 
low-  to  moderate-income  families.  Fleet's  Rhode  Island  bank 
joined  with  the  Rhode  Island  Housing  and  Mortgage  Finance 
Corporation  (RIHMFC)  and  Commonwealth  Mortgage  Assurance 
Company  to  provide  $10  million  in  low  interest,  no  down  pay- 
ment financing  for  first  time  home  buyers  with  income  of  no 
more  than  $23,000  per  year.  To  date,  over  $4  million  has  been 
booked  under  this  program  (see  attached  press  release). 

•  Lease  to  Buy  Program:  Another  program,  done  in  conjunction 
with  RIHMFC  provides  financing  to  low-  to  moderate-income 
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Rhode  Isleinders  to  purchase  a  first  home  through  a  unique  two- 
year  lease  purchase  agreement.  Over  $3  milHon  has  been  com- 
mitted to  this  program  (see  attached  press  release). 

•  Line-of-Credit  Program:  A  program  providing  a  $1  million  restor- 
ing line-of-credit,  priced  at  2  percent  over  Fleet's  passbook  rate, 
was  initiated  to  provide  construction  and  renovation  financing  to 
non-profit  companies  to  increase  affordable  housing  stock.  Over 
$1.7  million  has  been  used  to  date. 

2.  Massachusetts 

•  Community  Investment  Lending  Program — On  June  27,  1991, 
shortly  after  it  acquired  control  over  the  banking  subsidiaries  of 
the  former  Bank  of  New  England  from  the  FDIC,  Fleet  initiated 
a  $111  million  community  lending  investment  program  for  low- 
and  moderate-income  neighborhoods  and  commimities  in  Massa- 
chusetts as  part  of  a  broader  program  designed  to  pump  more 
than  $500  million  in  new  capital  into  the  New  England  economy. 
This  included  an  $11  million  mortgage  assistance  program  to 
help  homeowners  with  burdensome  mortgage  loans  (see  attached 
press  release). 

The  plan,  which  has  been  very  successful,  will  create  over 
1,750  affordable  houses  in  Boston  and  across  the  state.  It  will 
also  channel  over  $7  million  to  help  minority-owned  and  other 
small  businesses. 

3-A.  New  York  (New  York  City/Long  Island) 

•  End  Loan  Financing — Over  the  past  five  years.  Fleet  has  made 
a  concerted  effort  to  become  a  leader  in  New  York  City  in  provid- 
ing affordable  housing  and  finance.  Through  Fleet  Mortgage,  it 
provided  approximately  $370  million  in  financing  for  the  end 
loan  financing  of  approximately  4,800  units  of  new  1-4  family 
housing  in  Brooklyn,  Queens,  the  Bronx  and  Manhattan.  This  in- 
cluded end  loan  financing  for  2,200  units  of  Nehemiah  housing 
in  Brooklyn  by  a  coalition  of  churches  and  synagogues. 

•  Construction  Lending  Program — Beginning  in  1991,  Fleet's  New 
York  City  bank  began  developing  an  active  construction  lending 
program  for  affordable  housing  by  working  with  the  New  York 
City  Partnership,  New  York  State  and  New  York  City  housing 
agencies,  and  various  for-profit  and  non-profit  developers  and 
sponsors.  In  1992,  $40  million  in  loans  were  booked,  and  as  much 
as  $100  million  may  be  booked  in  1993. 

•  New  York  Mortgage  Coalition — On  January  29,  1993,  a  two-year 
commitment  was  given  to  the  New  York  Mortgage  (Coalition  for 
$50  thousand  a  year  for  administrative  costs  with  the  under- 
standing that  Fleet  will  make  approximately  $5  million  in  loans 
each  year.  The  program  also  include  "second  look"  loan  restruc- 
turing and  credit  counseling. 

•  Micro  Loan  Program — ^A  pilot  "micro"  loan  program  was  initiated 
in  the  minority  communities  of  Hempstead  and  Glen  Cove,  Long 
Island,  with  an  anticipated  commitment  of  $150  million  to  each, 
plug  administrative  support.    . 

•  Other  Programs  in  1992  Include — $5  million  in  co-funding  for  the 
start-up  of  a  small  business  development  center  at  Pace  Univer- 
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sity  in  Harlem;  a  $10  million  grant  for  neighborhood  housing 
services, 

3-B.  New  York  (Upstate) 

•  Portfolio  Lending — Fleet  Bank  of  New  York,  in  conjunction  with 
the  Neighborhood  Housing  Services,  developed  a  new  portfolio 
mortgage  product  targeted  to  low-  to  moderate-income  popu- 
lations living  in  distressed  areas  throughout  Upstate  New  York. 
A  partnership  of  32  community  organizations  participate  with 
the  Bank  to  provide  credit  and  home-ownership  counseling  and 
assist  in  collecting  potentially  delinquent  payments.  A  commit- 
ment of  $12  million  nas  been  allocated. 

•  "Second  Look"  Program — In  February  1992,  the  Bank  imple- 
mented a  "second  look"  program  to  ensure  that  fair  lending  prac- 
tices are  consistently  in  place.  The  "second  look"  program  entails 
a  second  review  of  minority  HMDA  related  loans  by  a  senior 
consumer  officer  before  the  credit  is  denied  to  a  minority  appli- 
cant. Under  this  initiative,  the  Bank  considers  all  options  or  re- 
structuring opportunities  through  the  use  of  more  flexible  under- 
writing guidelines  to  facilitate  mortgage  applicants. 

•  Targeted  Advertising  I  Community  Diversification — In  1991,  Fleet 
Bank  increased  its  emphasis  on  marketing  which  is  targeted  to 
minority  communities.  New  ads,  utilization  of  minority  models, 
advertising  in  minority  publications  and  the  development  of  post- 
er ads  to  reach  our  communities  through  branch  and  neighbor- 
hood networks  have  been  initiated.  Additionally,  product  bro- 
chures have  been  published  in  Spanish.  Fleet  Bank  convened 
focus  groups  in  Albany  and  Rochester  in  an  effort  to  learn  from 
minorities  how  best  to  serve  minority  consumers. 

•  Workforce  Diversification  I  Outreach — A  full-time  employee  has 
been  assigned  to  recruit  and  develop  minority  employees.  During 
1992,  Fleet  Bank  contacted  approximately  210  organizations  to 
determine  ongoing  credit  needs  (with  primary  emphasis  on  af- 
fordable housing)  through  the  Bank's  Direct  CRA  Calling  Pro- 
gram. 

4.  Connecticut 

•  HART/ Frog  Hollow  First  Time  Home  Buyers  Program — In  Au- 
gust 1990,  Fleet  became  a  pioneer  participant  in  this  Hartford 
program  by  making  a  $1,000,000  commitment.  This  program  is 
aimed  at  low/moderate  income  buyers  in  Hartford. 

•  Southend  Institutions  Neighborhood  Alliance — ^This  is  a 
$1,000,000  commitment  for  home  mortgages  in  Hartford. 

•  New  Britain  Neighborhood  Preservation  Program — ^This  program 
is  designed  to  aid  homeowners  for  home  improvements  with  low- 
interest  loans  in  collaboration  with  the  City  of  New  Britain.  Fleet 
Bank  has  been  involved  with  this  program  for  19  years.  The  total 
current  commitment  of  the  banks  is  $600,000,  with  Fleet's  share 
at  $85,000. 

•  Fleet  Banker's  Pool  with  Neighborhood  Housing  Services  of  New 
Britain — ^These  funds  are  used  for  the  acquisition  and  renovation 
of  residential  properties  with  low  rates  and  flexible  terms.  There 
is  a  $1,500,000  total  bank  commitment  with  Fleet's  share  at 
$215,000. 
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•  Thomas  Valley  Council  for  Community  Action — ^The  Thomas  Val- 
ley Council  for  Community  Action  (TVCCA),  through  its  Housing 
Advisory  Committee,  is  involved  with  housing  projects  in  New 
London  Coimty.  Childhood  development,  nutrition  and  neighbor- 
hood services  are  also  areas  of  involvement.  Fleet  Bemk  is  rep- 
resented on  the  Finance  Committee. 

•  Broad  Park  Development — Hartford — Fleet  financed  Jefferson- 
Seymour,  an  affordable  housing  prmect,  in  Hartford. 

•  Fairfield  2000  House  Corporation  (F2HC) — Fleet  Bank  has  com- 
mitted to  a  Fairfield  County  project  consisting  of  16  homes  which 
are  currently  owned  by  the  U.S.  Army  and  which  will  be  sold  to 
low/moderate  income  households.  Fleet  Bank  is  represented  on 
the  Board  of  Directors. 

•  The  Affordable  Housing  Funds  for  Connecticut — ^This  $5  million 
tax  credit  fund  provides  low/moderate  income  families  with  af- 
fordable housing  throughout  the  state.  It  has  developed  281  units 
of  affordable  housing  and  7  retail  stores  in  four  years.  Among  its 
projects  are  Hartford's  Sigoumey  Mews  and  Bridgeport's  East 
Main.  Fleet  Bank  is  represented  on  the  Board  of  Directors. 

•  New  Haven  Infill  Program — In  collaboration  with  the  City  of 
New  Haven,  Fleet  Bank  has  committed  $1,000,000  to  provide 
home  buyers  with  mortgages  for  homes  constructed  on  vacant 
lots  in  the  City. 

•  Fleet  Bank,  with  Legislative  leaders,  created  the  State  Home 
Mortgage  Task  Force,  made  up  of  community  leaders,  public  offi- 
cials, mortgage  lenders  and  banks.  From  this  group  came  several 
home  mortgage  initiatives: 

A  state  law  that  permits  interest  in  real  estate  escrow  funds 
to  be  used  for  private  mortgage  insurance.  The  Connecticut  Alli- 
ance of  Homeownership  Opportunities  was  then  formed  to  pur- 
chase these  loans.  $16  million  was  committed  for  this  purpose  by 
Hartford  insurance  companies. 

A  Review  Committee  has  been  created  to  monitor  minority 
mortgage  applications  and  analyze  results  on  an  ongoing  basis. 

The  State's  Mortgage  Down  Payment  Assistance  Plan  has  been 
rejuvenated  and  the  Department  of  Housing  has  taken  a  more 
aggressive  approach  to  utilizing  funds  available. 

A  centralized  approach  to  First  Time  Home  Buyers  education 
programs  is  being  developed. 

CHAMP  (Connecticut  Homebuyers  Affordable  Mortgage  Pro- 
gram), a  program  of  flexible  credit  standards  and  low  dfown  pay- 
ments, was  created.  This  program  has  commitments  from  banks 
statewide  of  over  $75  million. 

5.  Maine 

•  Port-Lender  Homeownership  Project — Fleet  Bank  is  among  five 
Maine  banks  who  have  each  pooled  $250,000  for  the  Port-Lender 
Homeownership  Project,  a  pilot  homeowner/landlord  program  ad- 
ministered by  the  City  of  Portland's  Community  Development  Of- 
fice. 

The  project  represents  a  significant  public/private  partnership 
between  the  banks  and  the  City.  The  program's  goal  is  to  im- 
prove the  stability  and  livability  of  1-4  unit  properties  in  Port- 
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land's  older  neighborhoods  by  increasing  owner-occupied  prop- 
erties and  renovating  local  neighborhoods. 

•  City  I  Bank  Housing  Rehabilitation  Loan  Program — ^The  City  of 
Portland  annually  receives  a  Community  Development  Block 
Grant  under  Title  I  of  the  Housing  and  Community  Development 
Act  of  1974.  As  part  of  their  Commimity  Development  Program, 
the  City  assists  low-  and  moderate-income  property  owners  in 
the  City  of  Portland. 

Fleet  Bank's  participation  is  to  provide  one-half  of  the  amount 
of  a  housing  rehabilitation  loan,  matched  by  a  loan  of  a  similar 
amount  by  the  City,  for  eligible  one-to-eight  unit  properties,  con- 
taining a  majority  of  households  with  low-  and  moderate-in- 
comes. The  aggregate  amount  the  bank  agrees  to  lend  annually 
is  $200,000.  Presently  Fleet  bank  has  22  loans  totalling 
$95,000.00. 

•  Bangor  Hydro-Electric  Company  Residential  Conservation  Loan 
Program — ^The  purpose  of  the  program  is  to  provide  low-cost 
funds  to  Bangor  Hydro  customers  for  rehabilitation  for  reducing 
electrical  consumption/costs.  Fleet  has  renewed  its  commitment 
to  this  program  for  1992-93,  and  is  the  only  participating  lender 
underwriting  these  reduced  rate  low-cost  loans.  Current  volumes 
as  of  9/13/92  are  21  loans  at  $72,000.00. 

•  Western  Maine  Land  Trust,  Six  Unit  Low-Low  Income  Affordable 
Housing  Project-Porter  Hill  Farmington — Fleet  has  committed  to 
finance  a  $75,000  one  year  construction  loan  for  three  of  the 
units,  and  subsequently  finance  the  units  (through  FREF). 
MSHA  also  plans  to  finance  three  units.  All  six  units  will  follow 
the  MSHA  Home  Start  Program  specifications.  This  project  will 
benefit  six  low-low  income  families  in  the  Farmington  area. 

•  Lewiston  Housing  Opportunity  Zone  (HOZ)  Program — Fleet  and 
several  other  local  banks  are  working  with  the  City's  Community 
Development  Director  for  the  purpose  of  implementing  a  program 
similar  to  the  Portland  Port  Lender's  Project  in  Lewiston.  Fleet 
has  committed  $250,000  to  the  project,  which  will  benefit  first 
time  homeowners. 

6.  New  Hampshire 

•  Seacoast  Affordable  Housing  Proiect — Fleet  is  the  lead  partici- 
pant in  a  $100  million  commitment  to  the  Seacoast  Community 
Banking  Council  for  a  loan  pool  that  supports  affordable  housing 
in  that  region  of  New  Hampshire.  So  far,  we  have  loaned  over 
$179,000,  which  has  financed  48  housing  units. 

•  Concord  Community  Investment  Pool — ^The  bank  is  also  a  partici- 
pant in  a  $500,000  commitment  to  the  Concord  Community 
Housing  Investment  Pool,  which  also  provides  affordable  housing 
in  the  Concord  area.  To  date,  over  $280,000  has  been  loaned  to 
finance  34  housing  units. 

•  Neighborhood  Housing  Services — It  is  also  active  in  two  Neigh- 
borhood Housing  service  groups  in  Manchester  and  Nashua,  and 
participates  in  loan  pools  and  in  providing  operating  money. 
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LETTER  TO  SENATOR  DONALD  W.  RIEGLE,  JR.  FROM 

JEREMY  EISLER,  STAFF  ATTORNEY 
SOUTH  MISSISSIPPI  LEGAL  SERVICES  CORPORATION 

February  11.  1993 

Dear  Chairman  Riegle: 

I  am  writing  you  in  connection  with  your  hearings  on  Reverse 
Redlining. 

In  the  more  than  ten  years  which  I  have  now  practiced  poverty 
law  in  Southeast  Mississippi,  I  can  state  that  I  have,  with  perhaps 
only  one  or  two  exceptions,  never  had  a  minority  client  who  had 
been  able  to  borrow  money  from  a  bank  to  purchase  a  home.  Home- 
ownership  in  our  client  community  is  usuallv  the  result  of  **heir 
property,'  that  is,  from  an  inheritance.  Parodoxically,  it  seems  as 
if  it  must  have  been  easier  for  the  last  generation  to  purchase  prop- 
erty than  for  the  present  generation.  "Whether  or  not  this  is  the  re- 
sult of  Reverse  Redlining  I  cannot  say. 

I  can,  however,  state  with  certainty  and  without  exception  that 
my  clients*  only  avenue  for  home  equity  loans  is  through  the  nu- 
merous finance  companies  which  cater  to  them.  While  there  are  nu- 
merous finance  companies  and  pawn  shops  in  the  poorer  areas  of 
Biloxi,  there  are — literally — ^no  bank  branches. 

In  part  because  of  physical  availability,  and  in  part  due  to  the 
fact  that  they  are  unable  to  attain  loans  from  conventional  institu- 
tions, our  clients  are  forced  to  go  to  these  small  loan  companies. 
These  companies  for  a  small  licensing  fee  are  permitted  to  charge 
up  to  thirty-six  percent  interest  in  Mississippi  at  the  present  time. 

These  rates  are  exacerbated  by  the  finance  companies'  collateral 
practice  of  selling  credit  life  and  disability  insurance.  The  compa- 
nies typically  take  a  commission  on  the  sale  of  this  insurance,  and 
it  is  priced  far  above  what  a  comparable  term  policy  would  be  if 
not  sold  in  conjunction  with  the  attaining  of  a  loan. 

I  have  attached  a  copy  of  a  Complaint  recently  filed  on  behalf  of 
Andrew  and  Floretta  Wright,  along  with  their  loan  documentation. 
The  Wright's  currently  live  on  Ms.  Wright's  salary  as  an  attendant 
in  a  pay  laundry,  doing  laundry  for  others  on  a  piece  work  basis, 
for  which  she  averages  a  take  home  pay  of  less  than  minimum 
wage.  While  there  is  a  dispute  as  to  what  the  Wright's  income  was 
at  the  time  this  loan  was  taken  out  (Tower  Loan  contends  that 
their  income  was  $1480.00)  under  either  figure,  the  Wright's  were 
clearly  unable  to  afford  the  exorbitant  interest  payments  called  for 
by  this  loan. 

Given  more  time  to  go  through  old  files,  and  obtain  the  client  au- 
thorizations, I  could  snow  you  many  other  similar  examples,  and 
some  even  more  extreme.  However,  the  lesson  to  be  drawn  from 
these  examples  would  be  the  same.  That  is,  as  long  as  the  banking 
community  is  allowed  to  avoid  lending  to  certain  areas  and/or 
classes  of  persons  on  grounds  that  have  little  or  no  relevance  to 
credit,  these  people  will  be  forced  to  borrow  at  predatory  interest 
rates.  The  consequence  of  this  is  not  that  they  are  not  able  to  pur- 
chase homes,  but  that  those  homes  such  as  the  Wright's,  which 
have  been  preserved  in  the  family  for  one  or  more  generations,  will 
be  lost. 
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I  would  urge  this  committee  to  put  some  serious  teeth  into  the 
Community  Reinvestment  Act.  I  would  also  urge  it  to  consider  re- 
quiring in  addition  to  the  mandated  disclosure  that  the  credit  life 
insurance  is  optional,  an  additional  requirement — disclosure  that 
the  lender  will  finance  credit  insurance  purchased  from  another 
provider.  This  would  go  far  to  introduce  competition  into  an  area 
in  which  it  is  now  conspicuously  absent. 

Thank  you  for  your  courtesy  and  consideration  of  this  letter  and 
attached  material. 

LETTER  TO  SENATOR  DONALD  W.  RIEGLE,  JR.  FROM 

ELIZABETH  RENUART,  MANAGING  ATTORNEY 

ST.  AMBROSE  LEGAL  SERVICES 

February  17,  1993 

Dear  Senator  Riegle: 

I  am  the  managing  attorney  at  St.  Ambrose  Legal  Services.  Our 
program  was  established  in  1988  as  a  response  to  the  fact  that 
thousands  of  Marylanders  have  bean  severely  injured  by  unsolic- 
ited door-to-door  sales  of  some  home  improvement  companies  and 
of  loan  companies  who  associate  themselves  with  these  contractors. 
We  have  served  almost  1,200  citizens  since  that  time. 

Some  lender  practices  we  have  observed  include  the  following:  re- 
quiring homeowners  to  refinance  any  and  all  existing  mortgage 
loans  as  a  part  of  making  the  new  loan  even  if  the  homeowner  is 
not  behind,  homeowners  are  not  told  that  it  is  not  to  their  advan- 
tage to  refinance  as  the  existing  loans  carry  a  much  smaller  inter- 
est rate  and  the  lender  becomes  the  first  mortgage  holder;  where 
the  lender  is  directly  involved  (as  opposed  to  those  where  the  con- 
tractor is  the  lender  and  then  immediately  sells  the  paper  to  a 
lender),  settlement  costs  are  extremely  high  with  points  ranging 
from  8  to  33  percent  of  the  amount  financed;  while  Maryland's 
usury  rate  is  24  percent,  some  lenders  charge  in  excess  of  this  due 
to  the  federal  preemption  under  the  Depository  Institutions  De- 
regulation and  Monetary  Control  Act  of  1980  which  applies  to  non- 
purchase  money  mortgages. 

Some  home  improvement  contractor  practices  include  the  follow- 
ing: taking  a  mortgage  in  the  home  with  little  regard  as  to  whether 
the  homeowner  can  actually  afford  the  work,  misrepresentations  as 
to  whether  work  is  actually  needed,  the  quality  of  work  to  be  done, 
and  what  work  will  be  done  if  the  contract  is  signed;  failing  to  dis- 
close, and  in  some  cases  lying  about,  the  fact  that  the  homeowner 
is  signing  a  mortgage,  charging  unconscionable  prices,  doing  gross- 
ly inadequate  work;  and,  falsely  notarizing  critical  documents.  Our 
clients  are  frequently  targeted  because  they  are  often  older,  illit- 
erate and  economically  marginal  homeowners  who  own  one  thing 
in  their  lives:  their  $10,000  to  $30,000  home. 

An  example  is  illustrative:  A  forty-six  year  old  woman  with  a 
ninth  grade  education  was  able  to  buy  a  home  in  Baltimore  in  1986 
through  a  low-interest  loan  program  for  $7,800.  In  1989,  a  home 
improvement  company  solicited  her  business.  She  purchased  secu- 
rity doors  and  windows  because  she  was  concerned  for  her  safety 
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due  to  the  fact  that  a  number  of  robberies  had  occurred  in  her 
neighborhood. 

The  home  improvement  contractor  told  her  that  she  would  have 
to  consolidate  her  mortgage  loans  in  order  to  get  a  loan  to  finance 
the  work.  In  order  to  finance  the  $11,000  contract  (the  work  was 
only  worth  about  $5,000),  she  paid  closing  costs  of  approximately 
$2,338.91  and  points  to  the  lender  totalling  $3,605.33.  The  amount 
of  the  loan  was  $19,000.  She  was  charged  a  variable  interest  rate 
starting  at  15  percent.  The  total  interest  projected  was  $21,529.71 
over,  a  ten  year  term.  The  total  of  payments  disclosed  was 
$36,784.80.  She  had  no  contact  with  the  lender  until  the  day  of  set- 
tlement. She  was  taken  there  by  the  contractor  and  was  given  a 
gift  from  him  after  the  papers  were  signed.  There  were  problems 
with  the  work  for  which  she  was  reimbursed  after  filing  a  com- 
plaint with  the  Maryland  Home  Improvement  Commission. 

Other  examples  abound:  A  disabled,  61  year-old  homeowner  who 
lives  on  a  fixed  income  borrowed  fi'om  a  mortgage  company.  As  a 
result,  she  found  herself  with  a  15  year  mortgage  at  an  annual  in- 
terest rate  of  over  24  percent  with  monthly  payments  of  $411.66, 
over  two-thirds  of  her  monthly  income.  She  was  obligated  to  pay 
$74,098.80  in  interest  and  principal. 

An  84  year-old  resident  of  Baltimore  owns  the  house  in  which 
she  lives.  As  a  result  of  a  transaction  with  a  home  improvement 
company  and  a  lender,  she  unknowingly  signed  a  mortgage  which 
obligated  her  to  pay  $39,686.40  in  principal  and  interest  for  the  im- 
proper installation  of  two  exterior  doors  and  a  sink,  and  refinanc- 
ing of  an  $8,000  loan. 

Unfortunately,  the  relatively  unregulated  loan  market  in  Balti- 
more has  allowed  homeowners  to  be  taken  advantage  of  by  those 
who  are  willing  to  make  money  at  any  cost  to  the  innocent  and 
trusting  public. 

Thank  you  for  the  opportunity  to  share  this  information  with 
you. 

LETTER  TO  SENATOR  DONALD  W.  RBEGLE,  JR.  FROM 

WILLIAM  E.  MORRIS,  DIRECTOR  OF  LITIGATION 

SOUTHERN  ARIZONA  LEGAL  AID,  INC. 

February  18.  1993 

Dear  Senator  Riegle: 

We  are  advised  that  your  Committee  is  now  holding  hearings  on 
abuses  in  the  mortgage  brokerage  industry  and  possible  legislative 
remedies.  We  appreciate  this  opportunity  to  provide  the  Senate 
Banking  Committee  with  further  information  on  the  subject  and 
concrete  suggestions  for  Congressional  action. 

In  the  early  eighties,  several  private  law  firms  joined  our  office 
as  coimsel  for  borrowers  in  a  number  of  federal  and  state  lawsuits, 
including  a  statewide,  federal  class  action,  against  the  five  prin- 
cipal mortgage  brokers  then  doing  business  in  Arizona.  The  litiga- 
tion and  subsequent  State  investigations  generally  revealed  the 
same  patterns  and  practices  among  those  companies: 

1.  The  brokers  advertised  real  estate-secured  loans  on  "home- 
owner" or  other  enticing,  but  meaningless  terms. 
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2.  The  typical  customer  was  an  inexperienced  borrower  with  lit- 
tle sophistication  in  financial  matters.  Most  sought  loans  for  out- 
right necessities  (e.g.,  medical  care)  or  in  an  attempt  to  consolidate 
household  debts.  Two  hundred  fifty  defense  depositions  in  the  class 
action  revealed  that  a  solid  majority  thought  they  were  borrowing 
from  brokers,  on  reasonable  terms. 

Brokerage  staff  had  practiced  methods  of  formally  disclosing  loan 
terms,  while  deflecting  attention  from  their  substance  and  signifi- 
cance. In  addition,  borrowers  were  given  written  representations 
calculated  to  allay  foreseeable  anxieties  and  commonplace  concerns. 
All  were  materially  misleading  and  in  some  instances,  simply  false. 

3.  Virtually  all  of  the  thousands  of  loans  in  litigation  required 
short-term  balloon  payments,  due  as  little  as  thirteen  and  never 
more  than  thirty-seven  months  after  the  closing  dates.  Relatively 
few  borrowers  could  obtain  loans  from  third  parties  to  pay  balloons 
as  they  came  due — usually  to  the  considerable  consternation  and 

fenuine  surprise  of  the  average  debtor.  Practically  none  could  meet 
alloon  payments  on  their  own.  A  majority  either  lost  their  homes 
after  the  balloons  became  delinquent  or,  more  commonly,  refi- 
nanced them  through  the  same  brokers,  thus  trapping  themselves 
on  the  "financial  treadmill"  described  by  the  California  Supreme 
Court  in  the  Wyatt  v.  Union  Mortgage  case. 

4.  Most  loans  contained  or  were  subject  to  undisclosed  charges, 
representing  pure  profit  to  the  brokers  (e.g.,  if  one  monthly  pay- 
ment was  subject  to  a  bonafide  late  charge,  all  subsequent  ones 
were  automatically  treated  as  "late,"  with  corresponding  monthly 
penalties  incurrea  at  deregulated  interest  rates).  Brokerage  fees 
seldom  fell  below  an  average  ten  points  on  transactions  typically  fi- 
nancing more  than  $10,000.  Exorbitant  fees  were  charged  for 
"brokering"  loans  funded  by  relatives  of  the  firms'  owners  or  by 
their  own  employees. 

5.  With  that  exception,  most  lenders  were  nearly  as  unsophisti- 
cated and,  certainly,  as  deceived  as  a  solid  majority  of  borrowers. 
The  SEC  determined  that  in  effectively  inducing  lenders  to  pur- 
chase deeds  of  trust  on  their  borrowers'  realty,  the  brokers  engaged 
in  the  sale  of  securities  on  per  se  fraudulent  terms,  promoted 
through  deceptive  acts  and  practices. 

6.  The  principals  in  some  brokerage  firms  were  indicted  and  con- 
victed on  related  felony  charges.  Others  declared  bankruptcy,  or 
simply  vanished  from  the  state.  Several  thousand  lenders  of  com- 
paratively modest  means  were  left  to  protect  their  "investments" 
through  direct — and  often  unsatisfactory — dealings  with  impover- 
ished borrowers,  hundreds  of  whom  lost  family  homes. 

We  had  hoped  that  this  dismal  experience  would  not  be  repeated. 
We  have  mounting  evidence,  however,  that  mortgage  brokers  in 
Tucson  and  Phoenix  turned  to  similar  business  methods  not  long 
after  the  collapse  of  their  major  competitors. 

Recent  abuses  simply  appear  somewhat  more  sophisticated  and 
better  concealed:  Local  mortgage  brokers  lately  have  acted  as 
fronts  for  Fleet  Financial  and  it  appears,  other  national  consumer 
finance  companies,  as  well  as  for  consortiums  of  individuals,  trusts 
and  partnerships  regularly  "investing"  in  second  mortgage  loans  on 
terms  the  lenders  invariably  dictate.  The  fees,  charges,  balloon  pay- 
ments and  other  terms  of  these  loans  are  at  least  as  egpregious  as 
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any  we  encountered  a  few  years  ago  and,  in  some  instances,  more 
so. 

We  are  convinced  that  federal  regulation  of  the  variety  noted 
below  is  necessary — if  not  essential — for  these  reasons  in  particu- 
lar: 

a)  There  are  over  1,100  licensed  mortgage  brokers  in  Arizona 
alone.  We  firmly  believe  that  it  has  already  become  far  too  easy  to 
obtain  a  license  from  the  State  Banking  Department,  which  lacks 
the  resources  to  scrutinize  the  backgroimds,  prior  business  prac- 
tices or  substantive  qualifications  of  most  applicants.  State  law 
nonetheless  contemplates  that  the  average  applicant  will  receive  a 
license  on  meeting  minimal  requirements  few  fail  to  satisfy. 

We  therefore  advocate: 

i)  Adoption  of  federal  licensure  standards  specifying  manda- 
tory minimum  qualifications  and  requiring  adequate  state 
scrutiny  of  all  applicants. 

ii)  A  moratorium  on  licensure  of  new  applicants,  pending  full 
implementation  of  the  federal  licensure  and  other  regulatory 
requirements  suggested  below. 

iii)  A  specific  requirement  that  additional  licenses  not  issue 
thereafter,  except  on  a  sufficient  showing  that  a  genuine  eco- 
nomic need  exists  for  new  brokers  in  the  applicants'  proposed 
service  areas  (the  Uniform  Small  Loan  Act  has  long  condi- 
tioned approval  of  license  applications  from  consumer  lenders, 
seeking  to  enter  new  markets,  on  such  a  showing). 

iv)  Determination  of  whether  brokers  licensed  under  state 
law,  as  of  the  effective  date  of  the  federal  enactment,  subse- 
quently brought  themselves  into  compliance  with  federal  licen- 
sure standards,  after  due  notice  and  a  reasonable  opportunity 
to  do  so.  If  not,  mandatory  license  revocation  proceedings 
would  commence. 

b)  In  Arizona  and,  our  colleagues  advise,  other  jurisdictions,  state 
regulation  of  the  mortgage  brokerage  business  ranges  from  decid- 
edly limited  to  essentially  nonexistent.  Here  and  elsewhere,  the 
regulatory  hiatus  is  a  function  of  both  inadequate  state  resources 
and  local  legislation  that  could  scarcely  be  more  accommodating  of 
brokers.  We  therefore  advocate: 

i)  Adoption  of  federal  provisions  that  would  outlaw  brokered 
balloon  payment  loans  secured  by  owner-occupied  dwellings; 
prescribe  penalties  for  the  imposition  or  exaction  of  undisclosed 
or  concealed  charges  (e.g.,  forfeiture  of  all  such  amounts  to- 
gether with  interest  earned  on  them);  mandate  forfeiture  of 
brokerage  fees  on  insider  loans  (i.e.,  those  funded  by  relatives 
or  employees  of  the  broker's  owners);  prohibit  brokers  from  act- 
ing on  behalf  or  at  the  direction  of  undisclosed  principals,  with 
forfeiture  of  all  loan  charges  and  interest  mandatory  in  the 
event  of  a  violation;  and  declare  that  brokers  subject  to  the 
new  Congressional  enactment  owe  a  fiduciary  duty  to  borrow- 
ers and  legitimate  lenders  alike. 

ii)  The  foregoing  provisions  be  enforceable  in  original  actions 
against  brokers,  brought  by  both  borrowers  and  lenders,  as  ap- 
plicable. 

iii)  License  revocation  proceedings  be  made  mandatory,  in 
the  event  responsible  state  agencies  acquire  sufficient,  pro- 


451 

bative  evidence  that  brokers  have  violated  the  aforementioned 
prohibitions  on  balloon  payments,  hidden  charges,  insider  lend- 
ing and/or  representation  of  undisclosed  principals. 

iv)  The  FTC  be  directed  to  enforce  provisions  of  the  new  leg- 
islation, on  receipt  of  substantial  complaints  from  consumers, 
requests  from  state  authorities  or  in  other  appropriate  cir- 
cumstances. 
We  greatly  appreciate  your  attention  to  this  urgent  matter  and 
to  our  remarks. 

LETTER  TO  SENATOR  DONALD  W.  RIEGLE,  JR.  FROM 

ELIZABETH  BRADFORD  &  MARLA  TEPPER 

ASSISTANT  ATTORNEYS  GENERAL 

STATE  OF  NEW  YORK,  DEPARTMENT  OF  LAW 

March  9,  1993 

Dear  Senator  Riegle: 

We  are  submitting  this  letter  in  connection  with  your  recent 
hearings  on  predatory  lending  practices  in  the  home  mortgage 
area.  This  topic  has  been  of  concern  to  the  New  York  State  Attor- 
ney General's  office  since  we  began  receiving,  several  years  ago, 
complaints  from  homeowners  who  had  been  duped  into  signing 
away  the  equity  in  their  homes,  or,  even  unwittingly  transferring 
title  to  their  property.  While  these  fraudulent  financing  arrange- 
ments vary,  they  all  have  at  least  two  things  in  common — they 
tend  to  thrive  in  credit-starved  neighborhoods  and  they  cause  mas- 
sive hardship  by  threatening  what  is  for  most  consumers  the  key- 
stone of  their  financial  and  emotional  security:  their  homes. 

One  type  of  fraudulent  financing  that  has  prompted  both  litiga- 
tion ana  state  legislative  proposals  by  our  office  involves  the  use 
of  the  retail  installment  obligation  to  finance  home  improvements. 
Unlike  a  traditional  home  equity  loan,  a  retail  installment  obliga- 
tion ("RIO")  purports  to  be  a  credit  agreement  directly  between  the 
homeowner/borrower  and  the  provider  of  the  good  or  services — in 
this  case,  the  home  improvement  contractor.  Tne  RIO,  along  with 
the  mortgage  agreement  that  secures  it,  is  actually  routinely  as- 
signed to  a  bank  or  sales  finance  company  once  the  job  is  com- 
pleted and  then  frequently  resold  to  other  lending  institutions;  the 
contractors  themselves  are  rarely  in  the  business  of  extending  cred- 
it, particularly  for  the  10  to  15  year  periods  frequently  covered  by 
the  RIO's.  The  practice  of  assigning  the  RIO  and  mortgage  agree- 
ments is  so  well  established  that  these  form  financing  documents 
are  usually  designed  and  printed  by  the  bank  or  sales  finance  com- 
pany, bearing  its  own  logo,  and  are  provided  to  the  contractors  for 
their  use.  Contractors  are  referred  to  as  "dealers"  by  the  finance 
company  and  are  paid  directly  and  in  full  by  the  finance  company 
at  the  time  the  job  is  completed.  The  loan  is  reassigned  by  the  fi- 
nance company,  usually  to  a  bank,  immediately  after  payout  to  the 
contractor. 

The  contractor  uses  his  affiliation  with  the  lending  institution  to 
help  him  sell  his  remodeling  job,  much  as  a  car  dealer  offers  to  ar- 
range financing  so  that  he  can  quote  the  customer  a  monthly  price 
for  the  vehicle  that  will  fall  within  his  budget.  Typically,  the  con- 
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tractor  enters  the  customer's  home  armed  with  a  packet  of  forms 
from  one  or  more  finance  companies  or  banks  and  a  "ratebook" 
which  enables  him  to  calculate  monthly  payment  and  total  pay- 
ment figures,  based  on  the  "going"  interest  rates  or  rates  that  are 
periodically  communicated  to  the  contractor  by  the  bank  or  finance 
company.  Once  he  has  negotiated  and  executed  the  work  contract 
with  the  homeowner,  the  contractor  will  take  the  homeowner's 
credit  information  and,  at  the  same  time,  secure  his  signature  on 
the  RIO  and  the  mortgage  agreement  and  provide  him  with  a  no- 
tice of  his  right  under  the  federal  Truth  In  Lending  Act  ("TILA") 
to  rescind  the  credit  transaction  within  three  business  days. 

Upon  leaving  the  consumer's  home,  the  contractor  calls  the  credit 
information  into  the  bank  or  sales  finance  company.  A  few  days 
later,  the  contractor  is  notified  that  the  consumer's  loan  has  been 
approved  or  disapproved.  However,  the  terms  of  the  loan  may  be 
different  from  those  originally  offered  to  the  homeowner  by  the  con- 
tractor and  stated  on  the  RIO.  While  federal  law  requires  the  con- 
tractor to  wait  for  the  three-day  recision  period  to  expire  before 
commencing  work,  it  does  not  expressly  require  him  to  wait  for 
loan  approval  in  the  event  that  such  approval  should  take  longer. 
Thus,  it  is  possible  for  the  homeowner  to  find  himself  in  the  posi- 
tion where  he  must  either  find  the  cash  or  alternative  financing  to 
pay  for  a  remodeling  job  in  progress,  or  be  forced  to  accept  more 
onerous  credit  terms  than  those  that  were  initially  represented  to 
him.  Moreover,  since  the  finance  company's  initial  approval  is  usu- 
ally "subject  to"  proof  of  income  and  an  up-to-date  first  mortgage 
at  the  time  of  payout,  even  a  homeowner  whose  loan  has  been  ap- 
proved on  the  terms  originally  represented  may  later  find  himself 
with  problems  if  these  "subject  to's"  are  not  met. 

At  some  later  date,  ostensibly  upon  completion  of  the  home  im- 
provement job,  the  contractor  secures  the  homeowner's  signature 
on  a  completion  certificate  stating  that  the  work  has  been  done  to 
the  homeowner's  satisfaction.  The  contractor  provides  the  com- 
pleted finance  documents  to  the  bank  or  sales  finance  company, 
which  then  conducts  a  tape  recorded  telephone  conversation  with 
the  homeowner  to  verify  tnat  the  work  is  finished  and  the  contrac- 
tor can  be  paid.  These  telephone  conversations  generally  fail  to 
fully  disclose  the  terms  of  the  loan  and  are  frequently  designed  to 
pressure  the  homeowner  into  agreeing  to  the  payment  although  the 
work  is  not  complete.  In  addition,  many  of  the  finance  documents 
presented  by  the  contractors  to  the  sales  finance  company  contain 
incomplete  or  incorrect  TILA  disclosures.  While  those  inadequacies 
are  generally  "rectified"  before  the  paper  is  accepted,  they  are  rec- 
tified at  a  time  when  the  work  is  complete  and  the  homeowner  no 
longer  has  a  meaningful  opportunity  to  change  his  mind. 

The  most  significant  feature  of  this  form  of  home  improvement 
financing  transaction,  from  a  consumer  protection  standpoint,  is 
that  the  contractor,  and  not  the  homeowner,  controls  the  flow  of 
credit  information  between  the  homeowner  and  the  lending  institu- 
tions. In  many  cases,  the  homeowner  has  no  direct  contact  with  the 
bank  or  finance  company  until  he  receives  the  phone  call  to  verify 
completion — that  is,  after  the  work  is  done  and  the  credit  agree- 
ment and  mortgage  have  become  binding.  The  typical  "closing," 
such  as  it  is,  takes  place  at  the  consumer's  kitchen  table  at  the 
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same  time  that  the  work  contract  is  negotiated  and  signed  and  the 
consumer's  credit  information  is  taken. 

This  type  of  financing  arrangement  presents  many  opportunities 
for  fraud.  The  setting  lacks  the  formality  that  most  consumers  as- 
sociate with  taking  out  a  mortgage.  In  this  setting,  the  unscrupu- 
lous contractor  can  therefore  easily  dupe  the  homeowner  into  sign- 
ing a  stack  of  blank  financing  documents  under  which  the  mort- 
gage agreement  has  been  artfully  concealed.  Moreover,  most  con- 
sumers expect  that  thev  will  receive  a  response  to  their  credit  ap- 
plication before  being  bound  to  any  credit  agreement.  That  they 
could  be  obligated  to  accept  a  credit  arrangement  that  has  not,  in 
reality,  yet  been  offered  to  them,  defies  common  sense. 

We  became  aware  of  this  deceptive  form  of  financing,  when  we 
began  to  receive  complaints  against  a  sales  finance  company  called 
The  Dartmouth  Plan,  which  was  based  on  Long  Island  but  did 
business  in  30  states.  As  an  "originator"  of  home  improvement 
loans,  Dartmouth  was  in  the  business  of  marketing  retail  install- 
ment obligations  as  a  means  of  financing  home  improvements,  rely- 
ing on  an  extensive  network  of  contractor/dealers  to  carry  Dart- 
mouth paperwork  with  them  into  the  customer's  home. 

The  availability  of  Dartmouth  financing  provided  its  contractors 
with  enormous  leverage,  particularly  in  low-income  neighborhoods. 
A  $40,000  addition,  which  could  not  be  sold  as  such  to  a  family  of 
limited  means,  living  in  a  neighborhood  largely  deprived  of  tradi- 
tional sources  of  credit,  could  be  marketed  as  a  $185-a-month  job 
for  which  financing  could  be  "arranged." 

The  contractors  frequently  failed  to  leave  copies  of  the  finance 
documents  and/or  had  them  signed  in  blank,  filling  in  the  credit 
terms  afler  leaving  the  consumer's  home.  As  a  result,  the  home- 
owners remained  unaware  of  basic  terms  of  their  financing  includ- 
ing the  actual  interest  rate  they  would  be  paying,  the  length  of 
time  over  which  they  would  be  paying  and,  of  course  the  total 
amount  they  would  pay  over  time.  Most  common  of  all,  however, 
were  complaints  from  consumers  who  discovered,  sometimes  years 
afler  the  fact,  that  Dartmouth  had  liens  on  their  property  due  to 
mortgage  agreements  they  had  no  recollection  of  ever  having 
signed.  To  add  insult  to  injury,  many  of  the  home  improvement 
jobs  proved  to  be  defective  or  incomplete,  forcing  homeowners  to 
incur  additional  expenses  even  as  they  sought  to  cope  with  the  bur- 
den of  a  debt  that  had  been  improperly  disclosed.  Dartmouth  did 
virtually  nothing  to  monitor  the  activities  of  its  contractors  and  vir- 
tually never  terminated  a  contractor,  regardless  of  the  volume  or 
gravity  of  the  customer  complaints  against  him. 

In  addition  to  the  marketing  power  that  they  derived  from  this 
arrangement,  and  the  opportunities  to  defraud  their  customers,  the 
contractors  benefited  in  a  number  of  other  ways — most  of  them  at 
the  homeowner's  expense.  Contractors  who  were  able  to  impose  a 
higher  interest  rate  on  the  consumer  than  the  lending  institution 
required  were  permitted  to  keep  some  portion  of  the  difference, 
which  provided  the  contractor  with  a  powerful  incentive  to  defraud 
homeowners.  Contractors  who  could  not  coerce  or  deceive  the  cus- 
tomer into  accepting  an  interest  rate  high  enough  to  satisfy  the 
lending  institution  were  paid  less  by  the  lending  institution  than 
100  percent  of  the  work  contract  price — ^but  were  taught  how  to  re- 
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coup  this  loss  by  inflating  the  contract  price  charged  to  the  cus- 
tomer. 

The  victims  of  Dartmouth's  predatory  lending  tactics  home- 
owners run  the  gamut  from  homeowners  who  were  deceived  into 
bypassing  the  other  credit  options  they  undoubtedly  could  have 
pursued,  to  low  income  homeowners  who  could  not  afford  the  gross- 
ly overpriced  improvements  for  which  they  were  charged  and  would 
not  have  received  credit,  but  for  the  substantial  equity  they  had  in 
their  homes.  Low  income  and  minority  neighborhoods  are  dis- 
proportionately represented  in  the  customer  base  of  companies  like 
The  Dartmouth  Plan. 

These  consumers  suffered  extensive  injuries.  They  suffered  a  dra- 
matic reduction  in  their  ability  to  borrow  funds  by  virtue  of  mort- 
gages to  which  they  never  consented.  They  paid  exorbitant  interest 
rates  of  which  they  were  imaware  at  the  time  of  financing.  They 
received  adverse  credit  ratings,  suffered  the  humiliation  of  being 
dunned  and  the  anguish  of  being  sued,  all  because  of  their  inability 
to  meet  obligations  which  were  never  properly  disclose.  They  lost 
their  homes  through  foreclosures  of  mor^ages  they  never  knew 
they  had. 

T^he  Attorney  General's  office  sued  The  Dartmouth  Plan  in  late 
1990,  along  with  the  company's  owners  and  several  of  the  banks 
that  bought  the  loans  and  mortgages  from  Dartmouth.  Predictably, 
the  banks  have  asserted  that  tney  should  bear  no  liability  for  the 
allegedly  fraudulent  conduct  of  Dartmouth  and  its  dealers  notwith- 
standing the  considerable  profits  they  have  made  merely  by  hold- 
ing these  obligations.  The  suit  is  presently  pending  in  the  Federal 
District  Court  in  Brooklyn. 

In  addition  to  the  suit  against  Dartmouth,  the  Attorney  Gren- 
eral's  office  has  proposed  state  legislation  that  would  reduce  the  po- 
tential for  abuse  in  the  area  of  home  improvement  RIO  financing. 
The  bill  would  require  that  finance  companies  communicate  di- 
rectly with  homeowners  concerning  the  terms  of  their  financing 
whenever  a  mortgage  is  taken  as  security  for  a  home  improvement 
retail  installment  contract  or  obligation.  The  bill  would  also  make 
it  clear  that  home  improvement  financing  documents  cannot  be  ex- 
ecuted in  advance  of  credit  approval  by  the  finance  company,  and 
that  the  home  improvement  contract  is  contingent  on  credit  ap- 
proval and  on  the  homeowner's  acceptance  of  the  proffered  credit 
terms. 

Notwithstanding  our  state  proposals,  it  is  apparent  that  solu- 
tions to  these  predatory  practices  must  be  national  in  scope.  It  has 
become  increasingly  obvious,  as  major  scandals  involving  predatory 
lending  and  home  improvements  erupt  in  various  parts  of  the  coun- 
try, that  the  problem  is  not  confined  to  one  or  even  a  few  localities. 
Many  of  the  sales  finance  companies  and  most  of  the  banks  that 
originate  home  improvement  loans  operate  in  several  states  and 
would  benefit  from  uniformity  in  regulation.  In  enacting  TILA, 
Congress  recognized  that  closed-end  credit  should  be  regulated  at 
the  federal  level.  Accordingly,  TILA  provides  a  useful,  existing 
framework  for  addressing  some  of  these  problems.  TILA  should  be 
strengthened  and  clarified  to  acknowledge  that  the  home  improve- 
ment contract  and  the  dealer-arranged  financing  are  part  of  a  sin- 
gle transaction,  to  improve  disclosure,  and  to  enhance  accountabil- 
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ity  to  the  consumer  of  the  various  lending  institutions  that  stand — 
or  in  many  cases  hide — ^behind  the  home  improvement  contractors 
in  their  deahngs  with  the  public. 

At  a  minimum,  such  legislative  changes  should  expressly  require 
that  clear  and  conspicuous  disclosure  of  the  mortgage  agreement, 
in  language  specifically  mandated  by  statute,  be  made  in  any  RIO 
secured  by  a  lien  on  residential  property.  They  should  also  clearly 
mandate  that  a  copy  of  the  mortgage  agreement  be  left  with  the 
homeowner  at  the  time  he  signs  it.  Currently,  TILA  does  not  spe- 
cifically require  that  the  customer  receive  a  copy  of  the  mortgage 
agreement.  Many  lending  institutions  rely  on  the  absence  of  spe- 
cific language  imposing  this  requirement  and  omit  a  customer  copy 
of  the  mortgage  agreement  fi-om  the  form  financing  packet  witn 
which  they  supply  their  dealers.  This  practice  is  contrary  to  the  in- 
tent of  TILA  and  conflicts  with  some  state  court  decisions,  but  un- 
derscores the  need  to  clarify  the  law. 

In  addition,  the  legislation  should  provide  that,  in  any  case  in 
which  the  contractor/dealer  offers  to  arrange  financing: 

•  the  RIO  may  not  be  signed  nor  the  three-day  right  to  rescind  per- 
mitted to  commence  until  final,  non-contingent  loan  approval  has 
been  communicated  by  the  lender  to  the  customer; 

•  the  work  contract  will  be  deemed  contingent  on  consummation  of 
a  final  and  binding  loan  agreement  and  the  contractor/dealer  ex- 
pressly required  to  delay  his  performance  pending  such  con- 
summation; 

•  any  and  all  financial  arrangements  between  the  contractor/dealer 
and  the  lender  that  are  directly  or  indirectly  applicable  to  the 
loan  in  question  must  be  separately  disclosed  to  the  customer  at 
or  before  the  time  that  the  retail  installment  obligation  is 
signed — including  any  incentives,  bonuses  or  discounts  to  be  paid 
by  or  to  the  dealer. 

In  addition  to  victimization  by  companies  such  as  Dartmouth, 
homeowners  who  are  financially  distressed — particularly  those  who 
are  elderly,  poor,  uneducated  and  financially  unsophisticated — are 
increasingly  the  victims  of  fraud,  deception  and  unfair  dealing  bv 
agents  who  solicit  homeowners  and  who  represent  that  they  will 
help  homeowners  to  avoid  foreclosure  or  the  indebtedness  leading 
to  foreclosure.  These  agents,  broadly  called  "mortgage  foreclosure 
consultants,"  may  seek  to  provide  financial  advice  or  loans  to  home- 
owners for  a  fee. 

More  often,  however,  the  consultant  engages  in  a  variety  of  tac- 
tics that  seldom  assist  the  homeowner  and  that  result  in  title  to 
the  home  vesting  in  the  foreclosure  consultant.  For  example,  com- 

f>laints  from  homeowners  and  from  legal  services  organizations  al- 
ege  that  foreclosure  consultants  have  induced  homeowners  to  sign 
over  to  such  consultants  the  deeds  to  their  homes  while  promising 
that  the  homeowners  can  lease  their  homes  with  later  options  to 
repurchase.  This  practice  is  commonly  called  a  sale  and  leaseback 
arrangement.  Many  homeowners  cannot  afford  the  lease  payments 
and  subsequently  face  eviction. 

One  of  the  cruel  ironies  of  such  a  situation  is  the  fact  that  the 
homeowner,  relying  on  the  foreclosure  consultant's  promise  of  help, 
often  is  diverted  from  taking  other  action  or  from  turning  to  legiti- 
mate businesses  which  could  render  beneficial  or  more  productive 
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services.  Consultants  often  scour  court  records  to  obtain  the  names 
of  homeowners  facing  foreclosure  and  frighten  such  homeowners 
into  believing  they  have  no  other  option  but  to  rely  on  the  consult- 
ant. 

The  tactics  engaged  in  by  Swiss  Conservative  Group  ("SCG"),  a 
Connecticut  based  company  that  preyed  on  financially  distressed 
New  York  homeowners,  are  illustrative  of  the  fraudulent  practices 
of  mortgage  foreclosure  consultants.  SCG  advertised  that  it  could 
help  consumers  who  were  facing  foreclosure  save  their  homes.  SCG 
sought  consumers  with  small  mortgages  and  substantial  equity  in 
their  homes.  Many  of  the  consumers  who  turned  to  SCG  were  in 
desperate  positions  due  to  illness  or  unemployment,  or  were  de- 
pendent upon  fixed  incomes  due  to  disability  or  retirement. 

When  consumers  met  with  SCG's  agents,  they  assured  the 
consumer  that  SCG  could  assist  them  with  refinancing  their  origi- 
nal mortgage.  SCG  further  represented  that  the  consumer's  home 
would  be  saved,  there  would  not  be  any  payments  for  two  years 
and  the  new  payments  would  be  lower  than  the  current  mortgage 
payments.  More  importantly,  consumers  were  told  that  they  would 
receive  a  large  amount  of  cash  from  the  transaction,  enabling  them 
to  pay  off  outstanding  debts. 

Consumers  were  told  that  their  house  would  have  to  be  "trans- 
ferred" to  either  the  wife,  using  her  maiden  name,  or  to  a  third 
party  who  was  either  a  relative  or  "straw  man"  provided  by  SCG. 
SCG  had  documents  for  the  purported  sale  of  the  house,  and  had 
mortgage  applications,  usually  prepared  from  mainstream  banks, 
prepared  with  false  information.  A  large  mortgage  was  then  taken 
out  on  the  property  the  wife  or  third  party  was  allegedly  "buying." 

Consumers  were  told  that  they  had  to  use  an  attorney  provided 
by  SCG  at  the  closing,  where  consumers  had  no  idea  what  was  tak- 
ing place.  Sometimes,  the  consumers  were  directed  to  sign  blank 
documents,  and  at  other  times,  consumers  were  not  allowed  to  read 
or  review  the  documents  before  signing  them.  SCG  assured  con- 
sumers that  the  transaction  was  legal. 

Most  consumers  left  the  closing  without  receiving  any  money 
from  the  mortgage  proceeds.  It  was  only  after  the  closing,  that 
those  consumers  who  received  any  documents  at  all  realized  that 
SCG  had  taken  a  substantial  fee.  Within  a  few  months  of  the  clos- 
ing, consumers  received  notices  for  mortgage  payments  from  the 
bank.  This  was  shocking  to  them,  because  they  were  led  to  believe 
that  payments  would  not  begin  for  two  years,  and,  more  impor- 
tantly, the  new  pajmtients  were  often  double  the  amount  of  the  pre- 
vious payments  which  they  were  having  trouble  making. 

Additionally,  consumers  were  told  that  after  the  closing,  title 
would  be  transferred  back  to  them,  but  that  never  occurred.  In  fact, 
foreclosure  proceedings  were  commenced  either  by  SCG  or  the 
banks.  Consequently,  many  of  the  consumers  once  again  face  the 
imminent  loss  of  their  homes,  the  equity  they  had  in  the  property 
no  longer  exists,  and  they  are  precluded  from  seeking  legfitimate  re- 
financing since  they  are  no  longer  the  owner  of  record. 

The  Attorney  General  brought  suit  against  SCG  and  its  prin- 
cipals in  1992.  The  case  is  currently  pending  in  Supreme  Court, 
New  York  County. 
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The  Attorney  General  has  also  introduced  state  legislation  which 
would  regfulate  the  activities  of  mortgage  foreclosure  consultants. 
Our  proposed  legislation  would  lessen  the  potential  for  fraud  and 
abuse  engaged  in  by  foreclosure  consultants  by  prohibiting  consult; 
ants  from  entering  into  contracts  with  homeowners  for  a  sale  and 
leaseback  with  an  option  to  repurchase  and  from  facilitating  sales 
of  the  homeowner's  property  to  third  parties  involving  the  sale  and 
leaseback  technique.  The  proposed  legislation  further  prohibits  rep- 
resentations that  tend  to  mislead;  requires  foreclosure  consultant 
contracts  to  be  in  writing  and  permits  rescission  of  such  contracts. 

The  proposed  legislation  would  further  require  all  notices  of  de- 
fault and  letters,  written  notifications  or  warnings  related  to  poten- 
tial default  on  a  mortgage  obligation  to  have  appended  thereto  a 
notice  expressly  advising  homeowners  of  their  rights  and  options  if 
they  face  foreclosure.  This  section  would  alert  the  mortgagor  to 
various  sources  of  legal  assistance  that  might  be  helpful  and  to  pos- 
sible alternatives  to  foreclosure.  In  addition,  the  notice  would  high- 
light that  in  the  event  of  a  foreclosure  sale,  the  mortgagor  might 
be  entitled  to  surplus  revenues  from  the  sale  if  the  indebtedness 
is  satisfied,  but  would  remain  obligated  for  the  debt  that  remains 
unsatisfied.  Significantly,  the  notice  cautions  the  homeowner  from 
the  outset  to  be  wary  of  solicitations  by  individuals  or  entities  pur- 
porting to  offer  assistance. 

As  with  the  abuses  in  the  home  improvement  loan  origination 
business,  tackling  the  fraud  perpetrated  by  mortgage  foreclosure 
consultants  requires  increased  federal  regulation.  In  many  in- 
stances, mortgage  foreclosure  consultants  are  thriving  simply  be- 
cause mainstream  banks  and  lending  institutions  will  not  directly 
extend  needed  financing  to  distressed  homeowners.  The  loans  or  fi- 
nancing obtained  by  mortgage  foreclosure  consultants  are,  however, 
from  these  same  legitimate  lenders.  Thus,  legitimate  lenders  may 
be  benefitting  from  the  scurrilous  practices  of  mortgage  foreclosure 
consultants.  Congressional  scrutiny  of  the  mainstream  lenders' 
practices  is  therefore  necessary  to  determine  the  extent  of  their 
awareness  of  the  practices  from  which  they  are  benefitting  and 
their  culpability.  Increased  regulatory  measures,  including  manda- 
tory disclosures  and  heightened  review  of  the  practices  of 
intermediaries  (such  as  mortgage  foreclosure  consultants)  by  the 
lenders,  may  be  warranted. 

Through  continued  state  enforcement  and  legislative  initiatives 
we  hope  to  limit  the  practices  of  predatory  lenders  in  New  York 
State.  Congressional  action  is  necessary,  however,  to  eradicate  this 
problem  and  to  ensure  that  low-to-moderate  income  homeowners 
are  able  to  retain  their  homes. 

LETTER  TO  SENATOR  DONALD  W.  RIEGLE,  JR.  FROM 

TROY  B.  SMITH,  HOMEOWNERS  OUTREACH  CENTER 

LEGAL  ATO  FOUNDATION  OF  LOS  ANGELES 

February  7,  1993 

My  name  is  Troy  B.  Smith  and  I  am  the  Directing  Attorney  of 
the  Greater  Watts  Justice  Center  and  the  Homeowners  Outreach 
Center,  which  are  both  affiliated  with  Legal  Aid  Foundation  of  Los 
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Angeles.  The  Greater  Watts  Justice  Center  and  the  Homeowners 
Outreach  Center  have  been  in  existence  since  the  late  1960's,  Our 
office  primarily  provides,  at  no  cost,  leg^l  services  to  poverty,  low- 
and  moderate-income  residents  of  the  city  of  Los  Angeles.  Legal 
Aid  Foimdation  of  Los  Angeles  has  several  offices  which  serves  a 
majority  of  poverty  and  low-income  residents  of  Los  Angeles  Coun- 
ty. 

Our  office's  major  focus  is  in  the  area  of  home  equity  fraud  and 
home  improvement  loan  fraud  due  to  its  proliferation  during  the 
last  ten  years  in  the  poor  and  minority  communities  across  the 
country.  As  I  am  sure  will  be  illuminated  by  the  testimony  before 
this  body,  home  equity  and  home  loan  fraud  has  spread  and  is 
spreading  like  a  disease  which  is  out  of  control. 

One  of  the  major  reasons  why  entities  and  individuals  perpetrat- 
ing home  equity  and  home  loan  fraud  are  allowed  to  nourish  in 
poor  and  minority  communities  of  Los  Angeles  and  across  the  coun- 
try is  that  major  banks  are  not  providing  any  measurable  access 
to  home  equity  or  home  improvement  loans  to  those  communities. 

What  is  significantly  absent  is  a  loan  program  developed  to  sat- 
isfy the  specific  credit  needs  of  poor  and  minority  communities. 
Often,  individuals  only  need  loans  of  $500,  $1,000  or  $2,000  to  sat- 
isfy an  urgent  and  immediate  need  and  are  capable  of  repaying  the 
loan.  A  home  owner  is  often  persuaded  by  a  representative  of  a 
loan  company  or  a  construction  company  to  take  out  a  home  equity 
or  home  improvement  loan  for  an  amount  far  exceeding  the  amount 
that  the  homeowner  can  afford  or  needs.  The  homeowners'  equity 
is  substantially  diminished  by  unnecessary  and  exorbitant  loan 
amounts  which  pay  for  broker  commissions  exceeding  20  percent  of 
the  loan  amount  as  well  as  many  loan  fees  for  services  never  ren- 
dered. Interest  rates  exceeding  25  percent  are  commonplace. 

The  major  banks  need  to  establish  a  serious,  long  range,  com- 
prehensive and  sustained  commitment  to  off'er  home  and  home  eq- 
uity loans  and  other  consumer  loan  programs  for  the  poor  and  mi- 
nority communities.  This  effort  includes  advertising  in  all  local  mi- 
nority owned  newspapers  and  radio  stations,  and  other  nontradi- 
tional  commimication  avenues  (i.e.  flyers  and  posters). 

An  example  of  an  actual  case  of  home  equity  problems  involves 
a  51  year  old  African-American  male  who  is  a  South-Central  Los 
Angeles  resident,  and  was  forced  to  borrow  $10,000  from  a  hard 
money  lender.  A  hard  money  lender  is  an  entity  or  individual  who 
loans  a  certain  amount  of  money  to  someone  who  has  had  a  'Tiard" 
time  in  getting  a  loan  and  the  hard  money  lenders'  rates  far  ex- 
ceeds that  of  mainstream  banks  and  savings  and  loans.  Addition- 
ally, most  hard  money  lenders  offer  very  onerous  terms  which  are 
ultimately  accepted  by  a  borrower  because  they  are  desperate. 

This  individual  has  an  income  of  approximately  $24,000  per  year, 
and  owns  a  home  with  substantial  equity  value. 

This  gentleman  initially  approached  a  Bank  of  America  branch 
for  a  loan,  but  due  to  the  numerous  documents  requested  and  the 
extended  period  of  processing  time  taken  by  Bank  of  America,  he 
accepted  a  loan  offer  from  a  hard  money  lender. 

This  lender  had  made  several  calls  to  the  borrower's  home  and 
had  sent  him  several  letters.  This  gentleman  borrowed  the  money 
and  diligently  made  his  monthly  payments  for  three  years.  At  the 
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end  of  the  three  years,  he  discovered  that  he  still  owed  $10,000 
which  was  due  as  a  balloon  payment. 

This  man  was  an  obviously  credit-worthv  individual  making  in- 
terest-only payments  on  a  bad  loan  when  ne  should  have  received 
a  loan  from  a  bank  at  more  reasonable  rates. 

Another  example  involves  Ms.  Inza  Bradley,  an  81  year  old  Afri- 
can American  homeowner  who  bought  her  house  with  her  husband 
in  Los  Angeles,  California  in  1937.  The  Bradleys  fully  paid  off  their 
loan  on  the  house  in  1950.  They  raised  their  cnildren  in  this  home, 
and  have  been  upstanding  community  members. 

Because  of  the  need  for  home  improvement  and  other  needs,  the 
Bradleys  had  taken  out  four  loans  on  their  home.^  In  May  1990, 
Mr.  and  Mrs.  Bradley,  ages  81  and  79  respectively,  sought  out  the 
loan  broker  named  Bonded  Home  Loans,  to  consolidate  their  exist- 
ing four  loans.  Their  decision  to  consolidate  these  loans  was  pri- 
marily based  on  their  desire  to  make  one  payment  instead  of  four, 
and  possibly,  to  make  a  smaller  monthly  payment. 

Although  Bonded  gave  the  Bradleys  the  impression  that  they 
would  consolidate  all  four  loans,  the  ultimate  outcome  is  that  only 
loans  #2  and  #3  were  refinanced.  Loans  #2  and  #3  were  amortized 
loans,  with  a  payoff  of  $70,000,  and  $1,020.73  per  month  in  pay- 
ments. The  new  loan  brokered  by  Bonded  was  for  a  $88,150  loan, 
with  $11,900  in  commission  to  Bonded,  and  interest  only  (no  pay- 
ments affecting  the  principal),  payments  of  $1,128.32  per  montn, 
for  35  months  culminating  in  one  balloon  payment  of  $86,450.17. 
Bonded's  documents  show  that  they  estimated  $4,015  cash  would 
be  paid  to  the  Bradleys  as  part  of  the  deal,  but  Ms.  Bradley  alleges 
that  she  never  received  such  monies.  In  essence,  the  Bradleys  gave 
up  two  amortized  loans  at  lower  monthly  payments,  for  one  inter- 
est only,  balloon  payment  loan  at  a  higher  monthly  payment.  It  is 
quite  evident  that  there  was  absolutely  no  logical  reason  for  the 
Bradleys  to  enter  into  a  financial  transaction  which  was  far  worse 
than  their  preexisting  obligation  to  their  prior  lenders. ^  Thus,  sim- 
ply from  the  paper  work  reflecting  the  loan  transaction  between 
the  Bradleys  and  Bonded,  it  seems  highly  probable  that  the  Brad- 
leys were  taken  advantage  of  by  their  loan  broker. 

In  September  of  1992,  Mr.  Bradley  committed  suicide  at  the  age 
of  83.  At  that  point,  the  Bradleys  were  in  foreclosure  for  their 
home,  and  Ms.  Bradley  was  in  failing  health.  Ms.  Bradley  is  con- 
vinced that  the  realization  that  the  balloon  payment  was  due  in  a 
few  months,  which  potentially  threatened  to  render  the  Bradleys 
homeless,  significantly  contributed  to  her  husband's  depression, 
and  ultimately,  his  death. 

During  the  foreclosure  period.  Bonded  promised  to  redo  the  loan 
several  times  at  more  favorable  terms,  but  canceled  every  meeting 
with  the  Bradleys  immediately  prior  to  the  date  scheduled  for  the 
Bradleys  to  sign  the  new  loan.  Such  tactics  effectively  kept  the 
Bradleys  from  seeking  other  means  of  refinancing  or  selling  the 


^Mr.  and  Ms.  Bradley  had  fojir  loans  prior  to  their  present  status:  Loan  #1:  $20,260,  $256.35 
per  month  w  /  Bank  of  America;  Loan  #2:  $37,490,  $595.51  per  month  w  /  Home  Budget  Loans; 
Loan  #3:  $25,000,  $425.22  per  month  w  /  Home  Budget  Loans;  Loan  #4:  $12,350,  $259.57  per 
month  w  /  Home  Budget  Loans — ^Total  monthly  payment  of  $1,536.65. 

*Today  Ms.  Bradley's  loans  come  out  to:  Loan  #1:  $20,26'0,  $256.35  per  month  w  /  Bank  of 
America;  Loan  #2:  $12,350,  $259.57  per  month  w  /  Home  Budget  Loans;  Loan  #3:  $88,150, 
$1,128.32  per  month  w  /  Bonded  Home  Loan. 
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property,  and  kept  them  in  foreclosure.  Since  the  death  of  her  hus- 
band, Ms.  Bradley's  sole  income  is  $324.00  per  month  from  Social 
Security. 

Presently,  Ms.  Bradley,  has  fallen  behind  on  the  loan  from  Bond- 
ed, the  balloon  payment  is  presently  due,  and  Bonded  is  foreclosing 
on  the  property.  Ms.  Bradley  has  filed  Chapter  7  Bankruptcy,  and 
the  trustee  sale,  the  process  in  which  the  property  is  sold  to  the 
highest  bidder  at  a  public  auction,  has  been  stayed  by  the  Bank- 
ruptcy Court. 

The  Los  Angeles  Times  wrote  an  article  in  its  Sunday  edition  of 
February  7,  1993  concerning  con  artists  and  the  most  common  tac- 
tics used  to  access  the  equity  of  homeowners.  Most  of  the  victims 
discussed  in  the  article  are  clients  of  the  Greater  Watts  Justice  and 
Homeowner  Outreach  Center,  including  Arlene  Parkinson,  and 
have  a  horror  story  to  tell.  Attached  is  a  copv  of  the  article  printed 
in  the  Real  Estate  section  of  the  Los  Angeles  Times  Sunday  edi- 
tion. 

Recommendations  for  addressing  the  problems  associated  with 
home  equity  and  home  improvement  loan  fraud  are  as  follows: 

(a)  Propose  legislation  to  require  that  no  home  equity  or  home 
improvement  may  be  consummated  until  the  homeowner  has  an 
independent  individual,  i.e.,  attorney  review  the  loan  documents 
and  submits  a  letter  to  that  effect; 

(b)  Take  an  aggressive,  and  pro-active  approach  to  reach  prospec- 
tive borrowers  and  inform  them  of  their  rights  and  how  to  avoid 
being  a  victim; 

(c)  Eliminate  balloon  payments  for  residential  properties; 

(d)  Create  and  assist  new  and  existing  institutions  with  the  spe- 
cific focus  on  making  loans  to  individuals  for  consumer  or  home 
loans  and  for  small  businesses  in  the  poor  and  minority  commu- 
nities; 

(e)  Limit  the  number  of  points  that  can  be  charged  on  loans  for 
residential  property; 

(f)  Place  a  cap  on  the  interest  rate  that  can  be  charged  for  loans 
secured  by  residential  property; 

(g)  Federal  criminal  prosecution  of  perpetrators  of  home  equity 
and  home  loan  improvement  fraud. 

THE  POOR  PAY  MORE  .  .  .  FOR  LESS 
PREDATORY  HOME  IMPROVEMENT  LENDING 

A  REPORT  BY  THE  CITY  OF  NEW  YORK,  DEPARTMENT  OF 
CONSUMER  AFFAIRS,  MARK  GREEN,  COMMISSIONER 

I.  Summary:  Predatory  Lendemg  Hits  New  York 

Working  hand-in-glove  with  finance  companies,  a  swarm  of  home 
improvement  contractors  have  fleeced  thousands  of  lower-income 
and  minority  New  York  City  homeowners  in  recent  years  by  trick- 
ing them  into  approving  mortgages  to  finance  remodeling;  the 
homeowner  often  does  not  realize  they  even  have  a  mortgage  and 
the  renovations  are  sometimes  done  so  poorly  they  have  to  be 
ripped  out.  In  other  instances,  the  homeowner  knows  about  the 
mortgage  but  has  no  leverage  to  demand  the  contractor  return  to 
make  repairs  because  the  finance  company  has  already  paid  him. 
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And  in  still  other  cases,  homeowners  who  understand  they  do  have 
a  mortgage  and  who  have  no  complaint  about  the  home  improve- 
ment work  are  being  exploited  through  mortgage  interest  rates 
twice  what  they  would  pay  if  they  borrowed  directly  from  a  bank, 
which  redlining  of  their  neighborhood  has  made  unlikely. 

The  established  banking  community,  including  several  of  New 
York  City's  major  banks,  have  been  financing  these  practices  by 
purchasing  such  inner-city  home  improvement-related  mortgages 
from  the  finance  companies. 

On  February  15,  1991,  the  Department  of  Consumer  Affairs 
(DCA)  announced  revocation  of  the  home  improvement  contractor 
license  of  Harbor  Crest,  Inc.  Harbor  Crest  tricked  retired  house- 
keeper Mattie  Hill  into  signing  a  home  improvement  mortgage  for 
$120,000  when  she  was  told  all  it  would  cost  was  $3,700  to  fix  her 
porches,  doors  and  windows.  Hers  and  similar  cases,  and  the  fact 
that  DCA  receives  more  complaints  against  home  improvement 
contractors  than  against  any  other  kind  of  business,  prompted  this 
comprehensive  investigation  of  predatory  lending,  involving  equity 
fraud  or  shoddy  workmanship,  or  both. 

Our  review  of  Department  records,  an  extensive  examination  of 
mortgage  records  in  the  offices  of  the  New  York  City  Register,  in- 
spection of  Harbor  Crests'  own  case  files,  and  interviews  with  expe- 
rienced home  improvement  contractors  and  community  activists, 
produced  the  following  findings: 

•  The  working  poor  and  homeowners  eking  by  on  Social  Se- 
curity are  the  most  common  victims  of  predatory  lending. 
Home  improvement  contractors  solicited  as  contractor/dealers  by 
finance  companies  talk  homeowners  into  agreeing  to  over-priced 
remodeling  work.  They  then  cajole  or  trick  them  into  signing 
mortgage  documents  they  carry  with  them  on  their  sales  rounds. 
Financing  is  invariably  for  project's  entire  selling  price  with  no 
money  down. 

•  The  work  these  contractor-dealers  complete  is  often  done 
poorly  or  with  low-quality  materials.  In  some  cases,  the 
workmanship  is  so  poor  it  reduces  the  value  of  the  home  and  the 
affected  rooms  are  made  unlivable.  But  the  contractor  is  often 
paid  the  entire  contract  amount  by  the  finance  company  before 
the  work  is  ostensibly  complete  and,  occasionally,  even  before 
workmen  arrive.  The  homeowner  is  left  with  no  leverage  to  force 
the  work  to  be  completed  or  redone. 

It  is  also  common  for  the  contractors,  through  the  financer,  to 
lend  more  money  than  is  required  for  the  remodeling  work,  with 
the  extra  funds  to  be  used  to  pay  off  debts.  In  such  situations, 
the  homeowner  is  hesitant  to  complain  about  the  quality  of  the 
work,  for  fear  that  the  contractor  and  financer  will  not  give  them 
the  extra  money. 

•  Through  home  improvement  contractors,  ^nance  compa- 
nies have  written  at  least  32,000  mortgages  in  lower-in- 
come and/or  minority  New  York  City  neighborhoods  since 
1985.  The  biggest  financers  have  included  Sterling  Resources  of 
Garden  City;  the  now-defunct  Dartmouth  Plan  of  Garden  City; 
Capital  Resources  Corp.  of  Cliflon,  New  Jersey  and  Oxford  Re- 
sources/Oxford Credit  Corp.  of  Woodbury,  New  York. 
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To  a  lesser  extent,  the  following  companies  have  also  worked 
with  contractors  in  the  same  lower-income  neighborhoods:  Gen- 
eral Home  Services,  Inc.  of  Woodbridge,  NJ;  Radcliffe  Resources 
of  Commack,  NY;  Madison  Resources  of  Security  Pacific  Realty 
Corp.,  a  unit  of  Security  Pacific  National  Bank;  Bencharge  Credit 
Services  of  New  York,  Inc.,  a  subsidiary  of  Beneficial  Finance; 
Avco  Financial  Services  of  New  York,  Inc.,  a  subsidiary  of  Tex- 
tron, Inc.;  Ford  Consumer  Finance  Co.,  and  Chrysler  First  Finan- 
cial Services,  both  owned  by  the  auto  makers. 

We  estimate  that  Sterling  Resources  Ltd.  alone  wrote  a  mini- 
mum of  4,000  New  York  City  mortgages  since  1985,  virtually  all 
in  lower-income  or  predominantly  minority  neighborhoods,  aver- 
aging $12,500  each  and  together  worth  at  least  $65  million.  The 
company  was  also  active  on  Long  Island:  from  1988  to  1990, 
Sterling  wrote  more  than  $45  million  worth  of  mortgages  on 
properties  in  predominantly  African-American  and  Latino  Long 
Island  communities  such  as  Freeport,  Hempstead,  Roosevelt  and 
Wyandanch. 

Oxford  Resources  Ltd./Oxford  Credit  Corp.  entered  into  more 
than  12,000  mortgages  in  New  York  City.  Oxford  Credit  was 
sued  by  the  Connecticut  Attorney  General  in  1990  for  deceiving 
homeowners   in  minority  neighborhoods  into   signing  its   mort- 

fages  for  remodeling  work.  A  similar  action  was  brought  against 
he  Dartmouth  Plan  in  1991  by  the  New  York  State  Attorney 
General;  we  have  determined  that  Dartmouth  wrote  at  least 
4,200  New  York  City  mortgages  in  the  1980's.  And  Capital  Re- 
sources Corp.  wrote  nearly  7,000  New  York  City  mortgages,  vir- 
tually all  in  lower-income  neighborhoods,  since  1985. 

We  have  not  concluded  that  all — or  even  most — of  the  mort- 
gages these  companies  wrote  were  fraudulent  or  were  to  pay  for 
shoddy  work  or  renovations  that  were  never  completed.  However, 
since  the  financers  did  concentrate  on  homeowners  in  lower-in- 
come neighborhoods  who  were  especially  vulnerable  to  fraud, 
abuse  and  manipulation,  and  since  many  of  the  contractors  who 
procured  these  mortgages  were  the  subjects  of  numerous 
consumer  complaints  filed  with  DCA,  and  approximately  half  of 
the  contractors  we  have  identified  have  had  their  DCA  contractor 
licenses  revoked,  it  is  likely  that  at  least  several  thousand  of  the 
mortgages  were,  indeed,  procured  under  questionable  cir- 
cumstances or  financed  shoddy  and  incomplete  work.  At  the 
least,  these  homeowners  paid  very  high  interest  rates  for  their 
home  improvements  compared  to  rates  available  directly  from  a 
bank. 

Interest  rates  on  these  mortgages  ranged  from  14  percent 
to  an  extraordinary  21.6  percent.  Why  so  high?  Because  high- 
interest  rate  lenders  such  as  Sterling  Resources  and  Oxford  Re- 
sources have  been  practically  the  only  financers  of  home  im- 
provement work  in  lower-income  communities,  and  the  contrac- 
tors they  work  with  have  made  it  so  easy  to  get  credit.  (See  Ap- 
pendix D,  a  copy  of  a  typical  contractor's  flyer,  which  announces 
availability  of  100  percent  financing,  even  for  "poor  credit  risks.") 
Homeowners  in  middle-income  neighborhoods  are  generally 
able  to  get  banks  to  finance  their  remodeling  work.  They  can 
comparison  shop  for  reputable  home  improvement  contractors. 
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since  plenty  of  contractors  are  willing  to  work  in  middle-income 
communities.  In  contrast,  in  lower-income  communities,  less  rep- 
utable contractors/financers  seek  out  the  homeowners,  with  po- 
tentially very  expensive  or  tragic  consequences.  Interest  rates 
more  tjqpical  of  credit  cards  are  typical,  instead  of  more  competi- 
tive mortgage  rates  of  8  percent  to  12  percent  available  else- 
where. 

Immediately  after  or  simultaneously  with  originating 
mortgages  lor  home  improvement  work  in  lower-income 
communities,  finance  companies  usually  sell  the  obliga- 
tions to  banks.  Banks  and  other  financial  entities  which  have 
purchased  such  obligations  from  financers  which  have  backed  eq- 
uity fraud  or  who  worked  with  contractors  which  otherwise 
gypped  lower-income  homeowners  include:  Gateway  Bank,  Provi- 
dent Savings  Bank,  First  Tennessee  Bank,  Bank  Atlantic,  Na- 
tional State  Bank,  Bank  of  Baltimore,  Security  Pacific  Financial 
Services,  Skopbank  (of  Helsinki),  Associates  Consumer  Discount 
Co.,  Whitestone  Savings,  F.A.,  Fidelcor,  Chrysler  First  Financial 
Services  and  Landmark  Financial  Services.  One  reason  why  out- 
of-state  banks  are  used  so  often  is  that  bank  officials  will  prob- 
ably not  recognize  property  addresses  as  being  in  low-income 
areas. 

But  several  New  York  City  banks  have  also  purchased  thou- 
sands of  the  approximately  32,000  home  improvement-related 
mortgages  written  in  lower-income,  minority  communities  since 
1984  by  the  biggest  financers.  Citibank  and  European  American 
Bank  took  Dartmouth  Plan  mortgages,  and  Chemical  Bank,  Em- 
pire of  America,  Home  Federal  Savings  Bank,  National  West- 
minster Bank,  and  First  American  Bank,  purchased  hundreds  of 
mortgages  from  Oxford  Resources,  Ltd./Oxford  Credit  Corp.  Rad- 
cliflfe  Resources  assigned  mortgages  to  Dime  Savings  Bank  and 
Long  Island  Savings  Bank. 

Indeed,  Citibank  and  Chemical,  among  others,  were  so  deeply 
involved  in  this  lending  that,  starting  in  about  1988,  mortgages 
were  simultaneously  recorded  by  both  Oxford  Resources  and  the 
banks.  RadcHffe  Resources  mortgages  were  simultaneously  re- 
corded by  Dime  Savings  Bank.  In  effect,  banks  used  Oxford  and 
RadclifFe  to  produce  high-interest  rate  mortgages  for  work  by 
contractors  of  sometimes  questionable  reputations  in  commu- 
nities they  otherwise  largely  ignored — communities  where  Chem- 
ical Bank  and  Citibank  engaged  in  widespread  branch  closures 
in  the  1980's. 

Succumbing  to  the  temptation  of  high  mortgage  interest  rates, 
and  believing  there  was  probably  sufficient  equity  left  to  coyer 
the  loan  in  case  of  foreclosure,  the  banks  purchasing  home  im- 
provement-related mortgages  failed  to  examine  carefully  who 
originated  the  loans,  how  uiey  were  procured,  or  the  actual  abil- 
ity of  borrowers  to  keep  current  on  their  payments. 
In  effect,  a  dual  home  improvement  lending  system  has 
been  created  in  New  York  City— one  for  white  and  middle- 
class  neighborhoods,  the  other  for  lower-income  and/or 
minority  neighborhoods.  Chemical  Bank,  for  example,  directly 
originated  home  improvement  loans  in  middle-class  New  York 
City  communities  in  the  late  1980's  at  interest  rates  of  from  10 
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percent  to  12  percent.  But  in  lower-income  and  minority  commu- 
nities, Chemical  purchased  home  improvement-related  mortgages 
from  Oxford  on  which  the  interest  rates  started  at  13  percent  and 
could  be  as  much  as  21.6  percent.  At  the  same  time  that 
Citibank  was  purchasing  16  percent  mortgages  from  finance  com- 
panies doing  business  in  poor  or  predominantly  minority  neigh- 
borhoods, they  were  charging  only  10  percent  to  11  percent  for 
mortgages  in  middle-class  neighborhoods. 

Many  of  the  contractors  whose  work  the  finance  compa- 
nies financed  have  been  the  subject  of  numerous  DCA 
consumer  complaints  and/or  fines,  restitution  orders  and 
license  revocations.  Among  them  are:  Aall  States  Chimney  & 
Fireplaces,  Brooklyn;  Belair  Construction  Corp,  Glendale;  Home 
Improvements  by  Zany,  Inc,  Queens;  E  &  R  Contracting/  Britcor/ 
JJ&L  Building  Materials,  Franklin  Square;  GML  Construction, 
Brooklyn;  Harbor  Crest/Hallmark  Home  Design,  Cold  Spring 
Harbor;  Harris  Home  Designs,  Inc.,  Merrick;  Peerless  Enter- 
prises, Elmont;  Target  Windows,  Garfield  NJ;  United  States  Al- 
teration Construction  Corp.,  Lynbrook. 

Appendix  A  lists  80  local  contractors  which  we  have  identified 
as  having  worked  with  the  major  financers  discussed  in  this  re- 
port. Of  the  80,  DCA  has  since  1989  revoked  the  home  improve- 
ment contractor  some  39,  while  another  21  appear  to  never  have 
been  licensed  at  all.  Some  of  these  companies  owe  consumers 
tens  of  thousands  of  dollars  in  DCA-ordered  restitution  for  dam- 
age they  inflicted  and/or  they  have  been  fined  thousands  of  dol- 
lars by  DCA. 

We  reviewed  several  boxes  of  internal  case  files  of  Harbor 
Crest,  one  of  the  more  active  contractors.  From  these  files, 
we  estimate  that  in  1989  and  1990  alone  Harbor  Crest  en- 
tered into  more  than  1,200  home  improvement  contracts, 
virtuallv  all  with  homeowners  in  lower-income  or  minority  neigh- 
borhoods, usually  financed  by  Sterling  Resources,  Ltd.  Harbor 
Crest's  overcharging  and  resulting  profits  were  immense:  since 
only  approximately  one-third  of  the  cost  of  each  contract  went  to 
labor  and  materials,  $10,000  of  a  typical  $15,000  contract  was 
pure  profit.  We  therefore  estimate  that,  just  in  1989  and  1990, 
Harbor  Crest  realized  profits  of  more  than  $10  million  off  of  ap- 
proximately $18  million  worth  of  home  improvement  contracts — 
having  actually  spent  only  $5-$7  million  on  labor  and  materials. 
In  addition  to  consumers  interest  payments  or  to  compensation 
when  the  loans  were  sold,  sterling  also  received  an  immediate 
"discount"  or  fee  of  at  least  10  percent  of  the  value  of  each  loan 
at  the  time  it  was,  written. 

Equity  thefl  victims  complained  to  DCA  that  they  had  no  idea 
of  what  they  were  signing  when  they  put  their  signatures  on 
home  improvement  contracts  and  mortgages,  and  that  blank 
lines  such  as  where  the  interest  rate  was  to  be  written  were 
filled  in  by  the  contractor  later  on.  We  witnessed  direct  evidence 
of  this  in  several  Harbor  Crest  files,  where  we  saw  unused  home 
improvement  contracts  and  retail  installment  obligations  signed 
by  the  homeowner  but  with  blank  lines  for  loan  amount  and  in- 
terest rate. 
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New  York  City  neighborhoods  that  have  most  suffered 
from  equity  fraud  are:  Morrisania/East  Tremont  and  Morris 
Park  in  the  Bronx;  Bushwick,  Crown  Heights,  Bedford- 
Stuyvesant,  Flatbush,  East  Flatbush,  East  New  York  and  Ken- 
sington in  Brooklyn;  and  Hollis,  St.  Albans,  Jamaica,  Laurelton, 
South  Ozone  Park,  Springfield  Gardens,  Jackson  Heights  and 
Richmond  Hill  in  Queens.  The  problem  has  been  negligible  in 
Manhattan  and  Staten  Island. 

Often,  the  assignees  reassign  the  obligations  to  still  other 
financial  entities.  In  some  cases,  where  the  assignment  terms 
permitted  it,  the  mortgages  have  been  reassigned  back  to  the  ini- 
tial lender  once  the  assignee  started  experiencing  payment  prob- 
lems with  them.  Or  they  were  reassigned,  sometimes  several 
times.  Such  shifting  of  mortgagee  makes  it  extremely  difficult  for 
a  victimized  homeowner  to  sue  the  responsible  parties  to  remove 
house  liens. 

There  appears  to  have  been  a  significant  fall-off  in  equity 
fraud  in  1992.  This  development  is  mostly  attributable  to  the 
increasing  hesitation  of  the  banking  community,  stung  by  losses 
from  bad  real  estate  loans  in  the  1980's,  to  invest  in  more  of 
these  mortgage-backed  obligations.  The  money  has  dried  up.  In 
addition,  the  sharp  decline  in  real  estate  values  has  left  less  eq- 
uity to  "steal."  And  law  enforcement  actions,  such  as  the  one 
against  The  Dartmouth  Plan,  a  major  financer,  has  sent  a  wel- 
come chill  through  the  entire  industry. 

But  hundreds  of  New  York  City  homeowners  who  were  victim- 
ized by  equity  thieves  and  who  still  live  in  their  homes  are  now 
struggling  to  make  their  monthly  payments  and  forestall  fore- 
closure. They  are  still  trying  to  get  liens  removed  from  their 
properties — still  trying  to  get  a  reputable  contractor  to  clean  up 
the  damage. 

And  new  equity  frauds  are  being  committed  every  day.  New 
financers  are  coming  on  the  scene. 
What  has  caused  equity  theft? 

Surging  home  prices  in  the  1980's.  The  extraordinary  real  es- 
tate boom  of  the  1980's  benefitted  all  homeowners,  including 
owners  of  homes  in  lower-income  communities,  and  created  a 
large  pot  of  equity  ready  for  the  taking  by  con  artists. 
Bank  redlining  results  in  "reverse  redlining."  Many  victims 
might  have  afforded  modest  home  improvement  loans  at  competi- 
tive interest  rates.  Their  often  valiant  attempts  to  make  the 
sometimes  enormous  monthly  payments  demanded  by  the  equity 
thieves  indicates  that  many  of  the  victims  would  have  been  good 
credit  risks  with  smaller  loans  to  finance  work  by  reputable  con- 
tractors. Nonetheless,  the  banking  industry  has  largely  avoided 
household  lending  in  lower-income  or  minority  communities. 
They  have  done  this  in  large  part  by  making  themselves  scarce 
there.  The  1980's  saw  wide-scale  bank  branch  closures,  which 
took  place  disproportionately  in  these  neighborhoods. 

Homeowners  are  susceptible  to  fraud  when,  figuring  that 
banks  will  probably  reject  a  loan  application  if  they  file  one, 
someone  knocks  on  their  door  and  offers  to  fix  their  home  and 
finance  it  at  seemingly  attractive  terms.  They  are  made  even 
more  vulnerable  when,  as  is  common,  the  contractor  offers  to 
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lend  extra  money  to  pay  off  other  debts  or  to  spend;  homeowners 
in  such  a  situation  are  less  likely  to  complain  about  the  quality 
of  the  work  when  they  are  depending  on  the  contractor/financer 
to  give  them  the  extra  money. 
•  A  dearth  of  reputable  home  improvement  contractors  in 
poor  neighbornoods.  Many  of  the  more  reputable  contractors 
refuse  to  work  in  poorer  neighborhoods.  According  to  recently  re- 
tired DCA  inspector  Fred  Miller,  an  expert  in  the  home  improve- 
ment business,  "There  are  only  four  or  five  fairly  decent  contrac- 
tors doing  work  in  poorer  neighborhoods  of  New  York  City."  This 
absence  makes  homeowners  who  are  anxious  to  make  repairs 
much  more  susceptible  to  the  less  reputable  contractors'  solicita- 
tions. 

Home  equity  theft  is  a  national  phenomena.  Boston  seems  to 
have  been  hit  especially  hard.  A  Boston  Globe  series  last  May  on 
home  improvement  contractors  found  that  unregulated  finance 
companies  were  charging  interest  rates  of  up  to  24  percent  a  year 
and  concluded  that  hundreds  of  equity  thefts  had  taken  place  in 
the  Boston  area.^  Last  year,  the  Wall  Street  Journal  reported  that 
federal  regulators  were  reviewing  Fleet/Norstar  Financial  Group's 
"relationship  with  mortgage  lenders  that  may  be  making  profits 
through  high-pressure  tactics  and  foreclosures  on  inner-city  [Bos- 
ton] homeowners."^  And,  in  May  1991,  a  Boston  City  Council  reso- 
lution was  approved  calling  for  a  six-month  moratorium  on  fore- 
closures to  allow  officials  to  investigate  whether  as  many  as  4,000 
residents  of  the  city's  mostly  black  Roxbury,  Mattapan  and  Dor- 
chester neighborhoods  have  been  victims  of  equity  fraud. 

The  front  page  of  the  New  York  Times  on  October  13,  1991  re- 
ported on  the  growth  in  home  equity  fraud  in  Alabama,  Los  Ange- 
les, Florida  and  Arizona,  concluding  that  at  least  100,000  people  in 
20  states  have  been  defrauded.  In  Los  Angeles  and  Atlanta,  the  Los 
Angeles  Times  recently  reported,  there  have  been  dozens  of  reports 
of  elderly  black  homeowners  being  imfairly  lured  into  taking  out 
expensive  home  equity  loans.  This  February,  the  New  York  Times 
reported  on  how  desperate  consumers — no  mention  of  New  York 
City  residents — are  falling  victim  to  quick-cash  schemes,  including 
advance-fee  mortgages  that  do  not  materialize  or  debt  consolidation 
loans  tied  to  window  replacements,  in  which  the  home  owner  finds 
out  too  late  that  they  really  signed  a  second  mortgage. 

So  far,  existing  laws  are  having  little  impact  on  equity  theft  in 
New  York.  Possession  of  a  home  improvement  contractors'  license 
from  the  Department  of  Consumer  Affairs  is  no  assurance  of  con- 
tractor good  behavior.  A  New  York  State  law  requiring  home  im- 
provement contractors  to  place  consumers'  money  in  escrow  ac- 


^The  House  Banking  Committee  held  hearings  in  Boston  on  the  problem.  During  the  hear- 
ings, it  was  revealed  that  one  lender  had  loans  on  312  homes  in  just  one  neighborhood  and  that 
76  percent  were  foreclosed  on. 

*  "Regulators  Reviewing  Fleet/Norstar's  Relationship  With  Mortgage  Lenders,"  Wall  Street 
Journal,  June  3,  1991,  p.  ATA.  Fleet  was  reported  to  have  acknowledged  extending  $7.5  million 
in  credit  to  a  finance  company  that  activists  claimed  was  engaging  in  equity  theft  schemes  in 
Boston.  And  a  headline  over  an  Associated  Press  article  in  the  Connecticut  Post  on  January  31, 
1993  read,  "Fleet,  other  finance  companies  facing  scrutiny."  The  article  reported  that  Fleet  Fi- 
nancial Group  of  Providence,  RI  has  "found  itself  increasingly  on  the  defensive  with  other,  simi- 
lar cases.  It  vigorously  has  denied  charges  in  several  class-action  lawsuits  in  Georgia  that  it 
broke  fair  lending  laws  by  conspiring  with  unscrupulous  mortgage  brokers  to  target  low-income, 
black  neighborhoods  with  expensive  loans. " 
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counts  and  to  receive  reasonable  progress  payments  is  routinely  ig- 
nored. Banking  Department  licensing  requirements  for  mortgage 
brokers  are  circumvented  because  the  contractors  are  usually  the 
originators  of  the  mortgages  and  merely  assign  the  mortgage,  al- 
beit immediately,  to  the  finance  company  when  the  finance  com- 
pany approves  the  homeowner's  credit  application. 

DCA  has  acted  aggressively  against  equity  fraud — considering 
that  its  jurisdiction  is  limited  to  regulating  contractors  and  does 
not  extend  to  finance  companies.  [This  Department  brought  1,100 
legal  actions,  citations  and  cases  against  contractors  in  the  last 
three  years,  a  ten-fold  increase  over  the  last  20  years  combined. 
CHK]  But  dishonest  contractors  who  have  had  tneir  licenses  re- 
voked get  around  the  system  by  having  a  friend  or  relative  with  a 
clean  record  get  a  new  license  for  them. 

DCA  has  also  tried  to  ameliorate  the  misery  caused  by  home  eq- 
uity theft  through  its  Home  Improvement  Contractor  Business  Res- 
titution Fund,  financed  by  fees  paid  by  licensed  home  improvement 
contractors.  The  $87,312  in  restitution  checks  distributed  to  home- 
owners defrauded  by  licensed  contractors  in  1989  was  increased  to 
$120,221  in  1990  and  to  $780,243  in  1991. 

But  new  laws  designed  specifically  to  address  equity  theft  are 
needed  to  help  DCA  and  other  law  enforcement  agencies  to  more 
effectively  attack  this  epidemic: 

•  It  should  be  illegaJ  for  contractors  to  present  financer's 
mortgage  documents  to  homeowners  when  they  are  sell- 
ing home  improvement  work.  They  might  still  recommend  a 
financer,  but  tne  homeowner  would  have  to  contact  the  financer 
and  obtain  a  credit  application  herself.  Mortgage  documents  in 
the  hands  of  the  wrong  people  can  wreak  incalculable  hardship 
on  susceptible  homeowners. 

•  Finance  companies  should  be  required  to  actually  sign  the 
home  improvement  contracts  they  finance  and  to  personally 
inspect  and  sign-off"  on  completed  work  before  money  is  released 
to  a  contractor.  This  should  be  done  by  an  inspector  working  for 
the  finance  company  making  a  personal  visit  to  the  job  site. 

•  The  holder  in  due  course  rule  should  be  revised  in  New 
York  State  for  investor/assi^ees  in  home  improvement 
contractor/home  mortgage  situations  so  that  where  the  fi- 
nance company  should  have  known  that  an  obligation  was  over- 
due, dishonored  or  that  defenses  existed  against  the  contractor  it 
cannot  claim  to  be  a  holder  in  due  course.  A  holder  in  due  course 
is  generally  someone  who  takes  an  obligation  for  value,  in  good 
faith  and  without  notice  of  defenses  and  is  therefore  free  of  all 
claims  or  defenses  that  anyone — such  as  a  homeowner — may 
raise. 

•  It  should  be  an  unfair  trade  practice  for  a  finance  com- 
pany to  extend  a  mortgage  or  home  equity  loan  to  a 
consumer  if  the  lender  has  knowledge  that  payments  to- 
getlier  with  other  debts  will  be  more  than  50  percent  of 
net  income  (usually  30  percent  is  considered  the  maximum  ad- 
visable). Such  a  provision  would  give  a  homeowner  a  defense 
against  a  lender  who  then  tries  to  foreclose  on  her  home. 

Several  high-profile  criminal  prosecutions  of  the  principals  of  the 
contracting  firms  in  these  schemes  would  broadcast  the  message 
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that  government  takes  victimization  of  the  vulnerable  through  eq- 
uity theft  seriously.  It  might  put  the  worst  culprits  either  in  jail 
or  out  of  commission  and  provide  real  deterrence  for  others.  For 
many  victims,  it  was  a  worse  experience  to  lose  a  home  because  of 
fraud  than  to  lose  a  wallet  to  a  street  robbery. 
As  for  the  Department  of  Consumer  Affairs: 

•  DCA  will  implement  increased  scrutiny  of  HIC  license  ap- 
plications through  additional  computer  cross-referencing  of 
principals'  current  and  past  business  addresses  and  license  rev- 
ocations. 

•  The  Department  is  working  with  New  York's  legal  commu- 
nity to  obtain  pro  bono  legal  assistance  for  home  equity  theft 
victims  faced  with  foreclosure.  DCA  is  also  cooperating  closely 
with  paid  lawyers  preparing  consumer  lawsuits  against  contrac- 
tors, financers  and  their  assignees. 

•  The  Department  will  start  administering  a  written  test  to 
all  HIC  license  applicants.  The  test  will  measure  applicants' 
knowledge  of  pertinent  laws  and  business  principles. 

•  To  provide  immediate  help  to  equitv  fraud  victims,  DCA  will 
write  to  tiie  banks  which  bought  nome  improvement-relat- 
ed mortgage  obligations  from  the  major  hnancers  to  urge 
them  to  investigate  carefully  the  circumstances  of  the  origination 
of  each  and  every  mortgage  originated  by  a  mortgage  finance 
company  involving  home  remodeling  work  before  they  send  dun- 
ning notices.  Was  the  promised  remodeling  work  actually  com- 
pleted? Was  it  even  begun?  Did  the  homeowner  know  they  had 
approved  a  mortgage?  While  we  realize  that  such  investigations 
could  lead  to  immediate  write-offs  of  many  loans,  it  would  indeed 
be  a  tragedy  to  kick  equity  fraud  victims  out  of  their  homes  when 
the  loan  was  fraudulently  procured  or  the  agreed  upon  remodel- 
ing work  was  not  done.  The  banks  bought  this  paper.  Now  it 
should  be  their  responsibility  to  conduct  these  investigations  and, 
where  feasible,  to  sue  the  contractors  for  monies  paid  to  them  on 
the  false  premise  that  work  was  properly  performed. 

DCA  will  also  ask  banks  to  help  undo  the  damage  they  paid 
for  by  providing  restitution  for  affected  homeowners  in  the  form 
of  cash  or  new  loans  on  very  favorable  terms.  Banks  will  also  be 
asked  to  pay  for  consumer  financial  education  programs  through 
commvmity-based  organizations  in  the  affected  communities. 
This  report  is  the  first  comprehensive  examination  of  home  eq- 
uity fraud  in  New  York  City.  Who  have  been  the  major  operators? 
What  are  their  schemes?  Who  has  been  financing  it?  Now  that  the 
problem  seems  to  be  temporarily  subsiding,  what  can  be  done  to 
stamp  it  out  altogether  and  make  sure  this  epidemic  does  not  re- 
appear? We  hope  that  this  report  leads  to  effective  new  measures 
to  stop  this  most  pernicious  of  consumer  scams  once  and  for  all. 

II.  Equity  Fraud:  Where,  Who,  How  and  How  Often 

A.  The  Affected  Neighborhoods:   Only  Minorities  and  the 
Poor  Need  Apply 

Consumer  Affairs  case  files  show  that  the  most  common  New 
York  City  neighborhoods  for  home  equity  fraud  have  been: 
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Queens:  Jamaica,  St.  Albans,  So.  Ozone  Park,  Jackson 
Heights,  Cambria  Heights,  Laurelton,  Springfield  Gardens, 
Richmond  Hill,  Fresh  Meadows,  Hollis,  Far  Rockaway  (Beach 
100th  St,  east).  South  Ozone  Park. 

Bronx:  Highbridge,  Morrisania,  Morris  Park,  East  Tremont. 
Brooklyn:     Crown     Heights,     Bushwick,     East     Flatbush, 
Flatbush,  Bedford-Stuyvesant,  Kensington,  East  New  York. 
With  few  exceptions,  all  of  these  neighborhoods  are  predomi- 
nantly populated  by  racial  minorities  or  poor  people  or  oy  both, 
[add  statistics] 

We  visited  the  offices  of  Jamaica  Housing  Improvement,  Inc.,  to 
discuss  what  this  community-based  organization's  staff  calls  an 
"epidemic"  of  equity  theft  in  Jamaica.  [TK — re:  kinds  of  frauds  they 
see,  the  human  impact] 

B.  Anatomy  of  a  Fraud 

The  Introduction  scenario  outlined  how  a  home  equity  fraud  is 
t3^ically  accomplished.  Additional  details  follow. 

Most  of  the  contractors  we  found  engaging  in  equity  frauds  were 
approved  by  one  or  more  of  several  finance  companies  to  be  "con- 
tractor-dealers" for  them.  This  entitled  them  to  carry  a  packet  of 
the  finance  company's  financing  forms  for  presentation  to  home- 
owners. 

LETTER  TO  SENATOR  DONALD  W.  RIEGLE,  JR,  FROM 

JOHN  B.  LONG,  LAW  OFFICES  OF 

DYE,  TUCKER,  EVERITT,  WHEALE  &  LONG 

March  17,  1993 

Dear  Chairman  Riegle: 

I  have  been  furnished  with  a  copy  of  Mr.  John  P.  Hamill's  letter 
to  you  dated  March  1,  1993,  together  with  a  copy  of  certain  com- 
ments made  concerning  my  oral  testimony  before  you  on  February 
17,  1993. 

I  have  reviewed  the  draft  of  my  oral  testimony,  which  is  true  in 
all  respects.  Statements  made  by  Mr.  Hamill  to  the  contrary  have 
no  basis  whatsoever. 

In  Exhibit  "B"  to  Mr.  Hamill's  letter,  he  attributed  a  statement 
made  by  me  that  loans  with  interest  rates  over  35  percent  are  the 
rule  in  Fleet's  portfolio,  not  the  exception.  That  was  not  my  testi- 
mony. My  testimony  generally  related  not  just  to  Fleet  loans,  but 
to  the  overall  problems  nationwide  which  have  been  created  by  reg- 
ulated banking  institutions'  failure  to  lend  to  minorities  and  that 
void  being  filled  by  more  unregulated  mortgage  companies  and  fi- 
nance companies.  The  first  example  given  by  me  was  that  of  Ms. 
Lucille  Williams.  I  specifically  stated,  "This  is  not  a  Fleet  loan.  In 
fact.  Resolution  Trust  Corporation  owns  it."  Ms,  Williams  was  in 
fact  charged  35  points,  plus  an  interest  rate  of  18  percent.  I  did 
state  that  the  rates  that  were  charged  on  Ms.  Diggs'  loan,  which 
the  Senate  Banking  Committee  had  oefore  it,  was  me  rule,  not  the 
exception.  I  stand  by  my  testimony.  While  I  specifically  stated  that 
we  have  not  reviewed  all  of  Fleet's  files,  the  loan  files  which  we 
have  reviewed  and  have  been  originated  through  Fleet's  system  of 
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master  brokers,  shows  that  there  is  nothing  unusual  about  the 
rates  charged  on  Ms.  Diggs'  loan  and  that  this  particular  type  of 
loan  is  the  rule,  not  the  exception. 

Mr.  Hamill  accuses  me  of  having  a  complete  lack  of  understand- 
ing of  the  home  equity  business  when  I  was  critical  of  a  2.67  fore- 
closure rate  by  Fleet.  The  2.67  figure  was  derived  by  taking  the 
more  than  20,000  loans  testified  by  Mr.  Hamill  and  dividing  that 
figure  into  the  approximately  530  foreclosures  in  one  year,  to  which 
he  admitted.  Chairman  Riegle,  according  to  the  Table  No.  793  of 
the  Statistical  Abstract  of  the  United  States,  1992,  the  foreclosure 
rate  in  the  United  States  in  1991  was  1.0  percent;  in  1990,  .9  per- 
cent; in  1989,  1  percent;  etc.  I  am  enclosing  a  copy  of  that  table 
for  your  reference.  Admittedly,  the  number  of  loans  in  the  begin- 
ning of  any  one  year  are  not  necessarily  the  exact  same  loans  at 
the  end  of  the  year.  However,  that  is  the  way  averages  and  fore- 
closure rates  are  computed.  If  the  period  of  time  were  not  one  year, 
but  were  15  years,  which  appears  to  be  the  general  term  of  most 
of  the  master  broker  produced  loans  that  we  have  reviewed,  then 
one  can  project  that  40  percent  of  these  loans  on  the  average  will 
end  up  in  foreclosure.  I  find  it  hard  to  believe  that  anyone  could 
state  that  my  assertions  are  false.  However,  more  importantly,  I 
find  it  difficult  to  believe  that  any  financial  institution  could  try  to 
deflect  attention  from  its  unusually  high  foreclosure  rates  by  mak- 
ing such  accusations. 

Mr.  Hamill  refutes  my  comments  made  about  Fleet's  foreclosure 
profits.  I  specifically  pointed  out  that  we  had  not  seen  all  of  the 
foreclosure  records,  out  of  the  records  we  have  seen,  we  have  found 
that  Fleet  was  making  a  profit  on  foreclosures.  I  stand  by  my  testi- 
mony. I  also  pointed  out  to  the  Committee  that  the  loan-to-value 
statistics  that  we  were  seeing  were  40  percent  or  so.  When  one 
lends  at  such  a  ratio,  how  can  a  company  not  make  a  profit? 

Chairm£in  Riegle,  in  presenting  testimony,  both  written  and  oral, 
before  the  Senate  Banking  Committee,  I  specifically  pointed  out 
that  the  problems  as  we  perceived  them  are  as  follows: 

1.  Regulated  banking  institutions  do  not  lend  primarily  in  minor- 
ity neighborhoods.  This  failure  to  comply  with  the  Community  Re- 
investment Act  creates  a  void. 

2.  This  void  is  filled  by  certain  unregulated  finance  companies 
and  mortgage  companies  who  charge  what  we  perceived  to  be  exor- 
bitant rates. 

In  both  my  written  and  oral  testimony,  examples  of  loans  other 
than  Fleet  loans  were  pointed  out.  I  specifically  pointed  out  in  my 
testimony  that  I  was  not  before  the  Committee  to  criticize  any  one 
financial  institution.  What  I  said  then  is  true  today.  I  trust  that 
the  Senate  Banking  Committee  will  not  look  at  one  finance  compa- 
ny's policies,  no  matter  how  deplorable,  but  will  look  at  the  overall 
problems  in  the  dual  system  of  lending  that  we  have  created  in  this 
nation. 

At  one  time  during  his  testimony,  I  recall  Mr.  Hamill  mentioning 
the  fact  that  late  charges  were  5  percent.  The  Fleet  loans  that  I 
have  reviewed  which  are  secured  by  home  in  Greorgia  have  a  10 
percent  late  charge  provisions.  Ratner  than  attribute  that  state- 
ment to  a  "falsehood,"  I  choose  to  believe  that  Mr.  Hamill  merely 
made  a  mistake.  I  assume  that,  rather  than  reviewing  the  files 
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himself,  he  had  merely  relied  upon  information  furnished  to  him  by 
another  employee  of  his  company. 

Currently,  Blacks  are  more  often  than  not  denied  access  to  our 
traditional  means  of  credit,  and  a  second  tier  of  lending  made  by 
certain  finance  companies  and  mortgage  companies,  who  are  large- 
ly unregulated,  fills  this  void.  Despite  personal  attacks  made 
against  some  of  those  who  have  tried  to  bring  these  issues  before 
the  Committee,  I  trust  that  the  Committee  will  not  be  diverted  by 
such  unfounded  accusations,  but  will  address  the  broad  issues 
which  are  real  and  cry  for  immediate  attention  by  Congress. 

Currently,  Congress  is  looking  for  ways  to  boost  our  economy 
without  increasing  federal  spending.  Requiring  regulated  b£inks  to 
increase  their  lending  presence,  especially  for  housing  loans  in  mi- 
nority communities  will  cost  the  taxpayers  nothing  and  will  in  fact 
help  to  boost  our  economy.  Furthermore,  if  these  regulated  banking 
institutions  would  not  engage  in  such  discriminatory  lending  prac- 
tices, certain  unregulated,  fly-by-night  mortgage  companies  and  fi- 
nance companies  would  not  have  a  free  hand  in  charging  what  I 
perceive  to  be  exorbitant  and  unconscionable  interest  rates,  front- 
end  fees,  prepaid  finance  charges,  and  prepayment  penalties.  Regu- 
lating the  non-bank  banks  by  placing  a  nationwide  cap  on  these 
charges  and  interest  rates  will  further  prevent  these  sharp  prac- 
tices from  continuing.  I  would  also  like  to  again  state  that,  to  my 
knowledge,  no  savings  and  loan,  bank  or  other  institution  has  been 
placed  into  receivership  for  lending  on  housing  units  in  minority 
neighborhoods.  The  200  billion  dollar  savings  and  loan  crisis  has 
been  created  by  greed  on  behalf  of  some  bankers,  lack  of  regula- 
tion, and  the  failure  to  make  money  available  for  housing  loans 
across  the  board,  regardless  of  race,  at  fair  and  reasonable  rates. 

I  ask  that  this  letter  be  made  part  of  the  official  record  of  your 
February  17,  1993  hearing. 


MORTGAGE  AND  OTHER  LENDING 
DISCRIMINATION 


WEDNESDAY,  FEBRUARY  24,  1993 

U.S.  Senate, 
Committee  on  Banking,  Housing,  and  Urban  Affairs, 

Washington,  DC. 
The  committee  met  at  10:05  a.m.,  in  room  562  of  the  Dirksen 
Senate  Office  Building,  Senator  Donald  W.  Riegle,  Jr.  (chairman  of 
the  committee)  presiding. 

OPENING  STATEMENT  OF  CHAIRMAN  DONALD  W.  RIEGLE,  JR. 

The  Chairman.  The  hearing  will  come  to  order. 

Let  me  welcome  all  those  in  attendance  this  morning.  I  think 
this  overflow  crowd  today  is  an  illustration  of  the  importance  of  to- 
day's subject. 

This  morning's  hearing  is  the  third  in  a  series  that  the  commit- 
tee is  holding  in  this  Congress  on  the  lack  of  an  adequate  flow  of 
capital  into  our  distressed  communities.  This  committee  has  al- 
ready held  hearings  on  this  issue  in  the  past  two  Congresses,  and 
today  we'll  focus  on  discrimination  in  lending,  particularly  in  the 
home  mortgage  market. 

Redlining  and  housing  discrimination  were  directly  outlawed  in 
1968  by  the  Fair  Housing  Act.  I  remember  that  well  because  I  sup- 
ported that  act  at  the  time  and  was  invited  down  to  the  White 
House  when  Lyndon  Johnson  signed  that  bill  into  law.  I  was 
present  when  he  did  that. 

All  forms  of  lending  discrimination  were  banned  in  1974,  by  the 
jEqual  Credit  Opportunity  Act.  I  actually  have  that  here.  I  want  to 
just  make  a  brief  reference  to  it  because  it's  now  found  in  the  Unit- 
ed States  Code,  15  U.S.C.  1691.  I  want  to  read  just  a  few  lines 
from  that  law,  so  we  understand  where  we  start  from  because 
we're  not  talking  about  writing  a  law.  We're  talking  about  enforc- 
ing a  law  that  now  exists.  It  says: 

It  shall  be  unlawful  for  any  creditor  to  discriminate  against  any  applicant  with 
respect  to  any  aspect  of  a  credit  transaction  on  the  basis  of  race,  color,  religion,  na- 
tional origin,  sex  or  marital  status  or  age,  provided  the  applicant  has  the  capacity 
to  contract,  because  all  or  part  of  the  applicant's  income  derives  from  any  public  as- 
sistance program,  or  because  the  applicant  has  in  good  faith  exercised  any  right 
under  the  Consumer  Protection  Act. 

It  makes  it  very  clear,  without  going  on  to  read  the  rest  of  it, 
that  discrimination  based  on  race,  color,  religion,  or  these  other  fac- 
tors, is  absolutely  prohibited  by  law.  It  is  a  violation  of  law  when 
it  occurs.  And  that's  what  we're  here  to  talk  about  today.  It's  not 
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only  the  fact  that  that  is  the  law  of  the  land,  but  how  that  law  is 
to  be  carried  out  and  enforced. 

Also,  in  42  U.S.C,  we  have  another  aspect  of  the  law  in  this  area 
which  has  to  do  with  outlawing  discrimination  in  the  financing  of 
housing.  I'll  just  read  a  small  amount  of  that  into  the  record,  too, 
again,  so  we  understand  where  we  start  from.  It  reads: 

After  December  31,  1968,  it  shall  be  unlawful  for  any  bank,  building  or  loan  asso- 
ciation, insurance  company  or  other  corporation,  association,  firm  or  enterprise 
whose  business  consists  in  whole  or  in  part  in  making  commercial  real  estate  loans, 
to  deny  a  loan  or  other  financial  assistance  to  a  person  applying  therefore  for  the 
purpose  of  purchasing,  constructing,  improving,  repairing  or  maintaining  a  dwelling, 
or  to  discriminate  against  him  or  her  in  the  fixing  of  the  amount,  interest  rate,  du- 
ration, terms  and  conditions  of  the  loan,  and  so  forth,  based  on  race,  color,  religion, 
sex,  or  national  origin,  and  it  goes  on  in  that  vein. 

The  law  is  very  clear.  And  these  are  not  new  laws.  These  are 
laws  that  have  been  around  for  some  period  of  time,  and  those  that 
are  charged  with  enforcing  these  laws  have  also  been  around  for 
some  time.  And  so,  to  have  patterns  that  would  lay  out  a  serious 
problem  of  discrimination  is  really,  I  think,  unjustified  and  unac- 
ceptable, and  that's  what  we're  here  to  talk  about  today. 

Despite  the  fact  that  these  laws  exist  and  that  there  is  no  dis- 
pute, it  is  a  plain  fact  that  racial  discrimination  in  these  areas  is 
both  illegal  and  immoral,  it  nevertheless  goes  on,  and  there  is  evi- 
dence of  widespread  discrimination  at  the  present  time. 

Home  mortgage  disclosure  act  data  shows  that  blacks  and  His- 
panics  are  twice  as  likely  as  their  white  counterparts  to  be  turned 
down  for  mortgage  credit.  A  recent  study  by  the  Federal  Reserve 
of  Boston,  which  we're  going  to  hear  about  today,  established  that 
even  after  all  legitimate  credit  considerations  are  taken  into  ac- 
count, black  applicants  are  still  60  percent  more  likely  to  be  turned 
down  than  comparable  white  applicants. 

The  Federal  regulatory  response  to  discrimination  in  lending  has 
not  been  adequate.  Regulators  referred  only  a  handful  of  cases  to 
the  Justice  Department  for  prosecution  in  the  two  decades  since 
passage  of  the  Equal  Credit  Opportunity  Act.  I  think  it's  fair  to  say 
it's  been  given  a  low  priority  over  that  stretch  of  time. 

Regulators  have  overlooked  systematic,  unfair  treatment  of 
blacks  and  Hispanic  mortgage  applicants.  Monitoring  and  enforce- 
ment procedures  I  think  have  to  be  improved  and  they  have  to  be 
improved  now,  before  more  weeks,  months,  years  go  by,  so  that  we 
can  root  out  this  type  of  discrimination. 

During  my  own  tenure  as  chairman  of  this  committee,  now  some 
4  years,  this  committee  has  taken  several  steps  to  strengthen  fair 
lending  and  community  reinvestment  laws.  We've  expaded  the 
Mortgage  Disclosure  Act  to  require  banks  and  thrifts  to  disclose  the 
race,  sex  and  census  tract  of  every  mortgage  loan  applicant  so  that 
we  can  track  these  patterns. 

We  have  strengthened  the  Community  Reinvestment  Act  by  re- 
quiring public  disclosure  of  not  only  the  ratings  and  evaluations, 
but  also  the  data  relied  upon  by  examiners  to  arrive  at  these  rat- 
ings. Federal  examiners  are  now  required  to  refer  patterns  of  mort- 
gage discrimination  to  the  Department  of  Justice.  And  lenders 
must  provide  applicants  who  pay  for  an  appraisal  with  a  copy  of 
that  appraisal  on  request,  so  that  lenders  cannot  use  the  excuse 
that  property  is  undervalued  to  disguise  mortgage  discrimination. 
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Finally,  we  passed  landmark  legislation  last  year  that  required 
Fannie  Mae  and  Freddie  Mac  to  achieve  housing  goals  for  low-  and 
moderate-income  families  and  housing  located  in  inner  cities.  And 
we  also  strengthened  their  fair  lending  responsibilities.  I  think  this 
will  prove  to  be  a  major  help.  These  legislative  changes  have  in- 
creased the  tools  available  to  the  banking  regulators  and  the  Jus- 
tice Department  to  enforce  fair  lending  laws. 

Today,  we  will  explore  how  the  regulatory  agencies  can  better 
use  these  tools  and  the  new  information  that  has  become  available 
on  lending  patterns  in  order  to  strengthen  enforcement  of  the  law. 

I  think  it's  fair  to  say  that  racial  discrimination  in  lending  has 
had  a  material  affect  in  starving  our  inner  cities  of  much  of  the  in- 
vestment capital  they  need.  Its  helped  accelerate  the  downward 
spiral  in  those  communities,  and  that  damage  ought  not  to  have 
taken  place,  and  it's  hurt  America.  It's  wrong  and  it's  got  to  be 
changed.  Any  regulator  in  any  agency  of  the  Government  that 
doesn't  want  to  carry  out  these  laws  ought  to  leave  and  find  an- 
other line  of  work. 

I  want  to  thank  all  of  our  witnesses  for  coming  today  and  we 
very  much  look  forward  to  their  testimony.  I  want  to  extend  a  spe- 
cial welcome  to  Retha  Wilson,  who  is  here  from  Detroit  in  my  home 
State  of  Michigan.  She  is  testifying  on  behalf  of  the  community  or- 
ganization, ACORN.  I'll  have  other  things  to  say  about  the  other 
witnesses  as  we  introduce  them. 

Senator  D'Amato. 

OPENING  STATEMENT  OF  SENATOR  ALFONSE  M.  D'AMATO 

Senator  D'Amato.  Thank  you  very  much,  Mr.  Chairman. 

Mr.  Chairman,  let  me  commend  you  for  calling  these  hearings. 
The  fact  is  that  discrimination  by  lenders  is  illegal  and  it's  that 
simple.  But  it  is  really  immoral.  It  denigrates  the  person.  It  deni- 
grates what  this  country  is  about. 

The  statistics  that  have  been  compiled  indicate  quite  clearly  that, 
unfortimately,  this  discrimination  still  continues.  To  quote  the  Fed- 
eral Reserve  Bank,  a  black  or  Hispanic  applicant  in  the  Boston 
area  is  roughly  60  percent  more  likely  to  be  denied  a  mortgage  loan 
than  a  similarly  situated  white  applicant. 

Now  it's  important  to  remember  that  this  study  compared  white 
and  minority  applicants  with  similar  income  credit  histories  and 
property  characteristics.  There  are  numerous  other  studies  indicat- 
ing that  discrimination  is  a  serious  problem.  And  it  really  goes  to 
the  core  of  what  we're  supposed  to  be  about. 

We  judge  people  on  their  ability.  In  this  case,  it's  the  ability  to 
meet  the  minimum  requirements.  And  if  they  can  meet  those  re- 
quirements, they  should  not  be  discriminated  against  because  they 
are  black  or  Hispanic. 

In  1991,  the  Equal  Credit  Opportunity  Act  was  amended  to  re- 
quire the  banking  agencies  to  refer  suspected  cases  of  lending  dis- 
crimination to  the  Justice  Department.  Yet,  since  that  time,  only 
four  cases  have  been  referred  by  agencies. 

Mr.  Chairman,  this  hearing  provides  the  committee  an  oppor- 
tunity to  discover  why  the  existing  laws  are  not  successful  in  end- 
ing mortgage  discrimination,  and  to  find  out  what  Congress  needs 
to  do  to  prevent  and  deter  discrimination. 
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I'm  particularly  concerned  about  the  low  rate  of  referrals  to  the 
Department  of  Justice.  Are  the  regulatory  agencies  asleep  at  the 
switch  or  worse — turning  a  blind  eye  to  discriminatory  activities. 
Do  the  referral  requirements  need  to  be  modified?  What  are  the 
other  weaknesses  in  our  current  system  of  enforcement? 

These  are  some  of  the  questions  that  need  to  be  addressed.  But 
after  we  have  the  answers,  we  must  implement  the  necessary 
changes  to  make  sure  that  our  anti-  discrimination  laws  are  obeyed 
and  enforced. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Senator  Faircloth. 

OPENING  STATEMENT  OF  SENATOR  LAUGH  FAIRGLOTH 

Senator  Faircloth.  Mr.  Chairman,  I  have  been  reading  and 
have  read  the  Federal  Reserve  study  and  I  believe  the  conclusions 
by  the  Federal  Reserve  study  are  misleading.  It  just  doesn't  make 
common  sense  to  conclude  discrimination  is  the  reason  for  different 
rejection  rates  when  the  study  ignored  the  credit  history  of  loan  ap- 
plicants. The  study  did  not  take  into  account  common  sense  mort- 
gage lending  criteria  like  net  worth,  debt  level  and  default  rate. 
Here's  what  respected  economist  and  professor,  Thomas  Sowell, 
wrote  about  the  study: 

Racial  statistics  have  become  an  industry,  if  not  a  hustle.  Typical  of  these  statis- 
tics was  a  recent  study  by  the  Federal  Reserve  Board  showing  that  black  applicants 
for  mortgage  loans  are  turned  down  34  percent  of  the  time,  compared  to  14  percent 
for  white  applicants. 

Professor  Sowell  goes  on  to  say: 

To  the  media,  and  sometimes  even  to  the  courts  of  law,  statistical  differences  are 
the  same  thing  as  discrimination.  Buried  in  the  newspaper  account  of  this  study  is 
mentioned  some  of  the  limitations  of  the  study;  namely,  that  it  didn't  take  into  ac- 
count the  applicant's  credit  history  or  the  level  of  their  existing  debt. 

When  confronted  by  these  kinds  of  facts  by  Forbes  magazine,  Ms. 
Alice  Monell,  who  did  the  study,  finally  admitted,  I  do  not  have  evi- 
dence, no  one  has  evidence  of  discrimination  in  mortgage  lending. 

Mr.  Chairman,  Forbes  magazine  found  that  black  borrowers  who 
met  the  mortgage  criteria  and  get  a  loan  have  the  same  default 
rate  as  white  borrowers  who  meet  the  same  criteria  and  get  a  loan. 

The  bad  risks  are  weeded  out  up  front.  That's  enough  for  me,  Mr. 
Chairman.  I  think  any  study  of  credit  discrimination  should  look 
closely  at  the  credit  history  of  the  borrowers  studied.  Any  valid 
study  should  look  at  the  common  sense  lending  criteria  of  net 
worth,  debt  level  and  default  rates,  just  as  mortgage  lenders  do. 

The  Chairman.  Thank  you.  Senator  Faircloth. 

I've  had  a  chart  done  here  that  I  want  to  share  with  my  col- 
leagues. We've  taken  a  look  at  the  percentage  flow  of  home  mort- 
gage loans  in  the  PMSA  area  that  covers  Detroit.  We  looked  at  the 
number  of  loans  for  owner-occupied  one-to-four  family  structures  in 
1991,  to  try  to  identify  the  degree  to  which  persons  of  color  end  up 
having  a  lower  incidence  of  mortgage  credit  made  available  to  them 
than  mose  who  are  white. 

What  is  interesting,  if  you  come  across  from  a  low-income  group- 
ing into  the  moderate-income  grouping,  into  the  middle-income 
grouping,  and  then  finally,  into  the  higher-income  grouping,  white 
persons  seeking  these  loans,  which  constitute  the  red  areas,  in 
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every  instance,  right  across  the  income  spectrum,  had  a  much  high- 
er incidence  of  those  loans  being  approved.  And  you  find  that  the 
more  the  community  tends  not  to  be  white  and  is  a  mixed  commu- 
nity, with  minority  persons,  that  you  see  this  same  pattern  of  a 
fall-off  in  lending.  It  goes  right  across  the  income  scales  in  the  com- 
munity. 

I  think,  in  its  own  way,  this  reinforces  what  the  Boston  Fed  has 
found,  and  what  they'll  tell  us  about  today.  And  that  is,  these  pat- 
terns are  very  pronounced  and  they  cut  across  the  income  scales. 
In  fact,  the  Boston  Fed  study,  as  I  think  Mr.  Syron  will  indicate, 
made  an  effort  to  isolate  out  differences  in  creditworthiness.  In 
other  words,  to  try  to  match  comparable  borrowers  in  terms  of 
their  actual  financial  circumstances,  with  race  being  the  only  real 
difference,  and  found,  nevertheless,  that  there  were  these  marked 
patterns  of  lack  of  credit  coming  through  the  system. 

In  any  event,  we'll  start,  Mr.  Syron,  with  you,  and  we'll  make 
your  full  statement  a  part  of  the  record.  We'd  like  to  hear  your 
comments  at  this  time. 

Senator  Faircloth.  Mr.  Chairman,  may  I  ask  a  question? 

The  Chairman.  Yes. 

Senator  Faircloth.  In  the  chart,  you  kept  mentioning  income. 
Did  you  take  in  net  worth,  debt  level,  and  default  rates?  Income 
is  meaningless. 

The  Chairman.  I  wouldn't  agree  with  that.  I  don't  think  it  is 
meaningless. 

Senator  Faircloth.  If  you  owe  more  than  you're  taking  in,  in- 
come becomes  meaningless. 

The  Chairman.  It's  certainly  one  factor.  This  chart  is  different 
than  what  the  Fed  study  is.  And  frankly,  the  article  that  you  cited 
by  the  columnist  is  just  inaccurate  on  that  point,  which  this  wit- 
ness, I  think,  will  demonstrate,  that  the  Fed  study  did  compare 
people  of  comparable  credit  circumstances.  This  chart  did  not  set 
out  to  do  this.  This  took  people 

Senator  Faircloth.  That's  income. 

The  Chairman.  This  took  people  by  income  categories  and  sepa- 
rated them  out  based  on  the  racial  composition. 

Senator  Faircloth.  OK 

The  Chairman.  You  can  make  any  assumption  you  want  in 
terms  of  net  worth  and  balance  sheets  and  so  forth.  I  think  a  per- 
son would  have  to  be  blind  not  to  see  this  pattern  sticking  out  as 
you  come  across  the  income  scale. 

If  someone  were  to  argue  that  that  kind  of  pattern  is  justifiable, 
you  would  have  to,  I  suppose,  use  an  implicit  assumption  that 
somehow,  all  the  black  applicants  are  the  lion's  share  as  compared 
to  the  whites,  and  had  impaired  balance  sheets  or  bad  credit  his- 
tories or  things  of  that  kind.  That  is  not  what  the  objective  data 
that  the  Fed  has  looked  at  has  found  to  be  so.  I  think  these  pat- 
terns ought  to  be  troubling.  They're  troubling  to  me,  and  they 
ought  to  be  troubling  to  every  Senator, 

Senator  Faircloth.  Until  you  compare  net  worth,  debt  level  and 
default  rate,  the  income  is  a  meaningless  figure. 

The  Chairman.  Well,  you  and  I,  I  think,  each  have  made  our 
points  there.  We  have  a  little  different  view  on  it. 

Mr.  Syron,  why  don't  you  go  ahead  and  make  your  presentation. 
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STATEMENT  OF  RICHARD  SYRON,  PRESIDENT,  FEDERAL 
RESERVE  BANK  OF  BOSTON,  BOSTON,  MA 

Mr.  Syron,  Thank  you  very  much,  Mr.  Chairman  and  members 
of  the  committee,  for  this  opportunity  to  discuss  the  Federal  Re- 
serve Bank  of  Boston's  recent  study  of  mortgage  lending  patterns 
and  that  report's  implications  for  combatting  discrimination  in 
lending.  As  you  suggested,  Mr.  Chairman,  I'd  like  to  submit  a  com- 
plete study  for  the  record  and  will  summarize  it  quite  quickly. 

As  the  committee  knows,  the  Home  Mortgage  Disclosure  Act  data 
for  1990  showed  substantially  higher  denial  rates  for  black  and 
Hispanic  applicants  than  for  white  applicants.  This  was  true  in  all 
of  tne  major  statistical  metropolitan  areas  and  was  certainly  true 
in  Boston,  where  approximately  30  percent  of  black  and  Hispanic 
applicants  were  denied  loans  in  the  Boston  metropolitan  area,  as 
compared  to  11  percent  of  white  applicants. 

The  1991  data  for  Boston,  which  became  available  in  the  fall  of 
1992,  showed  a  narrower,  but  still  sizable  gap,  with  24  percent  of 
black  and  Hispanic  applicants  denied  compared  to  11  percent  for 
whites. 

When  the  1990  HMDA  data  were  released,  the  implications  of 
the  racial  disparities  and  denial  rates  were  not  clear.  Although  the 
HMDA  data  included  income  information  on  applicants,  no  infor- 
mation was  collected  on  applicant's  credit  histories,  loan-to-value 
ratios,  debt-to-income  (so-called  obligation  ratios),  or  other  factors 
that  are  commonly  considered  by  lenders  when  they  make  mort- 
gage loan  decisions. 

Accordingly,  some  felt  that  this  missing  information  could  ex- 
plain the  high  denial  rate  experienced  by  minorities.  Others  argued 
that  even  if  all  the  relevant  information  was  included,  substantial 
bias  in  mortgage  lending  still  existed.  This  disagreement  about  the 
basic  facts  made  it  difficult  to  formulate  solutions  to  improve  credit 
flows  to  poor  and  minority  neighborhoods.  This  was  the  reason  that 
we  undertook  this  study. 

The  Federal  Reserve  Bank  of  Boston,  with  the  support  of  the 
Federal  Reserve  Board,  other  supervisory  agencies  and,  impor- 
tantly, the  cooperation  of  mortgage  lenders  in  the  Boston  area,  took 
a  major  study  of  mortgage  lending  in  an  effort  to  clarify  this  issue. 

Racial  disparities  in  mortgage  lending  patterns  have  been  a  con- 
cern in  Boston  for  a  substantial  period  of  time.  In  1989,  the  Boston 
Fed  had  undertaken  a  study  of  mortgage  lending  within  the  city  of 
Boston.  While  that  study  had  found  that  housing  and  mortgage 
markets  were  functioning  in  a  way  that  was  economically  det- 
rimental to  black  neighborhoods,  because  of  data  constraints  you 
could  not  distinguish  the  role  played  by  lenders  from  the  action  of 
buyers,  sellers,  realtors,  and  other  market  participants. 

With  the  release  of  the  1990  HMDA  data  on  applications,  the 
Boston  Fed  was  able  to  improve  upon  its  earlier  research  and  focus 
on  the  activities  of  the  mortgage  lending  industry. 

I  would  like  to  submit  for  the  record,  Mr.  Chairman,  a  copy  of 
that  study,  which  I  think  you  may  already  have. 

The  Chairman.  We'd  be  pleased  to  have  it  and  we'll  make  it  a 
part  of  the  record. 

Mr.  Syron.  The  131  financial  institutions  that  had  been  most  ac- 
tive in  making  mortgage  loans  in  the  Boston  metropolitan  area 
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were  asked  to  provide  additional  information  on  38  variables  for 
each  loEin.  These  variables  included  not  only  income,  but  credit  his- 
tory, net  worth,  employment  histoiy,  and  a  host  of  other  data  that 
we  believe  is  related  to  creditworthiness. 

We  collected  this  data  on  all  1,143  black  and  Hispanic  applicants 
who  had  applied  for  mortgages  at  the  131  financial  institutions. 
And  to  get  a  comparable  size  sample  for  whites,  we  got  the  same 
data  for  3,300  white  applicants  from  these  131  institutions. 

In  order  to  protect  the  confidentiality  of  borrowers,  we  assured 
lenders  that  all  information  collected  would  remain  in  the  Federal 
Reserve  and  other  bank  regulatory  agencies.  Response  from  lenders 
was  actually  quite  good.  Although  there  was  some  missing  informa- 
tion and  recording  errors  in  the  data,  we  were  able  to  get  a  final 
sample  of  more  than  700  applications  from  blacks  and  Hispanics 
and  about  2,500  from  whites;  in  total,  we  used  about  a  3,200-size 
sample. 

The  additional  variables  chosen  were  collected  after  numerous 
converations  with  underwriters,  examiners,  lenders,  and  others  fa- 
miliar with  the  mortgage  lending  process.  We  attempted  to  include 
all  the  variables  that  lenders  viewed  as  relevant  to  their  mortgage 
decision.  The  information  collected  from  the  financial  institutions 
was  then  combined  with  information  from  the  1990  census  on  the 
geographic  area  in  order  to  develop  a  model,  if  you  will,  of  the  lend- 
ing process. 

With  this  model,  it  was  possible  to  test  whether  race  was  a  sig- 
nificant factor  in  the  lending  decision,  once  financial,  credit  history, 
employment,  and  neighborhood  characteristics  had  been  taken  into 
account.  This  last  factor  is  absolutely  essential. 

Now  I  would  like  to  quickly  review  the  results  of  the  study.  The 
analysis  revealed  that  the  additional  information  about  each  appli- 
cant, which  was  reviewed  on  an  applicant-by-applicant  basis,  did 
reduce  the  disparity  in  denial  rates,  but  it  didn't  eliminate  it  en- 
tirely. 

Black  and  Hispanic  mortgage  applicants  in  Boston,  on  average, 
did  have  higher  debt  burdens,  higher  loan-to-value  ratios,  weaker 
credit  histories  and  poorer  employment  histories,  and  in  other  re- 
spects didn't  fare  as  well  according  to  the  evaluation  criteria  that 
are  used  by  mortgage  lenders. 

But  after  taking  all  of  these  factors  into  account,  black  and  His- 
panic mortgage  applicants  were  still  more  likely  to  be  turned  down 
than  white  applicants.  Minority  applicants  with  the  same  financial 
credit  history,  employment  and  neighborhood  characteristics  as  the 
white  aplicants  in  Boston  would  have  experienced  a  denial  rate  of 
17  percent,  as  compared  to  11  percent  for  whites.  Another  way  of 
putting  it  is  that  89  percent  of  whites  out  of  a  sample  of  100  who 
would  apply  for  mortgages  would  be  approved.  Everything  else 
being  the  same,  83  percent  of  blacks  would  be  approved. 

Thus,  while  the  study  did  diminish  the  difference,  there  still  is 
this  statistical  difference — ^if  you  can  use  that  terminology — ^be- 
tween approval  for  the  two  groups.  The  information  gathered  pro- 
vided some  insight  into  how  this  could  happen.  Many  observers,  in- 
cluding myself,  initially,  would  ask  why  would  a  rational  lender 
want  to  turn  down  a  perfectly  good  application,  just  because  the 
applicant  was  black  or  Hispanic? 
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What  we  found,  which  we  didn't  realize  beforehand,  is  that  very 
few  appHcations  are  completely  perfect.  When  applicants  are  com- 
pletely perfect  as  measured  bv  all  the  criteria,  they  invariably  are 
approved,  whether  they  are  white,  black — no  matter  what  they  are. 

But  most  applicants,  white  as  well  as  minority,  exceeded  some  of 
the  guidelines  for  obligation  ratios  or  loan-to-value  ratios.  They 
may  have  had  some  credit  history  problems  or  possessed  some 
characteristic  that  required  additional  documentation,  such  as  self- 
employment  or  the  fact  that  they  were  buying  a  two-to-four-family 
house. 

As  a  consequence,  the  mortgage  process  is  not  a  purely  mechani- 
cal one.  This  was  an  important  factor  illuminated  by  the  study. 
Loan  originators  must  exercise  judgment,  and  they  have  consider- 
able discretion  in  the  way  thev  evaluate  these  deviations  from  per- 
fection and  the  degree  to  which  they  take  compensating  factors  into 
consideration. 

On  balance,  this  discretion  is  both  necessary  and  desirable.  His- 
torically, residential  mortgages  have  been  very,  very  safe  invest- 
ments. Applicants  need  not  be  perfect  to  be  creditworthy.  However, 
discrimination  may  enter  into  the  decisionmaking  process.  Pre- 
cisely how  that  happens  may  be  related  to  human  nature  and  can- 
not be  definitively  answered  by  this  study.  It  could  be  as  simple  as 
loan  officers  being  more  willing  to  exercise  discretion  and  put  their 
own  reputation  at  risk  for  people  that  they  feel  more  comfortable 
with. 

It  could  also  be  that,  once  they  are  turned  down  nonminority  bor- 
rowers are  more  persistent  and  do  things  such  as  get  credit  coun- 
seling to  improve  their  next  application. 

However,  whatever  the  cause,  the  discrimination  does  occur. 
Black  and  Hispanic  applicants  are  more  likely  to  be  turned  down 
for  mortgages  than  white  applicants  with  the  same  economic  char- 
acteristics. What  can  be  done  to  address  the  problem?  I  think  this 
is  really  what  we  need  to  talk  about. 

In  our  own  judgment,  the  most  critical  step  is  for  mortgage  lend- 
ers to  acknowledge  and  to  realize  at  least  the  possibility  that  their 
lending  process,  while  not  intentional  may  have  a  discriminatory 
effect.  As  long  as  lenders  sincerely  believe  that  their  procedures  are 
beyond  reproach,  efforts  to  get  them  to  change  are  going  to  be  very, 
very  difficult.  This  is  the  area  where  we  hope  weve  made  a  con- 
tribution. At  least  in  Boston,  our  study  seems  to  have  ended  the 
debate  about  whether  there  has  been  discrimination. 

There  is  a  broad  recognition  among  banks,  among  the  community 
groups  and  among  regulators  that  while  economic  factors  explain 
some  of  the  disparity  in  denial  rates,  race  also  plays  a  role. 

Lenders'  reaction  to  this  data  suggests  that  they  are  now  ques- 
tioning what  they've  always  taken  for  granted.  They  are  starting 
to  recognize  that  simply  having  a  policy  that  prohibits  discrimina- 
tion doesn't  necessarily  mean  that  you  will  always  prevent  it.  A 
number  of  strategies  have  been  developed  by  consumer  advocates, 
Government  agencies,  and  lending  institutions  to  address  this 
issue.  The  Federal  Reserve  Bank  of  Boston  is  in  the  process  of  com- 
piling these  strategies  into  a  guide  that  will  soon  be  available  and 
we've  had  several  meetings  with  lenders  about  ways  they  can  im- 
prove their  own  internal  procedures. 


481 

I  suspect  that  the  members  of  this  committee  have  heard  many 
of  these  ideas.  Thev  include  working  with  all  of  the  employees  in 
the  loan  process  to  oe  sure  they  are  familiar  with  fair  lending  laws; 
having  a  staff  that  reflects  the  racial  and  ethnic  composition  of  the 
communities  that  they  serve;  ensuring  that  compensation  struc- 
tures for  employees  don't  create  artificial  impediments  to  serving 
low-income  and  minority  markets;  using  carefully  designed  second- 
review  processes  for  denied  minority  applications;  and  a  number  of 
other  approaches. 

While  not  presenting  something  totally  new  or,  I  must  add,  a 
magic  solution  to  this,  we  hope  that  the  guide  and  other  things 
that  we've  done  make  a  contribution  by  tailoring  the  recommenda- 
tions to  individual  institutions'  management  and  boards  of  direc- 
tors, in  a  way  that  makes  the  recommendations  viable.  The  com- 
mitment to  eliminating  discrimination  must  begin  at  the  top  of  or- 
ganizations if  it's  going  to  be  filtered  down  to  where  the  institution 
meets  the  face  of  the  public. 

Financial  institutions'  efforts  will  have  to  be  reinforced  by  en- 
hanced regulatory  methods.  Because  so  many  mortgage  applica- 
tions violate  some  guideline  or  in  some  way  require  the  lender  to 
exercise  judgment,  most  denials  can  appear  appropriate  by  objec- 
tive criteria.  Thus,  discrimination  can  be  very  difficult  to  root  out 
or  determine  when  you  look  at  it  on  a  case-by-case  basis.  It's  also 
necessary  to  examine  broad  patterns  and  an  institution's  entire 
loan-making  process.  The  Federal  Financial  Institutions  Examina- 
tion Council  is  aware  of  this  problem  and  is  working  on  improving 
it's  examination  procedures. 

Finally,  I'd  like  to  emphasize  that  while  lender  discretion  may 
permit  discrimination  to  occur,  removing  the  discretionary  element 
would  be  a  real  mistake.  If  current  guidelines  were  to  become 
rules,  to  be  applied  in  a  strictly  mechanical  way,  with  no  excep- 
tions, then  even  if  these  rules  weren't  as  tight  as  the  guidelines 
that  we  have  now,  many  creditworthy  applicants  would  oe  denied 
loans  as  reflected  by  the  results  that  we  have.  And  if  the  Boston 
experience  is  typical  of  what  goes  on  nationallv,  and  I  think  it  may 
be,  black  and  Hispanic  applicants  would  be  denied  even  more  be- 
cause they  do  have  somewhat  higher  obligation  and  loan-to-value 
ratios,  lower  incomes,  and  weaker  credit  histories. 

In  conclusion,  the  Boston  Fed  study  of  lending  patterns  in  the 
Boston  metropolitan  area  shows  that  large  disparities  and  denial 
rates  revealed  by  the  HMDA  data  are  partially  attributable  to  the 
fact  that  black  and  Hispanic  applicants  have  greater  credit  bur- 
dens, higher  loan-to-value  ratios,  weaker  credit  histories,  and  other 
economic  characteristics  that  lenders  view  with  disfavor. 

However,  even  after  taking  all  of  these  factors  into  account,  a 
statistically  significant  and  economically  important  gap  remains  in 
denial  rates  for  white  and  minority  applicants.  Eliminating  this 
gap  requires  that  regulators,  lenders,  and  community  groups  un- 
derstand the  nature  and  the  likely  cause  of  that  gap,  stop  arguing 
about  whether  a  problem  exists,  and  work  more  effectively  together 
to  resolve  it. 

Thank  you  very  much,  Mr.  Chairman. 

The  Chairman.  Thank  you  very  much.  That's  very  powerful  testi- 
mony and  I  want  to  say  to  you  and  your  colleagues  how  much  I 
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appreciate  all  the  work  that's  gone  on.  You've  obviously  worked 
very  hard  to  track  this  problem  down  and  I  think  you've  done  so 
in  a  way  that  is  solid,  and  it's  much  appreciated. 

We've  been  joined  by  other  members  and  I'm  going  to  see  if  they 
have  any  opening  comments  before  I  go  to  Mr.  LaWare. 

Senator  Moseley-Braun. 

OPENING  STATEMENT  OF  SENATOR  CAROL  MOSELEY-BRAUN 

Senator  Moseley-Braun.  Thank  you  very  much,  Mr.  Chairman. 

This  hearing  is  critically  important.  Discrimination  in  the  credit 
market  is  something  that  has  concerned  this  committee  and  you've 
had  hearings  in  this  regard  previously,  and  I've  been  delighted  to 
have  an  opportunity  to  participate  in  those  hearings. 

This  issue,  however,  strikes  at  the  heart  of  the  condition  of  some 
inner-city  communities,  particularly  because  of  the  findings  and 
the  showings  of  the  Boston  Fed  study  of  mortgage  discrimination, 
I  think  it  does  put  to  bed  the  question  whether  or  not  this  exists. 
And  the  question  now  before  us  is  what  we  can  do  about  it.  And 
so,  I  am  very  interested  in  Mr.  Syron's  testimony  and  look  forward 
to  the  testimony  of  Mr.  LaWare  and  Mr.  Turner  and  others,  includ- 
ing, I  understand,  one  of  my  constituents  from  the  days  of  the  civil 
rights  movement  in  Chicago. 

Ms.  Cincotta  is  here.  I  don't  see  her  in  the  audience — there  she 
is  back  there.  I  look  forward  to  hearing  from  the  community  groups 
as  well. 

I  have  an  opening  statement,  a  full  opening  statement,  Mr. 
Chairman,  which  I  will  dispense  with  reading  and  actually  ask  to 
be  accepted  into  the  record. 

The  Chairman.  Without  objection,  it  is  so  ordered. 

Senator  Moseley-Braun.  Thank  you,  sir. 

But  to  say  that  this  hearing  is  of  vital  importance  and  I  think 
goes  a  long  way  toward  doing  what  Mr.  Syron  suggests  needs  to 
happen,  which  is  a  change  of  the  mindset  and  the  attitudes  and  the 
approaches  to  the  issue  of  mortgage  applications  and  creditworthi- 
ness by  minority  buyers  and  the  reverse  redlining  issue  that  we 
talked  about  in  the  previous  hearing. 

I  do  have  some  specific  questions  that  I'd  like  to  have  addressed 
going  to  the  kind  of  underwriting  standards  that  are  used  in  mak- 
ing determinations  about  mortgage  applications  and  specifically, 
the  role  of  the  credit-reporting  agencies  and  whether  or  not  those 
reporting  agencies,  in  their  activities,  do  less  well  by  minority  bor- 
rowers than  others. 

Mr.  Syron.  I  don't  have  any  direct  information  on  that,  to  be 
honest.  Senator.  But  I  do  know  that,  in  looking  at  the  study  that 
we  did,  that  we  found  obviously  that  that — and  we  made  some  at- 
tempt to  sort  of  rank  the  relative  importance  of  different  factors 
that  could  influence  acceptance  or  denial.  And  credit  history  is  im- 
portant. Now,  we  only  know  credit  history  as  it  was  reportea  on  the 
sheets  actually  that  were  in  the  individual  files  for  applicants. 

You're  asking  a  very  good  question  which,  unfortunately,  I  don't 
have  the  answer  in  terms  of  the  accuracy  of  the  credit  history. 
There's  been  a  lot  of  concern  about  that  as  a  general  matter  and 
it's  conceivable  that  that  could  be  another  problem. 

The  CHAffiMAN.  We'll  take  a  look  at  that. 
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Mr.  Syron.  Thank  you. 

Senator  Moseley-Braun.  I  would  specifically,  Mr.  Chairman, 
that's  an  area,  access  to  credit  and  the  responsiveness  and  the  ac- 
curacy and  the  fairness  of  the  credit-reporting  agencies  is  a  major 
concern  in  the  community  and  I  think  goes  a  long  way,  not  only 
in  this  area,  but  in  other  areas  having  to  do  with  access  to  credit 
by  minority  borrowers. 

Thank  you,  sir. 

The  Chairman.  Thank  you. 

Senator  Campbell. 

OPENING  STATEMENT  OF  SENATOR  BEN  NIGHTHORSE 

CAMPBELL 

Senator  Campbell.  Thank  you,  Mr.  Chairman. 

In  the  interest  of  brevity,  I  would  prefer  to  hear  the  witnesses. 
But  I  do  have  a  written  statement  and  with  your  pemission,  would 
like  to  introduce  it  into  the  record. 

The  Chairman.  Very  good.  We'll  make  it  a  part  of  the  record. 

Senator  Sarbanes. 

OPENING  STATEMENT  OF  SENATOR  PAUL  S.  SARBANES 

Senator  Sarbanes.  Mr.  Chairman,  I  do  want  to  make  a  few  com- 
ments this  morning  because  I  regard  this  hearing  as  extraor- 
dinarily important. 

I  want  to  commend  you,  first  of  all,  not  only  for  holding  this 
hearing,  but  the  others  that  we  have  held.  This  is  part  of  a  series 
addressing  the  issue  of  the  availability  of  credit  to  people  of  low- 
and  moderate-income. 

On  February  3,  1993,  we  held  a  hearing  on  community  based 
lending  institutions,  such  as  community  development  banks,  com- 
munity development  credit  unions,  community  development  cor- 
porations. And  then  last  Wednesday,  we  had  a  veir,  I  think,  mov- 
ing hearing  as  we  listened  to  the  individuals  testify  about  the  so- 
called  reverse  redlining  in  the  secondary  mortgage  market.  The 
practice  by  finance  companies,  second  mortgage  companies,  and  fi- 
nance subsidiaries  of  bank-holding  companies  of  targeting  low-  and 
moderate-income  neighborhoods  for  the  granting  of  home  equity 
loans  at  exorbitant  interest  rates. 

The  effect  of  this  practice  is  to  place  homeowners  in  the  position 
of  either  paying  the  exorbitant  rates  or  losing  their  homes.  They 
were  really  just  putting  these  people  right  up  against  the  wall. 

Actually,  it  was  a  real  tribute  to  the  low-  and  moderate-income 
people,  the  lengths  to  which  they  would  go  to  meet  their  payments 
in  order  not  to  lose  their  home. 

If  you  want  to  talk  about  fiscal  responsibility  on  the  part  of  the 
individual,  we  had  ample  manifestation  of  that  at  last  week's  hear- 
ing. And  in  fact,  some  of  those  who  run  up  these  large  credit  card 
accounts  and  then  take  personal  bankruptcy  and  sort  of  operate  at 
a  different  level  in  society  ought  to  go  out  there  and  learn  some  les- 
sons from  these  folks. 

This  morning's  hearing  on  the  fundamental  issue  of  racial  dis- 
crimination in  mortgage  and  other  lending  I  think  is  very,  very  im- 
portant, and  I  particularly  welcome  the  study  that  the  Federal  Re- 
serve Bank  of  Boston  has  done. 
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We  appreciate  that  you  went  out  and  really  tried  to  develop 
much  more  of  a  full-scale  examination  of  the  problem  and  got  the 
additional  information,  which,  together  with  the  census  informa- 
tion on  neighborhood  characteristics,  were  able  to  develop  this 
model  of  the  determinants  of  mortgage  lending  decisions  in  the 
Boston  area. 

The  study  concluded,  and  I  quote  it  now: 

A  black  or  Hispanic  person  in  the  Boston  area  is  roughly  60  percent  more  likely 
to  be  denied  a  mortgage  loan  than  a  similarly  situated  white  applicant. 

I  want  to  underscore  the  words,  similarly  situated.  This  means 
that  even  if  the  black  or  Hispanic  person  had  the  same  obligation, 
ratios,  credit  history,  loan-to-value,  property  characteristics,  as  the 
white  applicants,  they  were  60  percent  more  likely  to  be  denied  the 
mortgage.  Now  that's  really  a  staggering  factual  statement  of  the 
situation,  and  it  obviously  cries  out  to  be  addressed  in  a  way  that 
ensures  that  all  of  our  people  would  be  treated  fairly.  Furthermore, 
there's  every  reason  to  believe  that  what  was  discovered  in  the 
Boston  area  on  the  basis  of  this  survey  applies  across  the  country. 
I  don't  really  know  anyone  who  would  seriously  contend  otherwise. 

Mr.  Chairman,  as  I  understand  it,  the  purpose,  or  one  of  the  pur- 
poses of  this  hearing  is  not  only  to  review  the  evidence  of  discrimi- 
nation in  mortgage  and  other  lending,  but  also  the  response  by  the 
Federal  bank  regulatory  agencies,  by  HUD,  and  the  Justice  Depart- 
ment, which  are  charged  with  the  enforcement  of  Federal  laws  pro- 
hibiting such  practices.  And  I  take  it  the  second  panel  will  actually 
discuss  some  of  the  deficiencies  in  the  enforcement  record  compiled 
by  these  agencies. 

But,  again,  I  close  by  commending  you  for  holding  this  hearing. 
I  think  it's  an  extremely  important  subject.  We've  got  to  get  at  it, 
and  I'm  looking  forward  to  hearing  from  the  other  witnesses.  I  do 
want  to  say  I'm  doing  three  hearings  at  one  time  this  morning.  I 
may  have  to  move  in  and  out.  But  I  wanted  to  be  here,  at  least 
for  a  while,  to  underscore  the  importance  of  this  particular  hearing, 
and  the  importance  of  the  whole  series  which  the  Chairman  has 
held. 

Thank  you  very  much. 

The  CHAraMAN.  Thank  you.  Senator  Sarbanes.  We  do  have  im- 
portant hearings  going  on  right  now  in  the  Finance  Committee, 
where  Secretary  Bentsen  is  appearing,  and  I  serve  as  a  member  of 
that  committee.  Obviously,  I  cannot  be  there  because  I'm  here.  The 
Budget  Committee,  likewise,  has  an  important  hearing  today  with 
Secretary  Shalala.  Senator  Sarbanes  and  I  are  both  members  of 
that  Budget  Committee,  and  others  may  be  as  well.  So  we  do  have 
conflicting  meetings  going  on  at  the  same  time. 

Chairman  LaWare,  you  serve  as  the  Chairman  of  the  Federal  Fi- 
nancial Institutions  Examination  Council.  You're  the  officer  within 
the  Federal  Reserve,  as  I  understand  it,  that's  responsible  now  for 
overseeing  the  examination  activities  that  go  on  within  the  banks. 
And  you  really  are  the  chief  officer  in  that  area  of  responsibility 
within  the  Fed.  Is  that  a  fair  description? 

Mr.  LaWare.  Well,  yes.  But  as  you  know.  Senator,  the  respon- 
sibility for  compliance  examinations  having  to  do  with  consumer 
and  civil  ridits  matters  is  handled  by  a  special  group  of  examiners 
within  the  Federal  Reserve  system.  They  generally  come  under  the 
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supervision  of  our  division  of  consumer  and  community  affairs.  The 
oversight  committee  for  that  division  is  chaired  by  Governor 
Lindsey. 

The  Chairman.  I  see. 

Mr.  LaWare.  But  we  all  accept  fully  responsibility  for  each  oth- 
ers areas  as  well. 

Senator  Sarbanes.  Should  we  have  brought  Governor  Lindsey  in 
here  this  morning  as  well? 

Mr.  LaWare.  Sir? 

Senator  Sarbanes.  Should  we  have  brought  Governor  Lindsey 
here  this  morning  as  well? 

Mr.  LaWare.  No,  I  don't  think  so.  Governor  Lindsey  has  been  al- 
most flat  on  his  back  for  about  2V2  weeks  now  with  a  very  serious 
back  condition  and  has  been  participating  in  board  meetings  by 
teleconferencing.  And  I  doubt  very  much  that  he  would  have  been 
able  to  be  here  this  morning. 

The  Chairman.  But  apart  from  the  health  issue,  I  hope  he  recov- 
ers and  we  want  him  to.  I'm  wondering,  in  light  of  that  delineation 
of  responsibility,  you  carry  some,  he  carries  some,  but  he's  the  di- 
rect line  officer  at  the  Fed  responsible  for  getting  into  the  very  spe- 
cifics of  this  issue.  Would  that  be  fair  to  say? 

Mr.  LaWare.  That's  fair  to  say.  I  serve  on  his  oversight  commit- 
tee and  if  you  find  my  testimony  incomplete  in  that  regard,  cer- 
tainly, I'm  sure  he'd  be  delighted  to  come  before  you. 

The  Chairman.  I  know  you've  worked  hard  in  this  area  and  I 
know  you  have  a  statement  to  make  and  we  want  to  hear  it.  But 
I  don't  want  to  not  hear  from  him  when  he  is  feeling  better,  if  he's 
the  line  officer  that  would  be  directly  responsible. 

I  think,  in  addition  to  your  testimony,  it  seems  to  me  that  he 
may  need  to  be  given  an  opportunity  to  appear  because  he  is  really 
the  Fed  officer  in  charge  in  this  area.  Would  that  be  fair  to  say? 

Mr.  LaWare.  Yes. 

The  Chairman.  OK, 

Mr.  LaWare.  I  understand  that  my  role  here  this  morning  is  as 
Chairman  of  the  Examination  Council. 

The  Chairman.  Right. 

STATEMENT  OF  JOHN  P.  LaWARE,  CHAIRMAN,  FEDERAL  FI- 
NANCL\L  INSTITUTIONS  EXAMINATION  COUNCIL,  WASHING- 
TON, DC 

Mr.  LaWare.  I  appreciate  the  opportunity  to  speak  to  the  com- 
mittee about  concerns  related  to  credit  discrimination  and  mort- 
gage lending.  The  hearing  is  very  timely,  given  the  troubling  ques- 
tions that  have  been  raised  about  fairness  of  the  mortgage  lending 
process. 

Parity  in  how  applications  are  considered — that  is,  without  re- 
gard to  race,  sex  or  other  prohibited  bases — is  absolutely  essential 
in  our  country.  Let  no  one  have  any  misunderstanding  on  the 
point — racial  discrimination,  no  matter  how  subtle,  and  whether  in- 
tended or  not,  must  not  be  tolerated.  Simply  stated,  excluding  any 
segment  of  our  society  from  fundamental  economic  opportunities 
such  as  home  ownership  and  equal  access  to  credit,  is  morally  re- 
pugnant as  well  as  illegal.  Moreover,  it  robs  the  lending  industry 
and  our  economy  of  growth  potential. 
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I  want  to  assure  you  that  the  Board,  the  Federal  Reserve  Board, 
is  committed  to  vigorous  enforcement  of  fair  lending  laws. 

As  Chairman  of  the  Federal  Financial  Institutions  Examination 
Council  [FFIEC],  you  asked  that  my  testimony  focus  on  current  ef- 
forts by  the  member  agencies  to  strengthen  enforcement  of  fair 
lending  laws.  I  am  pleased  to  do  so.  In  addition,  a  representative 
from  each  of  the  other  Examination  Council  agencies  is  here  today 
to  respond  to  specific  questions  about  their  individual  agencies'  fair 
lending  enforcement  programs,  if  that  happens  to  come  up. 

Before  I  describe  the  Examination  Council  efforts,  however,  let 
me  give  you  a  sense  of  some  of  the  actions  of  the  Board  of  Gov- 
ernors which  have  been  taken  to  demonstrate  commitment  to  en- 
forcement of  fair  lending  laws. 

First,  in  consultation  with  the  other  agencies,  we  have  signifi- 
CEintly  enhanced  our  ability  to  use  HMDA  data  in  our  fair  lending 
and  CRA  enforcement  efforts. 

Second,  we  are  working  closely  with  the  Justice  Department  on 
fair  lending  issues.  This  includes  a  recent  referral  of  one  institution 
to  the  Department,  where  evidence  of  credit  discrimination  arising 
from  the  Boston  study  was  discovered.  I  should  note  that  prior  to 
recent  statutory  changes,  only  those  cases  of  credit  discrimination 
where  the  Board  could  not  bring  the  lender  into  compliance  with 
the  law  were  required  to  be  referred  to  the  Justice  Department. 

Third,  we  have  referred  consumer  complaints  about  Fair  Housing 
Act  violations  to  HUD.  Fourth,  we  have  used  our  formal  enforce- 
ment powers  to  compel  compliance  with  fair  lending  laws  by  State 
member  banks.  And  fifth,  we  have  denied  applications  by  financial 
institutions  due  to  their  poor  CRA  record. 

The  Board  has  had  a  consumer  compliance  program  for  a  number 
of  years  which  has  always  placed  high  priority  on  assessing  compli- 
ance with  fair  lending  laws.  We  think  our  program  has  been  good, 
but  we  will  continue  to  work  on  improving  the  effectiveness  of  our 
fair  lending  examinations. 

Recent  developments  have  changed  the  nature  of  the  discussion 
regarding  the  issue  of  credit  discrimination.  The  debate  has  moved 
from  the  discussion  about  whether  unequal  treatment  is  occurring 
to  how  to  strengthen  enforcement  of  fair  lending  laws. 

One  of  these  developments  was  the  study  completed  by  the  Bos- 
ton Federal  Reserve  Bank,  which  has  been  described  to  you  this 
morning.  Another  event  was  a  settlement  between  the  Department 
of  Justice  and  an  Atlanta  savings  and  loan  association  resulting 
from  a  fair  lending  investigation  by  the  Justice  Department.  And 
you  will  hear  more  about  that  in  a  few  minutes. 

In  each  case,  evidence  was  found  of  disparate  treatment  in  mort- 
gage lending  between  minorities  and  whites.  This  evidence  has  in- 
creased our  awareness  and  understanding  of  this  complex  issue 
and  will  provide  a  basis  from  which  the  Federal  Reserve  can  better 
focus  efforts  to  strengthen  the  enforcement  of  fair  lending  laws. 

While  the  Examination  Council  agencies  have  separate  programs 
through  which  they  enforce  fair  lending  laws,  we  all  take  our  en- 
forcement responsibility  seriously.  We've  been  working  to  ensure 
that  our  efforts  are  responsive  to  the  concerns  expressed  by  Con- 
gress and  others.  I  want  to  describe  a  number  of  those  efforts. 
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Following  the  release  of  the  Boston  study,  the  member  agencies 
of  the  Examination  Council  issued  a  joint  statement  which  empha- 
sized the  need  for  new  initiatives  that  will  ensure  fair  lending  prac- 
tices. Accordingly,  the  agencies  encouraged  financial  institutions  to 
intensify  their  fair  lending  education  programs  for  management, 
for  lending  personnel,  as  well  as  for  consumers. 

In  addition,  each  of  the  agencies  has  underway  investigations  of 
those  financial  institutions  they  supervise  which  took  part  in  the 
Boston  study  where  evidence  of  disparate  treatment  was  present. 
The  results  of  the  Boston  study,  the  Board  and  the  other  Examina- 
tion Council  agencies  have  also  made  increased  use  of  the  HMDA 
data. 

Over  the  past  2  years,  the  Federal  Reserve,  in  consultation  with 
the  other  Examination  Council  agencies,  has  developed  and  imple- 
mented a  computer-based  HMDA  data  analysis  system.  The  sys- 
tem, which  uses  both  HMDA  data  and  demographic  information, 
was  designed  to  maximize  the  utility  of  the  HMDA  data  by  allow- 
ing examiners  to  formulate  and  test  specific  hypotheses  regarding 
lenders'  treatment  of  different  groups. 

The  agencies  continue  to  pursue  discussions  with  the  other  Fed- 
eral agencies  with  significant  enforcement  responsibilities  for  fair 
lending  laws.  These  include  the  Department  of  Justice,  HUD,  and 
the  Federal  Trade  Commission. 

One  example  of  coordination  involves  targeted  examinations  of  fi- 
nancial organizations  with  mortgage  lending  records  that  raise  con- 
cerns about  their  compliance  with  fair  lending  laws.  Justice  De- 
partment staff  may,  in  some  instances,  participate  with  examiners 
from  the  Examination  Council  agencies  in  these  reviews.  Another 
example  is  a  memorandum  of  understanding  between  the  agencies 
and  HUD,  calling  for  formal  referral  of  complaints  alleging  fair 
housing  violations  to  each  other  and  coordination  of  investigations 
when  that  is  feasible. 

In  my  view,  the  actions  taken  by  the  agencies  work  to  assure 
equal  treatment  of  minorities  in  credit  markets.  We've  known  for 
some  time  that  certain  segments  of  our  society,  particularly  minor- 
ity consumers  and  minority  small  business  owners,  have  difficulty 
obtaining  credit. 

This  has  had  an  impact  on  the  ability  of  minorities  to  build  busi- 
nesses, own  homes,  accumulate  wealth,  and  generally  participate 
in  our  economy  on  an  equal  footing.  We  also  know  that  this  dif- 
ficulty may  not  be  justified  by  economic  factors  alone. 

Bringing  all  citizens  into  the  economic  mainstream  as  quickly  as 
possible  should  be  the  ultimate  goal  of  efforts  to  strengthen  en- 
forcement of  the  fair  lending  laws. 

I  have  described  for  you  today  the  efforts  that  the  Examination 
Council,  as  well  as  the  Board,  have  made  to  improve  the  enforce- 
ment of  fair  lending  laws.  We  should  not  overlook,  however,  those 
actions  that  lenders  themselves  have  taken  to  help  improve  access 
to  credit.  Many  lenders  have  reviewed  their  operations  and,  as  a 
result,  have  taken  positive  actions  such  as  re-examination  of  credit 
criteria,  second  reviews  of  lending  decisions — that  is,  denials — 
which  affect  minority  applicants,  self-testing,  automatic  coaching 
for  denied  applicants,  and  specialized  consumer  credit  education  on 
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qualifying  for  credit.  These  are  only  a  few  of  the  initiatives  under- 
taken by  the  lenders. 

In  conclusion,  I  thank  you  for  the  opportunity  to  appear  before 
you  today  to  testify  on  this  important  issue.  The  Board  and  the  Ex- 
amination Council  share  your  concerns  about  credit  discrimination 
and  we  will  work  with  the  Congress  and  others  to  address  this  im- 
portant problem.  I  would  be  happy  to  respond  to  any  questions  the 
committee  may  have  at  the  appropriate  time. 

Thank  you,  Madame  Chairman — Chairwoman.  I'm  sorry.  I  al- 
ways bungle  that  one. 

[Laughter.] 

Senator  Moseley-Braun  [presiding].  Thank  you.  We  changed. 

[Laughter.] 

Senator  Moseley-Braun.  I  may  not  look  like  Don  Riegle,  but 
we're  working  on  it. 

[Laughter.] 

Senator  Moseley-Braun.  Mr.  Turner. 

Mr.  LaWare.  He'd  be  flattered. 

[Laughter.] 

STATEMENT  OF  JAMES  TURNER,  ACTING  ASSISTANT  ATTOR- 
NEY GENERAL  FOR  CIVIL  RIGHTS,  DEPARTMENT  OF  JUS- 
TICE, WASHINGTON,  DC 

Mr.  Turner.  Madame  Chair,  I  have  served  in  the  Civil  Rights 
Division  of  the  Justice  Department  since  1965,  and  as  ranking 
Deputy  Assistant  Attorney  General,  I  have  had  the  privilege  to 
serve  during  several  transitions  as  Assistant  Attorney  General. 

But  this  is  the  first  time  that  I've  had  the  privilege  of  appearing 
before  this  committee  and  therefore,  I  want  to  thank  you  and  the 
chairman  for  the  invitation  to  testify  on  this  important  matter 
today. 

The  ability  to  obtain  a  mortgage  is  essential  to  the  fulfillment  of 
the  promise  of  the  Fair  Housing  Act.  That  Act  was  passed  to  per- 
mit all  citizens  to  live  where  they  can  afford  to,  and  thereby,  break 
down  the  segregated  living  patterns  that  too  often  have  blocked  ac- 
cess of  minority  citizens  to  quality  schools  and  jobs,  as  well  as  de- 
sirable housing. 

The  Civil  Rights  Division  of  Justice  began  a  major  investigation 
of  discrimination  in  the  mortgage  lending  industry  in  1989.  Based 
on  a  series  of  articles  published  in  the  Atlanta  Journal-Constitu- 
tion, we  looked  at  mortgage  lending  in  the  Atlanta  area  and  came 
to  focus  on  one  institution,  Decatur  Federal  Savings  and  Loan,  be- 
cause it  was  large,  had  a  poor  record  of  loan  origination  in  black 
neighborhoods  and  rejected  a  high  percentage  of  black  loan  appli- 
cants. I  want  to  emphasize  that  Decatur,  the  organization,  proved 
very  cooperative  as  we  pursued  this  investigation  and  they  deserve 
recognition  for  a  willingness  to  get  to  the  bottom  of  the  loan  prac- 
tices involved  and  to  serve  as  an  example  for  the  lending  industry 
in  general. 

Also,  I  need  to  emphasize  that  we  are  strictly  in  the  law  enforce- 
ment business.  We  investigate  not  to  establish  some  social  science 
theory  or  economic  principle,  but  to  present  proof  of  a  violation  of 
Federal  law  to  a  United  States  court  and  seek  appropriate  relief. 
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Our  investigation  in  the  Decatur  case  broke  down  into  two  parts. 
First,  we  learned  that  Decatur,  during  its  65-year  history  in  the  At- 
lanta area,  had  chosen  to  serve  the  white  community  wnile  exclud- 
ing the  black  community.  All  but  one  of  its  43  branches  had  been 
opened  in  predominantly  white  areas,  and  that  one  exception 
closed  after  3  years.  It  defined  its  territory  for  purposes  of  the 
Community  Reinvestment  Act,  which  has  been  so  important  to  this 
committee,  to  exclude  over  76  percent  of  the  black  population  of 
Fulton  County,  where  this  organization  operated.  Its  account  ex- 
ecutives, we  found,  almost  all  of  whom  were  white,  did  little  busi- 
ness with  black  builders  or  agents,  and  its  advertising  was  con- 
centrated in  the  white  community. 

Accordingly,  we  concluded,  and  it  should  surprise  no  one,  that 
there,  proportionally  speaking,  were  a  relatively  small  number  of 
black  homebuyers  who  filed  applications  for  loans  with  Decatur. 

In  the  second  part  of  our  investigation,  we  examined  the  treat- 
ment afforded  those  blacks  who  did  apply  for  loans  to  Decatur  for 
financing.  We  found  that  the  only  meaningful  way  to  do  this — and 
we  have  a  tradition  in  the  Civil  Rights  Division,  we  do  whatever 
is  necessary:  we  approach  it  the  old-fashioned  wav  and  do  some 
hard  work — was  to  copy  and  examine  thousands  oi  loan  files  that 
this  organization  had  compiled  and  to  identify  the  variables  that 
best  predicted  the  success  of  an  applicant. 

We  did  a  multiple  regression  analysis  with  expert  assistance  that 
showed  that  the  race  of  the  applicant  was  a  significant  factor  in 
whether  or  not  an  applicant  received  a  loan.  Interestingly,  we 
found  that  there  were  objective  reasons  for  denying  financing  in 
just  about  every  loan  file.  But  white  applicants  under  such  cir- 
cumstances were  frequently  counseled  on  how  to  correct  defi- 
ciencies in  their  applications,  while  black  applicants  were  simply 
rejected. 

We  were  able  to  negotiate  a  consent  decree  after  this  investiga- 
tion that  brought  significant  relief  to  victims  of  discrimination, 
which  we  identified  as  black  applicants  who  would  have  met  the 
lending  standard  established  by  the  files,  by  the  records,  for  white 
applicants.  And  we  put  in  place,  with  the  assistance  of  the  Decatur 
leadership,  procedures  that  are  required  by  court  order  now  that 
we  hope  will  prevent  future  discrimination. 

Our  findings  in  Decatur  were  corroborated  over  a  much  larger 
and  different  geographic  area  by  the  study  you've  heard  about  con- 
ducted by  the  Federal  Reserve  in  Boston.  That  study  suggested 
that  the  problems  we  identified  in  Decatur,  in  one  single  institution 
in  the  South,  are  not  limited  to  that  institution  or  that  region  of 
the  country. 

Our  concerns  led  us  to  call  a  meeting  in  November  1991,  of  all 
the  agencies  that  regulate  lending  institutions  to  explore  ways  to 
coordinate  and  enhance  our  efforts  in  combatting  lending  discrimi- 
nation. We  have  met  on  several  occasions  since. 

In  June  1992,  we  proposed  to  the  agencies  that  they  join  us  in 
joint  investigations  of  targeted  lending  institutions.  We  continue  to 
discuss  this  suggestion  and  have  exchanged  a  good  bit  of  cor- 
respondence on  the  subject,  but  have  yet  to  reach  a  complete  agree- 
ment on  how  we  should  proceed.  We  are  convinced,  Madame  Chair, 
that  in  many  instances,  investigations  of  the  type  that  we  under- 
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took  in  Atlanta  will  be  the  only  way  to  root  out  discrimination. 
Like  most  investigations,  establishing  a  pattern  or  practice  of  dis- 
crimination involves  an  expensive  and  time-consuming  process,  one 
that  we  believe  can  best  be  accomplished  by  joint  application  of  the 
expertise  of  the  regulating  agencies  and  the  experience  and  en- 
forcement of  the  Department  of  Justice. 

We  will  continue  to  work  with  the  agencies  toward  that  end  be- 
cause I  think  if  we  file  a  number  of  these  suits,  there  is  a  spill- 
over deterrent  effect.  I  think  that  all  of  the  lending  institutions  in 
Atlanta  profited  from  the  experience  of  Decatur  in  going  through 
this  process. 

In  closing,  let  me  say  that  the  Civil  Rights  Division  has  under- 
taken a  major  enforcement  effort  to  identify  and  eliminate  discrimi- 
nation in  mortgage  lending.  We  have  every  reason  to  believe  that 
the  incoming  political  leadership  in  our  Department  will  continue 
this  commitment,  in  what  I  hope  will  be  a  cooperative  effort  with 
the  regulatory  agencies.  We  will  continue  our  commitment  to  seek 
the  day  when  race  will  no  longer  be  a  factor  in  these  mortgage 
lending  decisions. 

Senator  Moseley-Braun.  Thank  you,  Mr.  Turner. 

Senator  Sarbanes. 

Senator  Sarbanes.  Thank  you  very  much. 

Gentlemen,  the  first  question  I  want  to  put  to  you  is  that,  clear- 
ly, these  practices  are  taking  place.  Does  anyone  contest  that  state- 
ment? 

[No  response.! 

Senator  Sarbanes.  Well,  why  aren't  we  doing  more  to  try  to  get 
at  them?  What's  the  problem? 

Mr.  Syron.  Senator,  I  think  that's  a  good  question.  I  think  until 
relatively  recently  a  lot  of  people  didn't  fully  understand  the  degree 
to  which  there  was  discrimination  in  the  mortgage  generating  proc- 
ess and  the  degree  of  imperfection,  if  you  can  call  it  that,  in  most 
mortgate  applicants. 

Looking  at  applications  on  an  individual  file  basis  will  not  illu- 
minate trends,  so  it  is  useful  to  look  at  it  in  a  much  broader  way. 
I  think  this  is  one  reason  why  we  haven't  turned  these  things  up 
in  the  past,  although  I'm  not  saying  that's  a  good  reason. 

Mr.  LaWare.  Also,  Senator,  I  think  it's  fair  to  say,  and  I  hope 
nobody  would  violently  disagree  with  this,  but  I  think  it's  fair  to 
say  that  the  evidence  that  we  have  of  discrimination  does  not  indi- 
cate an  intentional  policy  of  discrimination  on  the  part  of  these 
banks.  But  the  discriminatory  result  is  the  result  of  the  failure  of 
certain  processes  to  be  carried  out  completely.  Now,  it  has  been 

Senator  Sarbanes.  Would  you  say  Decatur  had  a  specific  intent 
to  discriminate? 

Mr.  LaWare.  I  think  Mr.  Turner  would  have  to  answer  that. 

Senator  Sarbanes.  But  I  mean,  in  your  view.  When  you  say  you 
don't  find — I'm  curious  as  to  whether  you  regard  the  Decatur  case, 
where  that  falls  in  your  perception. 

Mr.  LaWare.  If  you  adopt,  in  a  community  like  Atlanta,  if  you 
adopt  a  geographic  strategy  which  places  your  branches  and  your 
operations  only  in  white,  upper-income  neighborhoods,  then  there's 
an  implication  of  discrimination.  But  a  lot  of  banks  make  a  delib- 
erate strategic  decision  to  focus  on  a  certain  market  segment. 
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Now,  to  the  extent  that  that  is  a  segment  which  implies  discrimi- 
nation on  the  basis  of  race  or  color,  then  I  think,  yes,  that  is  dis- 
criminatory. But  many  banks  who  have  adopted  those  kinds  of 
strategies  in  the  past  were  not  doing  it  consciously  to  be  racially 
discriminatory,  but,  rather,  because  that  was  the  market  segment 
that  they  chose  to  serve. 

The  large  trust  companies,  for  example,  obviously  target  people 
with  wealth.  That  doesn't  mean  that  they  are  intending  to  discrimi- 
nate against  people  on  the  basis  of  color  or  where  they  live.  Yes, 
I  think  that 

Senator  Sarbanes.  Now  do  you  think  that  under  the  Community 
Reinvestment  Act,  a  financial  institution  can  legitimately  do  that 
kind  of  targeting? 

Mr.  La  Ware.  I  think  the  full  testimony  of  Mr.  Turner  has  out- 
lined the  fact  that  they  had  drawn  the  lines  of  the  community  as 
they  defined  it,  in  pursuit  of  compliance  with  the  CRA  Act  to  ex- 
clude those  portions  of  the  city  that  had  a  high  percentage  of  black 
population  or  the  low-income  areas.  That  was  an  accepted  practice 
for  a  while  and  that's  now  being  changed  as  we  redefine  commu- 
nities and  put  the  emphasis  on  servicing  the  credit  needs  of  the 
whole  community.  We  are  vigorously  going  after  that  kind  of  an  at- 
titude on  the  part  of  banks,  whatever  kind  of  community  they  may 
be  in. 

Senator  Sarbanes.  Is  it  your  view  that  the  Fair  Housing  Act  re- 
quires that  you  show  an  intent  to  discriminate? 

Mr.  La  Ware.  No.  My  reading  of  that,  or  the  analysis  of  it  that 
we  have  is  that  discrimination,  whether  intended  or  not,  is  illegal. 

Senator  Sarbanes.  That's  right.  That's  my  understanding  as 
well.  So  I'm  not  quite  clear  why  the  intent  issue  is  relevant  to  the 
discussion. 

Mr.  La  Ware.  Let  me  just  take  an  example.  The  issue  of  coaching 
we  have  determined  to  be  a  very  significant  part  of  the  disparate 
result  in  terms  of  approvals  and  denials.  The  fact  of  the  matter  is 
that  it  is  more  likely  that  white  applicants  have  been  coached  as 
to  how  to  make  their  application  conform  with  the  requirements  for 
approval  than  have  minority  applicants.  Now  whether  that  is 
intentional 

Senator  Sarbanes.  Coached  by  whom? 

Mr.  La  Ware.  By  the  lending  officers  in  the  banks.  The  scenario 
is  like  this.  The  applicant  comes  in.  The  lending  officer  says,  I'm 
sorry,  we  can't  approve  your  application.  If  the  applicant  gets  up 
and  says,  well,  thank  you  for  your  time,  and  leaves,  then  nothing 
further  is  done. 

If  the  applicant  says,  hey,  wait  a  minute.  I  don't  understand  why 
you're  turning  me  down.  Is  there  any  way  I  can  fix  this  application 
to  be  qualified?  And  the  lending  officer  then  says,  well,  if  your  debt 
load  was  lower  or  if  your  income-to-debt-service  ratio  was  different, 
then  we  could  approve  it.  So  the  fellow  may  go  out,  change  things 
around,  pay  off  his  credit  card  outstandings  or  something  like  that 
and  come  back  in  and  say,  how  about  it  now?  And  he  gets  ap- 
proved. 

Now,  many  banks  who  were  equally  shocked  with  the  results  of 
this  HMDA  data  when  they  saw  it,  and  what  many  of  them  are 
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doing  is  making  coaching  mandatory  at  the  time  when  the  denial 
is  given  to  the  apphcant. 

I  think  that's  going  to  help  in  this  area.  Whether  or  not  the  lack 
of  coaching  before  was  deliberate  or  not,  the  fact  of  the  matter  is 
that  if  it  is  done,  there  is  an  appreciable  influence  on  those  ratios. 
I  think  that  that  will  begin  to  show  up. 

Another  area  is  whether  or  not  people  are  encouraged  at  the  time 
that  they  first  come  in  for  the  first  interview,  the  first  screening, 
whether  they  are  encouraged  to  go  forward  with  their  application 
or  whether  they're  discouraged. 

And  banks,  to  correct  that  situation,  are  now  shopping  their  own 
institutions.  That  is,  they  are  doing  some  internal  testing,  having 
people  come  in  with  equal  financial  characteristics  and  say,  "I'd 
like  to  apply  for  a  mortgage  loan." 

If  in  fact  the  minority  person  is  being  discouraged  at  that  point, 
then  they  know  that  they've  got  a  problem  on  their  hands,  that 
somebody  is  not  playing  it  fair. 

So  this  kind  of  voluntary  testing  program  I  think  will  also  help 
to  identify  some  of  the  problems  early  on  before  we  even  get  to  the 
approval  or  denial  ratio. 

Senator  Sarbanes.  Does  the  Fed  do  testing? 

Mr.  LaWare.  No. 

Senator  Sarbanes.  Why  not? 

Mr.  LaWare.  In  order  to  do  it  properly  and  accurately,  it  would 
take  about  $150,000  for  each  testing  example.  And  the  results,  the 
statisticians  tell  us,  are  highly  unreliable  in  terms  of  really  deter- 
mining that  discrimination  is  going  on.  And  so  we  have 

Senator  Sarbanes.  What  do  you  think  the  response  would  be  in 
the  industry  if  they  knew  that  the  Fed  might  be  testing? 

Mr.  LaWare.  Well,  let  me  answer  that  in  a  little  different  way. 
I  think  the  response  in  the  industry  now,  because  they  have  been 
alarmed  by  these  data,  is  already  a  very  positive  force.  I'm  not  sure 
that  it  would  be  significantly  different  if  we  started  a  testing  pro- 
gram. That's  my  opinion. 

Senator  Sarbanes.  I  see  my  time  is  up,  but  that's  obviously  a 
matter  we  ought  to  explore. 

I'm  becoming  increasingly  concerned  that  this  is  a  kind  of  report- 
ing exercise.  In  other  words — and  even  there,  I  think  we've  been 
somewhat  deficient.  But  the  focus  tends  to  be  on,  well,  let's  en- 
hance the  reporting  exercise.  And  meanwhile,  the  practices  go  on 
and  opportunities — I  don't  think  you  need  many  instances  like  De- 
catur and  others  before  the  message  starts  getting  through  that 
someone  better  get  busy  and  start  doing  something  about  these 
things.  Would  you  agree  with  that? 

Mr.  LaWare.  The  regulatory  agencies  are  currently  reviewing  a 
list  of  approximately  200  banks  that  the  Justice  Department  has 
identified  from  the  HMDA  data  as  being  suspicious  situations.  We 
are  looking  at  those  200  situations,  each  of  us  for  the  banks  that 
are  under  our  supervision,  to  try  to  confirm  some  targets  for  a 
more  intensive  joint  effort  between  the  Department  and  the  regu- 
latory agencies  to  go  in  and  do  this  more  complete  preliminary 
analysis. 

If  at  that  point  it  is  discovered  that  there  is  reason  to  believe 
that  there's  discrimination  going  on  there,  using  the  Justice  De- 
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partment  standards,  then  we  will  go  forward  with  a  more  intensive 
analysis  so  that  we  can  either  confirm  or  deny  that  discrimination 
is  taking  place,  get  compliance  ft-om  the  bank,  and  try  to  take  care 
of  the  victim. 

Senator  Sarbanes.  What's  the  strongest  regulatory  action  the 
Fed  has  taken  against  an  institution  for  discriminating  on  the 
basis  of  race? 

Mr.  LaWare.  We  have  a  variety  of  things  available  to  us.  We  can 
deny  applications 

Senator  Sarbanes.  No. 

The  Chairman.  No,  no.  The  question  is  what  have  you  done. 

Senator  SARBANES.  I  don't  want  to  know  what's  available.  Ex- 
actly. I  don't  want  to  know  what's  available  to  you.  I  want  to  know 
what  have  you  done. 

Mr.  LaWare.  We  have  had  formal  agreements  that  have  to  be 
agreed  to  by  the  board  of  directors  of  the  bank.  We  have  cease  and 
desist  orders. 

Senator  Sarbanes.  How  many  of  those  have  there  been? 

Mr.  LaWare.  I  don't  know  that  I  have  those  figures  right  in  fi-ont 
of  me,  but  give  me  a  moment  to  look  and  see. 

[Pause.] 

Mr.  LaWare.  At  the  end  of  1992,  the  Board  had  11  formal  ac- 
tions that  contained  provisions  related  to  enforcement  of  consumer 
protection  laws. 

Senator  Sarbanes.  When  you  say  consumer  protection,  you  mean 
more  broadly  than  racial  discrimination. 

Mr.  LaWare.  Yes.  Just  let  me  finish. 

Senator  Sarbanes,  Sorry. 

Mr.  LaWare.  Seven  written  agreements  and  four  cease-and-de- 
sist orders.  In  addition,  while  these  were  not  outstanding  at  the 
end  of  1992,  there  have  been  civil  money  penalties  assessed  in  the 
past  2  years  that  have  been  included  in  the  following  figures. 

Five  of  the  formal  actions  mentioned  above  contain  provisions  re- 
lating to  credit  discrimination,  5  of  the  11. 

Senator  Sarbanes.  And  what  kind  of  formal  action  are  we  talk- 
ing about? 

Mr.  LaWare.  In  those  specific  discrimination  cases? 

Senator  Sarbanes.  Yes. 

Mr.  LaWare.  I  don't  have  that  in  fi-ont  of  me,  but  I  would  be 
glad  to  supply 

The  Chairman.  Would  the  staff  that's  here  with  you  know  that? 

Mr.  Garwood.  I'm  GriflF  Garwood.  I  have  responsibility  for  the 
Board's  Division  of  Consumer  and  Community  Affairs.  There  have 
been  these  very  few  actions  and  I  think  it's  fair  to  say  that  most 
have  involved  marital  status,  age,  and  not  race.  The  one  instance 
involving  race  related  to  installment  lending,  as  a  matter  of  fact, 
not  mortgage  lending,  which  is  the  subject  of  this  discussion. 

So  I  think  the  sum  and  substance  of  the  answer  is  that  there 
have  been  very  few  formal  actions,  particularly  in  light  of  the  kind 
of  statistics  we've  heard.  One  of  the  reasons  is  what  President 
Syron  talked  about.  That  is  the  fact  that  if  you  look  at  any  given 
loan,  you  will  find  reasons  for  denial  and  it  will  make  sense. 

We  now  know  from  these  studies  that  that  is  a  misleading  indi- 
cator of  what's  going  on.  And  a  number  of  actions  are  being  under- 
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taken  both  by  the  agencies  individually  and  by  the  FFIEC  to  im- 
prove our  procedures,  and  I  think  that's  a  question  that  should  be 
asked  not  only  today,  but  a  year  from  now  and  2  years  from  now, 
to  benefit  fi'om  some  of  these  improvements. 

Senator  Sarbanes.  I  think  it  will  be  asked  because  I  think 
Chairman  Riegle  has  started  a  process  here  that  I  know  he's  going 
to  carry  through,  and  the  members  of  this  committee  are  going  to 
want  to  carry  it  through. 

The  Chairman.  Could  we  just  have  you  identify  yourself  by  name 
and  position  for  the  record? 

Mr.  Garwood.  Yes.  I'm  Griffith  Garwood.  I'm  Director  of  the 
Board's  Division  of  Consumer  and  Community  Affairs. 

The  Chairman.  Thank  you. 

Senator  Sarbanes.  Grovernor  LaWare,  are  you  familiar  with  this 
report  on  the  status  of  the  Community  Reinvestment  Act  that  was 
issued  just  recently  by  the  committee  about  a  month  ago,  by  Sen- 
ator Cranston? 

Mr.  LaWare.  I  have  not  read  it,  sir,  but  I 

Senator  Sarbanes.  Are  you  familiar  with  it,  Mr.  Turner? 

Mr.  Turner.  Not  intimately,  no.  Senator. 

Senator  Sarbanes.  Mr.  Chairman,  I've  trespassed  on  my  col- 
leagues' time,  but  I  must  say,  if  there's  anything  that  comes 
through  here  rather  clearly,  it's  that  these  regulators  that  we're  de- 
pending on  are  very  much  behind  the  curve,  it  seems  to  me,  on  this 
issue.  I  don't  say  that  in  any — well,  I  do  say  it  in  a  critical  way, 
I  must  say. 

But,  you  know,  it's  clear  we've  got  a  problem.  A  few  well-sent 
messages  in  terms  of  enforcement  by  the  regulators,  it  seems  to 
me,  are  going  to  send  a  very  important  message  through  the  indus- 
try. And  then  you're  really  going  to  start  getting  some  voluntary 
compliance.  Would  you  agree  with  that,  Mr.  Turner? 

Mr.  Turner.  Absolutely.  That  was  the  thrust,  I  hope,  of  my  re- 
marks, was  that  these  pattern  and  practice  lawsuits  that  the  De- 
partment of  Justice  has  brought  are  very  expensive  and  time  con- 
suming, but  they  have  ripples  far  beyond  the  institution  that's  in- 
volved. I  think  we've  done  a  lot  for  Atlanta  by  suing  one  bank  in 
Atlanta. 

Senator  Sarbanes.  That's  right.  But  to  reach  your  point,  you're 
pretty  far  down  the  line  at  that  point.  I  think  the  regulators  come 
in  much  earlier.  They  can  be  sending  constant,  almost  daily  mes- 
sages about  this  issue  and  people  can  start  paying  attention,  which 
I  think  is  desperately  needed. 

Thank  you  very  much. 

The  Chairman.  Well,  thank  you.  Senator  Sarbanes. 

I'm  struck  by  the  fact  that,  of  the  enforcement  actions  that 
Chairman  LaWare  spoke  about,  when  you  get  down  into  the  guts 
of  what  was  going  on,  as  Mr.  Garwood  pointed  out,  they  really  were 
not  aimed  in  any  significant  number  to  the  racial  discrimination 
issue.  They  were  aimed  essentially  at  other  issues — marital  dis- 
crimination. 

I  think  what  it  says  is  that,  you  know,  we're  sort  of  blind  in  one 
eye.  We  haven't  been  able  to  see  this  problem.  And  there's  really 
no  excuse  for  that  because  the  problem  is  out  there.  I  think  it's 
very  hard  for  citizens  across  the  country  who  are  facing  this  dis- 
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crimination  to  feel  very  good  about  the  way  the  country  works  as 
it  relates  to  them. 

I  know  that,  Mr.  LaWare,  you're  a  man  of  goodwill  and  decency. 
I've  known  that  for  a  long  time  and  have  seen  you  here  and  so 
forth.  But  I  think  if  you  were  to  imagine  yourself  as  a  black  citizen 
in  this  country  who  might  have  been  denied  credit  for  yourself  and 
your  family,  I  think  you'd  feel  a  great  anger  about  it.  I  know  I 
would.  And  I  do,  about  the  fact  that  others  have  gone  through  that. 
I  don't  know  how  we  get  the  level  of  concern  and  intensity  up  to 
the  point  where  we  really  address  this  problem  with  some  force. 

Franklv,  it's  a  piddling  number  of  cases,  and  essentially,  they've 
missed  tne  racial  discrimination  aspect,  except  in  very  minor  de- 
grees. Having  said  that,  I  appreciate  what  the  Boston  Fed  has 
done.  I  think  you've  performed  a  valuable  service.  But  now  that 
you  have,  I  think  it's  the  responsibility  of  the  Federal  Reserve 
Board  as  a  whole  to  take  what  you  have  found  and  really  get  mov- 
ing. 

I  think  you  ought  to  be  using  testers.  They're  doing  it  over  in  the 
Department  of  Housing  and  Urban  Development  because  they 
think  it's  important  to  carry  out  the  mandates  of  the  law. 

I  don't  think  you  can  in  effect  say,  well,  look,  we're  doing  a  fine 
job  over  in  one  area  canying  out  the  law,  but  we  just  are  having 
a  hard  time  carrying  out  the  other  part  and  it's  expensive  to  have 
testers  or  it's  just  hard  for  us  to  do  it. 

If  that's  what  comes  through  as  a  policy,  I  don't  think  that's  an 
adequate  policy.  I  think  more  is  needed  than  that  because  we're 
talking  about  a  real-time  problem.  We're  talking  about  people  who 
are  applying  for  mortgage  credit  today,  this  very  day,  and  who  may 
be  turned  down  simply  because  they're  a  minority  person.  And  that 
somebody  with  the  exact  same,  or  comparable  credit  history,  ac- 
cording to  the  refinements  of  the  study  that  you've  done,  who  is  not 
a  minority  person  will  get  the  mortgage  loan. 

The  minority  person  will  not  get  it.  And  if  they  don't  get  it  today, 
then  their  life  is  affected  today.  Their  community  is  affected  today. 
Now  how  do  we  get  this  sort  of  up  the  priority  ladder  in  a  way  so 
that  we're  getting  a  more  aggpressive  approach  to  the  problem? 

Mr.  LaWare.  Senator,  if  I  thought  that  testing  was  the  answer 
to  confirming  or  denying  the  existence  of  discrimination  in  the 
banks,  we'd  be  doing  testing.  But  in  all  of  the  analysis  that  we've 
done,  and  we've  done  extensive  analysis  of  the  testing  techniques 
and  how  they  can  be  applied  to  the  banking  situation,  we  don't  get 
confirmation  that  that's  really  going  to  help  us  to  get  the  evidence 
necessary  to  make  referrals  to  the  Justice  Department  or  to  impose 
these  sanctions  against  the  banks  that  are  within  our  administra- 
tive power. 

The  Chairman.  Now  you  were  talking  earlier  about  the  signal 
that's  gone  out.  Mr.  Turner  was  talking  about  the  signal  that  went 
out  by  pursuing  one  case. 

I  think  the  Fed  has  tremendous  ability  to  send  signals.  And  you 
can  send  a  passive,  weak  sort  of  signal,  or  you  can  send  a  very 
strong  signal.  And  I  think  if  a  signal  is  sent  that  steps  are  going 
to  be  taken — testing  is  one  alternative.  I  don't  say  that  solves  the 
whole  problem,  although  I  think  there's  some  burden  on  the  Fed 
here  when  other  agencies  of  (lovemment  are  using  it  and  finding 
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it  useful  and  you've  got  a  problem  that  you're  having  a  hard  time 
solving  and  that's  one  tool  and  you  don't  think  it's  going  to  work 
very  effectively. 

I  think,  then,  there's  a  burden  on  you  to  come  up  with  tools  that 
you  think  will  work  in  an  accelerated  way,  and  much  faster  than 
you've  managed  to  do  at  the  present  time.  I  think  probably  when 
you  find  instances  where  this  happens,  the  penalties  that  are  ap- 
plied probably  also  send  a  pretty  strong  signal. 

You  talked  about  the  money  penalties  in  a  couple  of  cases,  al- 
though those  were  not  principally  mortgage  discrimination  cases. 
How  much  were  those  money  penalties? 

Mr.  Garwood.  We  have  not  assessed  civil  money  penalties  in 
those  cases  you  talked  about.  In  those  institutions,  the  people  who 
were  turned  down  were  notified  that  they  could  reapply.  They 
could  reapply  on  the  terms  that  they  had  first  sought,  and  that  was 
the  kind  of  corrective  action  we  sought  in  those  cases,  although  we 
do  have  the  authority,  which  I  believe  is  subsequent  to  many  of 
those  cases,  impose  civil  money  penalties,  and  certainly,  that  will 
be  considered  as  part  of  this  inquiry  as  to  what  we'll  do. 

The  Chairman.  So,  in  effect,  what  the  remedy  was  was  to  try  to 
take  the  person  who  had  been  unfairly  discriminated  against,  and 
say  to  the  lending  institution,  you  ought  to  take  another  look  here, 
with  a  little  moral  persuasion  behind  it,  and  they  went  ahead  and 
made  a  loan  that  they  should  have  made  in  the  first  place.  And 
presumably,"  it  was  a  profitable  loan.  That  seems  to  me  to  have 
been  a  help  to  the  institution,  and  presumably,  a  help  to  the  person 
discriminated  against. 

But  it  seems  to  me  that  if  you've  got  a  pattern  of  this  happening, 
you've  got  to  use  stronger  medicine  than  that.  I  don't  see  how  that 
is  a  very  powerful  remedy.  That's  a  one-by-one  remedy. 

Mr.  Syron.  Senator? 

The  Chairman.  Why  don't  you  go  ahead?  Mr.  Turner,  you  want- 
ed to  go,  and  then  Mr.  Syron.  And  then  I'll  yield. 

Mr.  Turner.  Mr.  Chairman,  could  I  just  take  a  second  to  give 
you  my  Department's  view  on  this  testing  thing,  because  we  do 
have  a  testing  program  and  we  worked  with  HUD  in  designing 
their  testing  program? 

Testing  is  a  way  to — we  use  it  for  rentals  and  sales,  to  determine 
whether  there  is  discrimination  in  the  actual  contact  on  a  rental 
or  a  sale.  There  are  several  different  aspects  to  the  credit  discrimi- 
nation problem  revolving  around  mortgages.  One  is  the  individual 
level,  where  minorities  are  screened  out  at  the  door,  and  I  spoke 
a  little  bit  about  that  in  my  testimony,  where  they  were  not  the 
targets  of  the  business.  Therefore,  they  didn't  get  in.  And  if  your 
idea  is  that  they're  screened  out  from  applying,  then  you  could  use 
testing  to  verify  that  kind  of  a  thesis. 

When  you  get  down  to  the  HMDA  data  and  whether  they  show 
that  a  particular  institution  has  a  pattern  or  practice  such  that  its 
whole  institutional  life  has  turned  into  a  discrimination  pattern, 
then  you  have  to  go  deeper.  And  it  seems  to  me  you  can't  do  that 
with  testing.  You  can't  manufacture  couples  that  have  two  kids  and 
Social  Security  numbers  and  all  that  stuff.  You  just  can't  turn  it 
into  that  kind  of  a  drama. 
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But  the  testing  that  is  helpful — and  what  I  think  HUD  is  doing — 
is  individual  case  testing  where  you're  looking  at  the  intake  of  the 
institution  to  see  if  they're  screening  out  minorities  illegally. 

The  Chairman.  Just  one  other  thing,  Mr.  LaWare.  As  best  you 
can  judge  professionally,  when  do  you  think  you  could  certify  to 
this  committee  that  this  problem,  for  all  practical  purposes,  will 
have  been  corrected  in  the  banking  system,  at  least  the  part  of  the 
banking  system  that's  under  the  jurisdiction  of  the  Fed? 

Mr.  LaWare.  I  think  it  would  be  almost  impossible  to  certify  that 
100  percent  elimination  had  ever  taken  place. 

The  Chairman.  How  about  75  percent? 

Mr.  LaWare.  Well,  I  don't  know.  We  could  argue  all  day  long. 

The  Chairman.  My  point  is  I'm  not  asking  for  perfection.  But 
where  you  are  today  is  so  far  from  perfection,  that  I  think  we've 
got  to  nave  a  commitment  that  this  problem  is  going  to  be  ad- 
dressed so  that  these  instances  of  racial  discrimination  in  lending 
become  very  isolated  cases,  very  rare  events.  They  are  not  now. 
They  are  very  common  events  now. 

Mr.  LaWare.  We're  talking  here  about  changing  institutional 
and  individual  behavior  patterns.  You  don't  do  that  by  the  stroke 
of  a  pen  overnight.  It  takes  training.  It  takes  institutional  accept- 
ance of  the  principles.  And  we're  working  on  it.  Some  of  the  things 
I  outlined 

The  Chairman.  Doesn't  it  take  enforcement  of  the  law? 

Mr.  LaWare.  Yes,  it  does. 

The  Chairman.  Don't  you  have  something  to  do  with  that? 

Mr.  LaWare.  It  takes  more,  however,  tnan  enforcement  of  the 
law.  It  takes 

The  Chairman.  Well,  won't  that  help  change  behavior  patterns? 

Mr.  LaWare.  Yes,  sir,  it  certainly  will.  And  now  we  think  we 
have  the  necessary  tools  to  be  able  to  identify  the  violations  of  the 
law. 

I  testified  here  2  years  ago  when  Senator  Dixon  was  the  chair- 
man of  the  subcommittee.  I  said  that  we  were  looking  forward  to 
have  the  HMDA  data  because  it  would  ^ve  us  a  better  way  to 
trace  the  outliers,  the  people  who  were  obviously  engaging. 

The  Chairman.  Right. 

Mr.  LaWare.  And  that  is  proving  to  be  true. 

The  Chairman.  So  the  Justice  Department,  in  all  likelihood, 
then,  could  be  expecting  more  traffic. 

Mr.  LaWare.  Yes.  We  made  a  referral  recently  to  the  Justice  De- 
partment. 

The  Chairman.  A  referral? 

Mr.  LaWare.  A  referral.  I  would  expect  that  there  would  be  more 
of  them  as  we  go  forward  using  these  new  techniques  where  we're 
applying  the  HMDA  data  to  the  individual  institution.  But  it's  a 
complex  problem. 

The  Chairman.  I  understand  it's  a  complex  problem.  That's  why 
we  hire  very  talented  people  like  you  and  your  colleagues  to  do 
these  jobs,  to  figure  out  answers  to  complex  problems. 

We're  talking  about  people  at  the  other  end  of  the  credit  stream 
whose  lives  are  being  hurt  this  minute.  It's  very  frustrating  to  have 
people  in  charge,  who  have  enforcement  mechanisms  and  have  reg- 
ulatory oversight  and  great  power  to  see  that  these  laws  are  being 
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obeyed,  to  say,  it's  a  very  tough  problem.  We're  working  on  it.  It's 
been  out  there  for  a  long  time.  We  haven't  made  a  lot  of  progress. 
We're  changing  our  methods,  and  so  forth  and  so  on.  But  you've  got 
a  real  time  problem  occurring  each  day  out  there  in  the  lending 
community. 

And  so,  I  think  there's  an  affirmative  obligation  to  bring  a  rem- 
edy to  bear  much  faster.  There's  probably  several  parts  to  that 
strategy.  One  is  moral  leadership.  One  is  talking  about  it.  One  is 
meetings,  by  yourself  and  other  Fed  members  with  bankers  around 
the  country.  One  is  tough  enforcement  actions. 

I  think  the  message  does  spread  quickly.  If  people  learn  from  Fed 
actions  that  these  are  very  serious  infractions  and  that  there  are 
serious  penalties  involved  that  are  going  to  happen,  that  will 
change  the  internal  culture  faster  than  anj1;hing  else. 

Mr.  La  Ware.  Senator,  we  also  feel  we  have  an  affirmative  obliga- 
tion to  be  equitable  in  the  way  we  administer  these  sanctions  and 
we  must  be  able  to  prove  our  case. 

Senator  Sarbanes.  Mr.  La  Ware,  there's  no  contradiction  between 
being  fair  and  equitable  and  being  vigorous  and  forthcoming  in  the 
application  of  the  law  and  its  enforcement.  There's  no  contradiction 
between  those  two  things.  Any  sort  of  regulator  worth  their  salt 
does  both  of  those  things. 

Now  the  problem  here  is  obviously,  we  perceive  this  as  having 
some  dimensions  of  a  crisis  to  it.  We  see  people  are  being  denied 
credit.  They  ought  not  to  be  denied  credit.  It's  grossly  unfair  to 
them.  It  has  impacts  in  the  community  in  terms  of  the  community 
development.  And  then  what  we  get  is  a  kind  of,  well,  yes,  we're 
now  getting  the  figures.  Things  look  like  maybe  there's  sort  of  a 
problem.  We're  trying  to  get  at  this  thing. 

We're  really  seeking  an  action  program  out  of  the  regulators  to 
try  to  deal  with  this  thing,  and  to  deal  with  it  in  an  energized  way, 
in  order  to  turn  this  thing  around.  We've  long  passed,  I  would  hope 
in  this  country,  beyond  the  point  where  you  could  sort  of  tolerate 
those  attitudes  or  those  sort  of  things  just  kind  of  happened,  and 
if  you  got  a  really  grossly  egregious  case  affecting  some  individual, 
why,  you  tried  to  turn  it  around. 

We  can't  go  on  doing  business  that  way.  I  agree  with  the  Chair- 
man. The  burden  is— you're  the  chairman  of  this  committee,  but 
the  burden  is  on  you  and  the  members  of  that  committee  and  oth- 
ers to  try  to  move  this  thing. 

I  very  sharply  take  issue  with  the  assertion  that  you  can't  be  vig- 
orous and  forthcoming  in  the  enforcement  and  at  the  same  time, 
be  fair  and  equitable  to  the  parties  that  are  involved. 

Mr.  LaWare.  I  didn't  say  that,  and  I  assure  you,  we  accept  re- 
sponsibility to  do  what  you're  saying. 

The  Chairman.  Senator  Moseley-Braun. 

Senator  Moseley-Braun.  Mr.  LaWare,  and  to  the  members  of 
the  panel,  I'll  share  a  story  with  you. 

When  I  was  in  high  school,  a  young  lady  got  pregnant  and  she 
thought  that  she  got  pregnant  from  swimming  in  the  school  swim- 
ming pool  during  gym.  It  took  some  counselors  to  explain  to  her 
that  that  was  not  how  you  got  pregnant.  The  water  didn't  just  bloat 
you  up  and  make  it  look  like  that. 
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Quite  frankly,  this  situation  is,  in  my  mind,  close  to  analogous 
to  that  situation.  We've  got  a  lot  of  people  out  there  being  discrimi- 
nated against.  A  study  that  shows  a  60-percent  difference  and 
banks  doing  the  discriminating.  Lending  institutions  discriminat- 
ing. It's  no  secret  to  anybody.  And  for  you  to  sit  there  now  and  for 
this  testimony  to  say,  well,  we  don't  now  how  this  happened,  is 
nothing  short  of  stunning  to  me.  It's  clearly  unacceptable  and  I 
think  that's  been  the  import  of  the  Chairman  and  Senator  Sar- 
banes'  reaction,  that  this  is  not  only  unacceptable,  but  this  kind  of 
ignorance  coming  out  of  our  regulatory  agencies  is  just  not  to  be 
tolerated.  It  is  outrageous. 

I'm  looking  at  some  of  the  information  that  was  provided  and  lis- 
tening to  your  testimony  very  closely,  sir.  Among  the  things  that 
you  referenced  in  terms  of  your  regulatory  efforts  in  this  regard, 
is  the  passing  out  of  brocnures  to  financial  institutions.  Home 
Mortgage  Lending  and  Equal  Treatment.  And  another  one:  Home 
Mortgages — Understanding  the  Process  and  Your  Right  to  Fair 
Lending. 

I  daresay  that  the  fact  that  these  documents  don't  really  say  very 
much  in  terms  of  giving  direction  to  financial  institutions  may  be 
part  and  parcel  of  the  reason  that  we  have  this  problem.  This 
doesn't  go  very  far,  in  my  opinion,  to  shedding  any  light  for  the  fi- 
nancial institutions  on  what  they  need  to  do  to  avoid,  if  you  will, 
being  pregnant  with  this  particular  evil. 

To  go  a  step  further,  your  testimony  indicated  that  you  spend 
hours  in  the  review  and  examination  process,  and  I  think  you  indi- 
cated a  total  of  68  hours  examination  procedures  for  detecting  loan 
discrimination.  Twenty-nine  hours  per  examination  to  complete.  An 
additional  39  hours  on  CRA  enforcement.  That's  an  awful  lot  of 
time  and  energy  and  manpower,  and  yet,  it  does  not  appear  that 
all  of  this  examination  activity  has  given  rise  to  any  sanctions 
being  taken  against  anybody.  Even  in  the  Decatur  case,  as  I  under- 
stand it,  the  FHLBB  gave  Decatur  a  satisfactory  rating  after  the 
Justice  Department  filed  its  action. 

I  guess  my  question  to  you,  sir — well,  it's  kind  of  a  comment.  It's 
more  than  a  question — ^how  is  it  that  with  the  staff  and  the  people 
that  you  have  working  on  this,  that  you  so  far  neglected  altogether 
to  put  any  teeth,  any  muscle,  any  oomph  behind  enforcement  of 
these  laws,  these  fair  lending  laws,  and  yet,  you've  been  spending 
all  this  time  monitoring  the  banks?  Let  me  take  this  out  one  step 
further.  We  get  complaints  from  bankers  all  the  time  that  they  are 
overregulated.  We  get  complaints  all  the  time  that  they've  got  peo- 
ple in  there  pouring  over  their  books  for  any  number  of  different 
reasons. 

But  if  the  pouring  over  of  the  books  just  results  in  somebody 
cranking  out  paper,  and  no  actual  substantive  enforcement  of  the 
laws,  then  I  think,  quite  frankly,  we  may  well  be  wasting  the  tax- 
payers' money.  And  that  is  really  a  fundamental  issue.  V^y  do  we 
have  regulators  if  they're  not  regulating?  And  why  do  we  have  reg- 
ulators who  don't  seem  to  comprehend  how  it  is  that  this  discrimi- 
nation happened  in  the  first  place? 

That  is  a  fundamental  issue  and  a  fundamental  problem,  frankly, 
that  I  have  with  this  testimony  and  with  the  testimony  that  we've 
heard  over  the  last  few  days.  Arid  I  would  very  much  like  for  you 
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to  expand  for  us  today  on  what  specific  steps  you  intend  to  take 
as  the  chairman,  as  the  Chairman  of  the  Federal  Financial  Institu- 
tions Examination  Council.  What  do  you  intend  to  do  to  direct  the 
regulators  in  the  direction  of  enforcing  our  fair  credit  laws  of  this 
country? 

Mr.  La  Ware.  Well,  that's  kind  of  a  big  order  since  I  don't  have 
any  executive  authority  over  the  member  agencies  of  the  Federal 
Financial  Institutions  Examination  Council. 

Senator  Moseley-Braun.  OK.  Who  does? 

Mr.  La  Ware.  The  parts  of  the  Government  to  which  they  are  re- 
sponsible. The  FDIC  and  the  Federal  Reserve  are  independent 
agencies.  The  OTS  and  the  OCC  are  responsible  to  the  Treasury, 

Senator  Moseley-Braun.  OK.  But,  now,  this  institution  is  a 
Council  of  what  kind?  What  is  your  level  of  authority? 

Mr.  La  Ware.  It  is  a  Council  put  in  place  to  coordinate  activities 
among  the  regulatory  agencies,  to  standardize  reports  and  to 
standardize,  to  the  extent  that  we  can,  examination  procedures  and 
standards.  And  we  are  working  toward  that. 

Senator  Moseley-Braun.  M\  right.  And  in  that  role,  you  would 
not  see  a  role  in  standardizing  antidiscrimination  efforts? 

Mr.  La  Ware.  Yes,  I  would.  And  we  are  doing  that.  And  as  a  mat- 
ter of  fact,  because  this  issue  of  compliance  and  the  effectiveness 
of  compliance  examinations  has  come  up,  we  are  employing  an  out- 
side consultant  to  review  with  the  agencies  the  effectiveness  of  our 
examinations. 

That  decision  was  taken  some  time  ago.  We  are  not  yet  in  the 
position  to  go  forward  with  that  study  because  the  staffing  for  it 
is  incomplete.  When  that  study  is  complete,  we  intend  to  consult 
with  community  groups  who  have  a  vested  interest  in  this  question 
of  discrimination  to  see  if  they  feel  that  the  recommendations  are 
consistent  with  improving  our  examination  process.  And  if  they  are 
not,  then  we  will  make  further  changes  to  it. 

Senator  Moseley-Braun.  Let  me  ask  you  a  question,  Mr. 
LaWare.  How  many  employees,  how  many  people  are  on  the  Coun- 
cil and  how  many  employees  are  there,  total,  for  this  Council? 

Mr.  LaWare.  There  are  five  principal  members  of  the  Council.  I 
represent  the  Federal  Reserve  Board.  The  Comptroller  of  the  Cur- 
rency represents  the  OCC.  The  Director  of  the  Office  of  Thrift  Su- 
pervision represents  that  organization.  The  Chairman  of  the  Fed- 
eral Deposit  Insurance  Corporation  represents  the  FDIC.  And  the 
Chairman  of  the  National  Credit  Union  Administration  represents 
that  organization. 

Senator  Moseley-Braun.  Specifically,  with  regard  to  the  coordi- 
nating function,  how  many  employees  are — ^you  say  coordinating 
between  these  various  agencies.  Specifically,  how  many  people 
work  at  that? 

Mr.  LaWare.  The  Council  has  on  its  own  payroll  maybe  12  peo- 
ple. But  we  work  through  task  forces  with  representation  from  all 
the  different  agencies  on  these  various  issues. 

Senator  Moseley-Braun.  All  right.  And  with  regard  to  the  task 
forces,  the  total  complement  of  people  who  are  involved  with  coordi- 
nating the  activities  of  the  various  agencies,  under  the  auspices  of 
this  Council,  how  many  people  are  we  talking  about? 

Mr.  LaWare.  With  regard  to  which  issue? 
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Senator  Moseley-Braun.  With  regard  specifically  to  the  issue  of 
enforcement  of  the  nondiscrimination. 

Mr,  La  Ware.  There  would  be  at  least  five  basic  members,  and 
then  they  will  draw  on  the  staff  of  their  various  agencies  for  staff 
work  to  support  that  task  force. 

Senator  Moseley-Braun.  And  you're  saying  that  you  have  to 
have  a  consultancy  to  come  in  and  help  you  because  you  don't  have 
the  talent  within  the  agencies  to  do  this? 

Mr.  La  Ware.  No.  But  we  like  to  check  and  make  sure  that  what 
we're  doing  is  effective.  This  is  an  auditing  technique;  that  is,  it  is 
an  auditing  technique  to  go  into  a  bank.  An  examination  is  an  au- 
diting technique.  Now  we  are  use  to  examining  for  safety  and 
soundness  issues.  We're  trying  to  find  out  if  the  auditing  tech- 
niques we've  been  using  for  compliance  purposes  are  adequate.  And 
we're  trying  to  get  some  professional  outside  advice. 

They  may  find  that  we're  doing  a  fine  job,  or  that  at  least  our 
procedures  are  fine.  We  might  have  a  difference  of  opinion  whether 
the  result  is  OK,  But  if  it  is  not,  if  there  are  ways  that  we  can  im- 
prove it,  that's  the  intent  of  our  effort  here. 

Senator  Moseley-Braun,  But,  again,  Mr.  LaWare,  you  con- 
tracted out  with  a  group  to  advise  you  with  regard  to  auditing  tech- 
niques. Does  the  group  have  any  experience  with  regard  to  fair 
housing  or  fair  lending? 

Mr.  LaWare.  We  put  this  out  for  competitive  bid,  I  think  we  had 
only  five  or  six  bidders.  The  agency  that  got  the  bid  was  the  one 
that  had  the  most  proven  auditing  experience.  We  asked  them  if 
they  would  be  willing,  if  they  got  the  contract,  to  acquire  a  staff 
augmentation  of  people  experienced  in  this  issue. 

Senator  Moseley-Braun,  But,  again,  Mr,  LaWare,  isn't  the  issue 
not  just  auditing  in  the  simple  sense  of  calculation  of  numbers,  but, 
rather,  taking  a  look  at  the  bigger  picture  of  their  lending  prac- 
tices, abuse  of  discretion  in  this  cases? 

Mr.  LaWare.  Well,  auditing  isn't  just  an  accounting  process.  Au- 
diting, the  way  we  do  it  for  examination  purposes,  looks  at  proce- 
dures and  policies  and  all  those  kinds  of  issues.  So  that  what  we're 
trying  to  do  is  make  sure  that  we're  doing  it  the  best  way  there 
is. 

The  Chairman,  On  this  issue  that  Senator  Moseley-Braun  has 
raised,  regarding  this  contract  you've  gone  into,  you  talk  about 
their  augmentation  of  staff.  You  put  it  out  for  bid.  The  Arthur  An- 
dersen Co,  has  now  been  given  the  contract.  But,  as  I  understand 
it,  they  really  have  no  background  in  fair  housing  or  fair  lending. 
Isn't  that  a  fact? 

Mr.  LaWare,  That's  correct. 

The  Chairman.  So  they're  starting  from  scratch.  Now  your  hope 
is  that  they  can  build  some  expertise  in  this  area. 

Mr.  LaWare.  And  if  they  can't,  they  won't  go  forward. 

The  Chairman.  Was  there  no  one  in  the  country  that  could  be 
found  that  would  have  expertise  in  this  area? 

Mr.  LaWare.  There  were  no  bidders  on  this  contract  that  we  felt 
were  qualified. 

The  Chairman,  And  an  effort  was  made  to  go  out  and  find  people 
who  might  have  that  ability? 
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I'm  wondering  if  there  are  people  in  the  country  that  might  have 
not  only  had  the  ability,  but  would  have  been  quite  willing  to  bid 
on  this  contract  and  may  not  have  known  about  it. 

Mr,  La  Ware.  We  went  through  the  usual  procurement  proce- 
dures. That  gets  very  wide  distribution.  We  were  very  surprised 
that  we  didn't  have  more  offers  of  help. 

The  Chairman.  I  guess  what  would  occur  to  me,  and  this  is  the 
hard  part  for  me  and  maybe  there's  some  logical  answer  to  it. 

At  that  point,  if  somebody  was  sort  of  overseeing  this  process  and 
said,  you  know,  we  put  this  out  for  bid  and  we  can't  find  anybody 
that  really  has  any  experience  in  fair  housing  or  fair  lending  that 
wants  to  do  this  job,  my  reaction  would  be  to  say,  that's  hard  to 
believe.  Why  don't  you  go  out  and  look  a  little  harder.  Let's  see  if 
we  can  find  somebody  who  properly  can  do  this  who  doesn't  start 
from  a  cold  start. 

Mr.  La  Ware.  That's  exactly  where  we  are.  If  Arthur  Andersen 
can't  find  that  kind  of  augmentation,  then  we're  not  going  to  go  for- 
ward with  them. 

The  Chairman.  Well,  we've  got  other  panelists  that  we  need  to 
hear  fi"om  this  morning  and  I  don't  want  to  bring  this  panel  to  a 
conclusion  before  the  members  have  finished  with  it.  Do  you  want 
to  proceed  at  this  point.  Senator  Moseley-Braun,  and  then  Senator 
Sarbanes,  if  you  have  anything  else,  and  then  I  think  we'll  go  on. 

Senator  Moseley-Braun.  And  I'm  going  to  just  really  conclude, 
Mr.  LaWare,  by  saying  to  you  that  the  response  that  we've  heard 
so  far,  in  my  mind,  is  a  functional  equivalent  of  saying  you  won't 
go  swimming  any  more  not  to  get  pregnant. 

It's  just  not  responsive.  It  doesn't  seem  to  me  to  indicate  any  ap- 
preciation for  what  goes  into  these  situations.  And  certainly  no  ac- 
tive steps  to  send  a  strong  signal,  and  I  guess  this  gets  to  what  the 
Chairman  was  saying  in  terms  of  weak  signal  versus  a  strong — to 
send  a  strong  signal  that  de  facto  discrimination  will  not  be  toler- 
ated in  these  United  States  when  it  comes  to  access  to  credit.  And 
that's  got  to  start  some  place,  and  pointing  the  finger  and  passing 
the  buck  is  not  going  to  do  it. 

It  seems  to  me  that  as  the  regulators — ^you  guys  are  in  a  situa- 
tion in  which  nobody  is  happy  with  what  it  is  you  do.  The  bankers 
don't  like  it  because  they  say  you're  spending  too  much  time  pour- 
ing over  and  tying  them  up  and  keeping  them  fi'om  doing  their  job 
and  are  pointing  the  finger  at  the  regulators  as  reason  for  the  cred- 
it crunch,  even,  on  the  one  hand. 

The  consumer  groups  don't  like  it  because  they're  saying  you're 
not  doing  anything.  And  quite  frankly,  to  be  honest,  I'm  the  new 
person  on  this  committee,  but  I  haven't  seen  anything  to  redeem 
you.  I'm  willing — not  you,  personally,  but  to  redeem  the  regulatory 
community,  if  we  can  call  it  that. 

I'm  willing  to  listen  and  to  get  something  back  to  hear  that 
you're  doing  the  job,  but  I  just  don't  see  it.  And  to  have  the  Justice 
Department  have  to  invent  procedures,  as  in  the  Decatur  case, 
when  we've  got  a  regulatory  staff  out  there  that's  supposed  to  do 
this  on  an  ongoing  basis,  is  not  the  answer,  it  seems  to  me. 

Mr.  Syron. 

Mr.  Syron.  If  I  could,  Madame  Senator.  I  don't  think  anyone's 
satisfied  with  the  way  things  are  or  the  way  things  have  been.  But 
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I  think  it's  a  little  unfair  to  say  that  steps  aren't  being  taken  to 
madke  things  better.  While  I  can  only  speak  about  the  institutions 
I  regulate  in  my  district,  I  know  steps  are  being  taken  with  Gov- 
ernor LaWare's  encouragement,  and  this  is  true  in  other  districts 
as  well. 

I  can  tell  you  that  at  least  the  institutions  that  I'm  familiar  with 
are  highly  aware  of  this  now.  Is  everything  perfect?  No,  But  they're 
paying  a  lot  more  attention  to  this,  at  the  very  highest  levels,  and 
are  developing  internal  processes  to  improve  m  this  area.  Getting 
there  is  not  strictly  a  numerical  process.  I  think  Senator  Sarbanes 
is  absolutely  right  in  that  respect.  I  do  have  some  reservations 
about  how  much  more  time  we  spend  collecting  data  instead  of 
going  forward  and  fixing  this  problem.  This  requires  working  on 
processes.  And  I  believe  those  processes  are  being  worked  on.  Is  ev- 
erything right?  No.  Is  it  better  than  it  used  to  be:  Yes. 

The  Chairman.  Shouldn't  every  Fed  district  do  what  the  Boston 
Fed  district  has  done?  Would  it  be  helpful? 

Well,  let  me  put  it  this  way.  It  seems  to  me  it  would  be  helpful 
to  have  exactly  what's  happened  there,  where  now  you  have  a  high- 
er sensitivity.  One  thing  that  Mr.  La  Ware  could  do  is  he  could  tell 
the  other  Fed  districts  to  do  what  you  have  done.  Couldn't  he  do 
that? 

Mr.  Syron.  I'm  not  sure  you  really  need  to  do  it,  and  I'd  like  to 
tell  you  why. 

The  Chairman.  Well,  let's  leave  that  aside  for  a  minute.  The 
point  is  that  that  could  he  done,  could  it  not? 

Senator  Sarbanes.  Why  should  only  the  Boston  Fed  show  leader- 
ship in  this  area?  Why  don't  we  get  the  other  regional  Federal  Re- 
serve banks  to  do  the  same? 

Mr.  Syron.  I  don't  think  its  value-adding  to  be  grabbing  kudos 
and  claiming  leadership  in  this  area.  The  plain  fact  of  the  matter 
is  this  issue  was  very  hot  issue  when  I  came  to  the  Boston  Fed. 
It  was  the  right  thing  to  do  to  follow  it  up,  so  we  did  follow  it  up. 
I  think  anyone  in  another  district  in  the  same  circumstances  would 
have  done  the  same  thing.  In  terms  of  doing 

The  Chairman.  All  well  and  good.  That  s  fine.  The  facts  are  as 
they  are.  The  point  is  it's  been  a  very  useful  exercise  and  good  re- 
sults are  coming  from  it.  Now  I'm  quite  certain  in  my  mind  that 
this  problem  is  not  isolated  to  the  Fed  district.  I  think  it's  a  na- 
tional problem. 

And  so,  it  seems  to  me  that  it  might  well  serve  the  Fed  in  this 
instance  to  take  a  look  at  the  Boston  experience  and  say  to  the 
other  Federal  Reserve  district  governors,  we  think  it's  time  that 
you  did  something  like  this  in  your  district,  not  a  year  from  now 
or  5  years  from  now,  but  we'd  like  you  to  do  it  now  because  we'd 
like  the  discrimination  to  stop  now. 

I  assume  the  telephone  lines  work  all  across  the  country.  They 
don't  just  work  to  the  Boston  office,  and  from  Boston  to  Washing- 
ton. I  assume  that  if  somebody  at  the  Fed  here,  particularly  some- 
body as  distinguished  as  John  LaWare,  got  on  the  telephone  and 
talked  to  the  other  districts  and  said,  wed  like  to  see  you  show  a 
response  such  as  we've  seen  in  Boston,  not  giving  you  any  special 
medals  of  honor  here 

Mr.  Syron.  I  don't  deserve  them. 
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The  Chairman,  But  we'd  like  to  see  something  done  in  your  dis- 
trict Hke  we've  had  done  in  Boston.  There's  nothing  to  prevent  that 
from  happening,  is  there?  That  could  happen  today,  couldn't  it? 

Mr.  Syron.  Yes,  and  I  think  it  is  happening  to  a  certain  extent. 
But  my  only  point,  Senator,  is  we  can  pursue  the  same  remedies 
across  the  country  without  necessarily  having  to  do  studies  all 
across  the  country.  I  personally  don't  think  we  would  want  to  take 
the  time  necessary  to  do  the  studies.  Thye  are  not  done  overnight. 

The  Chairman.  Well,  that  phone  call  could  take  place,  too, 
couldn't  it? 

Senator  Moseley-Braun.  Right.  Mr.  Syron,  I  agree.  But  the 
problem  is  I  just  heard  the  response  we  got,  is  that  we've  con- 
tracted out  a  contract  to  some  outside  people  who  don't  know  any- 
thing about  this  area  to  conduct  yet  another  study  about  how  to 
go  about  creating  some  remedies. 

Mr.  LaWare.  But  we're  not  dead  in  the  water  while  that's  going 
on.  All  we're  trying  to  do  is  find  out  if  we're  doing  it  as  well  as  it 
can  be  done.  In  the  meantime,  we're  going  forward  as  aggressively 
as  we  can  to  pursue  these  situations.  I  don't  know  why  you  dont 
believe  me  when  I  tell  you  that  we  are  pursuing  these  issues  ag- 
gressively. 

Senator  Moseley-Braun.  Mr.  LaWare,  it's  not  that  I  don't  be- 
lieve you.  I  just  haven't  heard  what  it  is  that  you're  doing,  what 
pursuit  consists  of.  What  are  you  doing  specifically  to  move  this 
point?  Again,  I  saw  the  brochures  referred  to.  This  doesn't  tell  me 
anything. 

Mr,  LaWare.  I  tried  to  explain  that  we  are  working  with  the 
Justice  Department  now  on  a  list  of  about  200  banks  that  they 
have  identified  as  having  HMDA  data  which  separate  them  from 
the  rest  of  the  crowd.  Therefore,  they  are  perhaps  suspicious. 

Each  of  the  agencies  is  sifting  that  list  to  identify  five  or  six 
banks  that  each  agency  is  responsible  for,  where  we  can  go  in  and 
do  this  more  intensive  investigation  to  try  to  determine  whether 
there  is  discrimination  going  on. 

I  think  Mr.  Turner  has  already  stated  that  just  the  HMDA  data 
are  not  a  proof  of  discrimination.  You  have  to  apply  these  other 
characteristics  and  you  have  to  get  the  information  and  you  have 
to  match  up  the  files.  In  order  to  do  that,  we  have  to  be  able  to 
start  somewhere.  And  that's  where  we  are  at  the  moment.  Now 
we're  moving  as  aggressively  as  we  can  on  the  thing,  I  assure  you. 

The  Chairman,  Mr,  LaWare,  there  are  a  couple  of  things  that  I 
think  maybe  we  could  do  here  today.  I  think  we  appreciate  the  dif- 
ficulty of  this  problem.  We  want  to  get  it  solved.  You  want  to  get 
it  solved.  And  that's  what  we're  looking  for,  is  a  way  to  get  it 
solved  and  solved  faster. 

Mr.  LaWare.  Yes. 

The  Chairman.  I  think  there  are  two  things  that  could  be  said 
here  today  by  you  that  would  be  very  helpful,  in  a  public  sense. 
This  is  a  public  hearing.  It's  a  public  setting,  and  it's  being  widely 
followed  by  people  who  care  about  this  issue. 

I  think  if  the  Federal  Reserve  speaks  clearly  to  everyone  within 
your  regulatory  purview  in  this  area,  if  the  Fed  says,  look,  we  want 
this  discrimination  brought  to  an  end  and  we  want  it  brought  to 
an  end  right  now — we  know  there  are  problems  there.  They  have 
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been  pointed  out  by  the  Boston  Fed  study.  We  know  there  are  dif- 
ferentials in  credit  here  that  have  nothing  to  do  with  credit-worthi- 
ness. But  there's  a  racial  discrimination  element. 

We  are  saying,  the  Fed  is  saying  and  we're  saying  it  to  eveiy 
bank  officer  and  to  every  bank  organization,  we  want  the  discrimi- 
nation based  on  race  to  stop  and  we  want  it  to  stop  now.  And  that 
is  a  clear,  powerful  signal,  in  that  there  are  no  ifs,  ands,  or  buts 
about  it,  that  that's  the  law  of  the  land  and  it's  to  be  obeyed,  and 
that  anybody  that  doesn't  want  to  live  by  that  law,  either  ought  to 
get  out  of  the  banking  business  or  be  prepared  to  suffer  the  pen- 
alties of  breaking  that  law.  And  that  any  citizen  out  there  who's 
in  that  situation,  who  feels  that  that's  happening  to  them,  will 
have  a  remedy,  and  that  they  either  ought  to  contact  yourselves  or 
they  ought  to  contact  the  local  district  attorney  and  come  up 
through  the  Justice  Department  route,  and  bring  these  cases  to 
light. 

I  think  there  needs  to  be  a  statement  of  purpose  and  intent 
that's  just  as  clear  as  two-  and  three-syllable  words  can  make  it, 
that  what  the  Fed  expects  to  be  done,  says  should  be  done,  and  is 
going  to  measure  against.  When  that  is  said  with  as  much  clarity 
as  you  can  give  it,  and  I'd  like  to  hear  some  kind  of  a  statement 
right  here  today  before  we  end  this  panel,  I  think  that  will  have 
an  effect  because  you  are  listened  to. 

It's  not  just  the  banking  institutions  that  may  be  the  worst  of- 
fenders that  need  to  hear  the  message.  But  I  think  the  rest  of  the 
country  needs  to  hear  it.  The  people  out  there  that  are  being  dis- 
criminated against  need  to  know  that  you're  on  their  side. 

Mr.  La  Ware.  Well,  I  don't  know  how  to  make  it  any  clearer  than 
in  the  opening  couple  of  sentences  of  my  commentary.  I'll  use  that 
as  the  statement: 

This  hearing  is  very  timely,  given  the  troubling  questions  that 
have  been  raised  about  the  fairness  of  the  mortgage  lending  proc- 
ess. Parity  in  how  applications  are  considered  without  regard  to 
race,  sex  or  other  prohibited  bases  is  absolutely  essential  in  our 
country. 

Let  no  one  have  any  misunderstanding  on  the  point.  Racial  dis- 
crimination, no  matter  how  subtle,  whether  intended  or  not,  must 
not  be  tolerated. 

Simply  stated,  excluding  any  segment  of  our  society  from  fun- 
damental economic  opportunities  such  as  homeownership  and 
equal  access  to  credit  is  morally  repugnant  and  illegal.  Moreover, 
it  robs  the  lending  industry  and  our  economy  of  growth  potential. 

I  want  to  assure  you  that  the  Board  is  committed  to  vigorous  en- 
forcement of  fair  lending  laws.  That  states  our  policy  position  and 
that 

The  Chairman.  Would  it  be  fair  to  amend  that  statement  by  the 
preamble — we  put  pulls  in  here  and  we  have  long  preambles,  which 
is  sort  of  the  statement  of  the  problem  and  then  we  have  the  action 
clause.  The  action  clause  came  in  the  last  sentence  that  you  said 
there. 

I  think  it  would  be  very  constructive  if  a  statement  could  come 
from  the  Fed,  come  from  yourself,  come  from  Alan  Greenspan  or 
the  Board  as  a  whole,  to  say  the  Fed  will  not  tolerate  discrimina- 
tory practices  in  lending  through  banks,  and  that  wherever  it  is 
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found,  that  the  Fed  will  use  every  tool  that  it  has,  including  vigor- 
ous enforcement  actions  and  penalties  as  applicable,  to  put  a  stop 
to  it,  so  that  there  is  an  action  clause  that  delivers  a  signal  that 
is  absolutely  unmistakable.  Otherwise,  because  these  things  are 
hard  to  find  and  it  can  take  a  long  time,  everybody  can  sort  of  be- 
come more  casual  about  it. 

I  know  you  don't  want  people  to  become  casual  about  it  and  we 
don't  want  them  to  be,  either.  I  think  you  ought  to  consider  how 
you  can  beef  up  the  action  part  of  what  the  Fed  will  do  both  to  stop 
it  and  what  happens  when  you  find  it,  because  I  think  you  can 
have  a  big  impact  on  behavior.  I'm  not  sure  that  the  action  line  at 
the  end  of  what  you  just  read  is  going  to  give  you  the  kind  of  im- 
pact or  cause  the  kind  of  impact  out  there  that  I  think  we  need  to 
have.  And  I'd  ask  you  to  think  about  how  that  can  be  beefed  up. 

Mr.  LaWare.  We'll  put  some  more  explosive  in  that  last  sen- 
tence. 

Senator  Sarbanes.  It  would  seem  to  me  the  language  of  the 
Chairman  shouldn't  pose  any  problem  for  you,  as  he  put  the  last 
question. 

Mr.  LaWare.  It's  a  principle  which  we  have  embraced  and  which 
we  believe  in.  Maybe  we  haven't  stated  it  strongly  enough.  I  have 
no  problem  with  anything  you  said. 

Senator  Sarbanes.  Good.  We're  pleased  to  hear  that. 

The  Chairman.  Thank  you  all. 

Senator  Sarbanes.  I  think  that  ought  to  be  underscored,  Mr. 
Chairman,  as  the  sort  of  message  out  of  this  hearing. 

The  Chairman.  Thank  you.  We'll  excuse  this  panel  and  now  call 
our  next  panel  to  the  witness  table. 

Let  me  invite  everyone  in  the  room  to  try  to  find  a  seat.  We'll 
let  the  people  who  are  leaving  exit  the  room. 

Let  me  now  introduce  the  panel  of  four  witnesses  that  constitute 
our  second  panel.  We  have  Retha  Wilson  here,  who  is  a  board 
member  of  Michigan  ACORN  from  Detroit,  MI.  We're  very  pleased 
to  have  her  here.  John  Gamboa,  who  is  the  executive  director  of 
Latino  Issues  Forum,  in  from  San  Francisco.  We  appreciate  you 
coming  fi-om  across  the  country. 

We  have  Allen  Fishbein,  who  is  the  general  counsel  of  the  Center 
for  Community  Change,  here  in  Washington,  DC.  And  we  have  an 
old  friend  of  this  committee,  Gale  Cincotta,  who  is  the  executive  di- 
rector of  the  National  Training  and  Information  Center,  from  Chi- 
cago, and  long  a  leader  in  this  field  and  related  fields. 

We're  pleased  to  have  you  all.  We'll  make  your  full  statements 
and  a  part  of  the  record.  Ms.  Wilson,  we'd  like  to  hear  from  you 
first. 

STATEMENT  OF  RETHA  WILSON,  BOARD  MEMBER,  MICfflGAN 

ACORN,  DETROIT,  MI 

Ms.  Wilson.  Mr.  Chairman  and  committee  members,  I  am  Retha 
Wilson,  a  board  member  of  Michigan  ACORN.  I  appreciate  the  op- 
portunity to  testify  today.  I  would  like  to  take  this  opportunity  to 
commend  Chairman  Riegle  for  your  record  of  leadership  on  benalf 
of  low-  and  moderate-income  and  minority  families.  We  appreciate 
your  strong  record  on  consumer  protection  and  community  rein- 
vestment issues. 
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Mortgage  discrimination  remains  a  real  obstacle  to  the  attain- 
ment of  the  American  dream  of  home  ownership  for  millions  of  mi- 
nority families. 

This  year,  we  mark  the  25th  anniversary  of  the  passage  of  the 
Fair  Housing  Act.  It  is  18  years  since  the  passage  of  the  Equal 
Credit  Opportunity  Act  [ECOA],  and  16  years  after  the  passage  of 
Community  Reinvestment  Act  [CRA],  Yet,  America  remains  a  Na- 
tion of  two  banking  systems,  separate  and  unequal.  The  Nation's 
regulators  have  done  almost  nothing  to  enforce  laws  passed  by  this 
committee. 

The  current  situation  is  a  scandal.  This  committee  and  the  new 
administration  need  to  launch  a  crusade  for  equal  opportunity  in 
lending.  The  full  resources  of  Government  need  to  be  brought  to 
bear  on  credit  discrimination. 

President  Clinton  has  stressed  the  need  for  investment  in  our 
Nation's  future.  There  is  no  single  investment  that  could  be  of 
greater  importance  than  ensuring  that  families  that  work  hard  and 
play  by  the  rules  are  not  denied  opportunity  based  solely  on  the 
color  of  their  skin.  Each  unfair  denial  represents  more  than  the 
loss  of  a  dream  of  an  individual.  It  is  a  real  economic  loss  to  the 
nation. 

Mr.  Chairman,  the  time  for  studies  has  long  passed.  We  have 
waited  and  watched  as  data  establishing  discrimination  has  been 
released  time  and  time  again,  and  ignored  by  the  agencies  and  the 
industry  time  and  time  again.  It  undermines  our  democracy  to 
place  laws  on  the  books,  collect  data  that  reveals  massive  viola- 
tions, and  leave  it  there,  without  any  action  being  taken. 

African-American  communities  in  Detroit  and  around  the  Nation 
must  have  the  confidence  that  the  fair  lending  laws  really  mean 
something.  We  all  know  the  denial  numbers.  Blacks  are  rejected 
twice  as  often  as  whites  of  the  same  income.  Upper-income  blacks 
are  actually  rejected  more  often  than  lower-income  whites  and 
there  is  no  telling  how  many  thousands  of  minority  families  may 
be  discouraged  from  even  filing  an  application. 

How  does  mortgage  discrimination  affect  our  neighborhoods?  Dis- 
crimination has  caused  the  destruction  of  many  minority  commu- 
nities. In  many  neighborhoods  in  Detroit,  for  example,  there  are 
hundreds  of  abandoned  houses.  Abandoned  properties  are  havens 
for  drug  use  and  crime  and  are  often  burned  down.  This  increases 
the  burden  of  all  taxpayers,  no  matter  which  side  of  town  they  hap- 
pen to  live  in.  Mortgage  discrimination  then  represents  a  hidden 
bank  tax  on  the  whole  community.  The  enforcement  of  the  fair 
lending  laws,  the  Fair  Housing  Act,  and  the  Equal  Credit  Oppor- 
tunity Act,  as  well  as  the  Community  Reinvestment  Act,  has  been 
a  national  disgrace. 

Indeed,  the  agencies  had  to  be  sued  by  the  National  Urban 
League  and  other  civil  rights  organizations  before  agreeing  to  en- 
force the  Fair  Housing  Act.  Since  then,  studies  of  mortgage  lending 
in  Detroit,  Atlanta,  and  Boston  have  resulted  in  no  action  by  the 
regulators.  After  the  Federal  Reserve  study  of  the  1990  HMDA 
data,  the  most  that  any  of  the  agencies  would  say  was  that  the 
numbers  were  worrisome.  The  four  banking  agencies  have  referred 
only  five  violations  of  the  ECOA  to  the  Justice  Department  in  the 
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last  10  years.  And  the  FDIC's  three  referrals  came  only  after  Sen- 
ator Cranston  insisted  that  they  make  the  referrals. 

This  took  place  after  the  FDIC  Improvement  Act,  which  requires 
such  referrals,  meaning  that  the  FDIC  was  ignoring  the  law. 

The  agencies  almost  never  finds  violations  of  ECOA  based  on  ra- 
cial discrimination.  When  the  agencies  do  find  violations  of  ECOA, 
they  require  the  banks  to  merely  correct  the  problem  and  appear 
to  have  never  actually  fined  or  otherwise  punished  a  lender  for  a 
violation. 

While  the  Justice  Department  found  the  pattern  and  practice  of 
illegal  discrimination  under  ECOA  at  Decatur  Federal  S&L,  the 
OTS  not  only  missed  any  discriminatory  practices  as  part  of  its 
compliance  examination,  but  gave  Decatur  a  satisfactory  CRA  rat- 
ing. Enforcement  of  CRA  is  equally  poor.  Nearly  90  percent  of 
banks  get  passing  grades,  when  everyone  in  the  community  knows 
that  most  banks  are  doing  a  poor  job. 

There  is  very  little  that  Congress  can  do  to  stop  lending  discrimi- 
nation without  cooperation  by  the  Federal  banking  agencies.  After 
25  years  of  hostility  by  the  regulators,  we  now  have  an  historic  op- 
portunity to  reverse  the  pattern.  Most  of  the  change  is  needed  are 
fully  within  the  power  of  the  administration.  President  Clinton 
should  fill  regulatory  posts  with  people  who  have  a  commitment  to 
fair  lending.  We  hope  that  this  committee  will  be  vigilant  in  carry- 
ing out  its  duties  in  the  confirmation  process. 

The  Chairman.  Let  me  just  stop  you  there  to  say,  I  agree  with 
you  absolutely  on  that  point.  And,  as  a  matter  of  fact,  we  will  be 
confirming  all  of  those  nominations  in  this  committee. 

There  are  some  56  ahead  of  us  to  be  handled,  and  not  all  of  them 
in  the  bank  regulatory  field,  but  many  are.  I've  already  interviewed 
one  who  will  be  coming  forward  in  one  of  the  top  bank  regulatory 
positions.  This  is  a  central  question  that  I  am  posing  to  each  one, 
because  if  each  one  is  not  prepared  to  address  this  issue  forcefully 
and  strongly,  then,  to  me,  they  lack  a  qualification  they  need  for 
consideration. 

The  one  I  have  interviewed  feels  as  strongly  about  it  as  you  do 
and  as  I  do,  and  said  to  me,  and  these  were  his  words,  that  if  he 
has  the  particular  position  that  he's  to  be  nominated  for,  it's  a  very 
high  bank  regulatory  position,  that  on  discrimination  in  lending,  he 
intends  to  do  everything  within  his  power  to  rip  it  out,  root  and 
branch.  That  was  his  phrase.  I  haven't  heard  that  for  a  long  time, 
but  I  was  encouraged  by  that.  So  you  can  be  sure  that  will  be  one 
of  the  measuring  sticks  we  use  on  every  single  person  that  comes 
to  this  table  seeking  one  of  these  positions. 

Ms.  Wilson.  Thank  you.  I  have  attached  a  list  of  recommenda- 
tions in  my  written  testimony.  I  would  just  like  to  mention  a  couple 
of  things  that  could  be  done  right  away  by  the  new  administration. 
The  new  administration  should  create  separate  consumer  compli- 
ance divisions  within  the  agencies  to  enforce  the  fair  lending  laws. 
Contract  with  fair  housing  groups  to  use  testers.  And  collect  data 
on  lending  to  minority  owned  small  businesses. 

I  have  faith  that  this  committee  will  work  with  the  administra- 
tion to  ensure  compliance  with  the  fair  lending  laws. 

Thank  you,  Mr.  Chairman.  This  concludes  my  testimony. 
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The  Chairman.  Thank  you  very  much.  I  appreciate  it  and  that's 
very  helpful  to  us. 

Mr.  Gamboa,  we're  pleased  to  have  you  and  we'd  like  to  hear 
from  you  now. 

STATEMENT  OF  JOHN  GAMBOA,  EXECUTIVE  DIRECTOR, 
LATINO  ISSUES  FORUM,  SAN  FRANCISCO,  CA 

Mr.  Gamboa.  Thank  you,  Mr.  Chairman, 

I  also  wanted  to  express  my  gratitude  for  being  invited  all  the 
way  from  California  here  to  give  testimony  on  this  very  important 
subject.  I'll  be  very  brief. 

Tne  Chairman.  I  should  say  that  Barbara  Boxer  is  keenly  inter- 
ested in  your  testimony.  She  had  two  conflicting  things  that  she 
had  to  attend  to  and  she  intends  to  get  here  as  promptly  as  she 
can  and  discharge  those  other  duties.  But  I  want  to  just  say  to  you 
that  she  is  keenly  interested  in  all  of  this  discussion,  but  particu- 
larly your  testimony. 

Mr.  Gamboa.  Thank  you.  I  have  meet  with  her  and  I  understand 
that,  in  fact,  she  encouraged  me  to  attend  today.  Like  I  said,  I  was 
going  to  deviate  from  my  prepared  talk  because  much  of  what  I 
was  going  to  say  has  already  been  said.  I'll  try  to  concentrate  on 
some  of  the  questions  that  were  asked  by  yourself  and  other  mem- 
bers of  the  committee,  the  questions  of  why. 

But  I'd  like  to  first  open  up  with,  it's  particularly  disheartening 
to  us  of  the  minority  community  to  see  in  the  papers  what's  been 
happening  in  the  last  few  years,  where  millions  of  dollars  have 
been  poured  into  former  Iron  Curtain  countries  to  reinforce,  to  sup- 
port a  free  enterprise  and  democratic  movement  in  those  countries, 
while  we  deny  the  same  to  people  in  this  country  simply  because 
of  the  color  of  their  skin. 

It's  very  frustrating  to  us,  disheartening,  and  kills  really  any  in- 
centive for  people  to  try  to  advance.  I  think  there  are  several  rea- 
sons why  loan  discrimination  still  exists  today.  But  the  primary 
reason  I  think  everybody's  hit  on  today  has  been  the  failure  of  the 
Federal  agencies  to  truly  enforce  the  spirit  as  well  as  the  letter  of 
the  CRA. 

In  California,  we  have  14  million  minorities  residing.  Of  the 
seven  largest  banks  who  make  up  95  percent  of  all  the  bank  loans, 
we  found  that  only  one  home  loan  per  bank  branch  is  going  to  a 
Latino  family. 

The  Chairman.  One  home  loan  per  bank  branch  is  going  to  a 
Latino  family. 

Mr.  Gamboa.  That's  correct. 

The  Chairman.  And,  of  course,  you  have  a  very  substantial 
Latino  population  in  California. 

Mr.  Gamboa.  Twenty-five  percent  of  the  State. 

The  Chairman.  Twenty-five  percent  of  the  State. 

Mr.  Gamboa.  As  bad  as  that  is,  it's  even  worse  for  African-Ameri- 
cans. One  bank  loan  for  every  four  bank  branches  is  being  made 
to  African-Americans. 

The  Chairman.  One  bank  loan  for  every  four  branches  is  being 
made  to  an  African-American  family. 

Mr.  Gamboa.  Ri^ht.  And  in  spite  of  this  kind  of  a  record,  99  per- 
cent of  banks  receive  CRA  ratings  of  satisfactory  or  above.  In  fact, 
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90  percent  receive,  if  they  were  given  grades  like  in  school,  would 
be  given  A  or  B  grades. 

The  Chairman.  You  know,  I  must  just  say — excuse  me  for  inter- 
rupting— but  it's  astonishing  to  me  how  the  Federal  Reserve  some- 
how can't  see  that,  with  all  due  respect  to  the  last  witness. 

The  data  is  so  powerful,  that  it  speaks  for  itself  And  vet,  there's 
this  incredible  blind  spot  where  they  look  out  there  and  somehow, 
thev  can't  see  this  problem.  Even  tnough  the  problem  is  manifest 
and  it's  there  and  in  such  a  striking  manner,  they  just  can't  see 
it. 

Senator  Moseley-Braun.  Mr.  Chairman,  they  think  it's  the 
swimming  pool. 

Mr.  Gamboa.  As  bad  as  this  record  is  for  HMDA  data,  it's  our 
belief  on  cursory  review  that  it's  much,  much  worse  in  business 
loans  to  the  minority  community. 

The  Chairman.  Business  loans,  now. 

Mr.  Gamboa.  Yes. 

The  Chairman.  Yes. 

Mr.  Gamboa.  Our  cursory  evidence  shows  that  only  IV2  percent 
of  all  commercial  loans  in  the  State  of  California  go  to  minorities, 
go  to  Hispanics  and  to  African -Americans  combined.  That's  IV2  per- 
cent. 

And  in  regard  to  what  you  were  saying,  I  don't  think — it's  no  se- 
cret to  me.  It's  no  secret  to  the  people  of  our  community.  Most  of 
them  are  gone  to  lunch  now.  But  these  two  rows  were  reserved  for 
the  Federal  agencies.  If  you  take  a  look  at  them,  there  was  one  mi- 
nority there  from  the  top  agency.  In  fact,  we've  done  just  a  cursory 
review.  We've  asked  the  Federal  agencies,  the  regulatory  agencies, 
to  give  us  the  data  on  the  highest-ranking  managers  by  race  and 
ethnic  background. 

What  we  nave  found  is,  at  the  OCC,  out  of  the  top  169  officials, 
one  is  Latino,  and  onlv  3  percent  were  African- American.  And 
that's  the  best  record  of  the  three  agencies.  So  it's  no  secret  to  us 
why  it's  not  being  enforced. 

Senator  Moseley-Braun.  Yes.  But  Mr.  Gamboa,  we  can't  let  peo- 
ple off  the  hook  just  because  they  are  white  males  from  enforcing 
the  law  that's  supposed  to  apply  to  all  Americans. 

Hiring  is  one  issue  and  you're  right  to  pursue  that  and  that's  im- 
portant. But  we  can't  just  excuse  the  lack  of  sensitivity  by  virtue 
of  the  fact  that  they  are  so  few  minorities. 

Mr.  Gamboa.  Absolutely.  I'm  not  trying  to  excuse  them.  I  was 
trying  to  point  out  one  of  the  reasons  why  there's  such  lax  enforce- 
ment. 

The  Chairman.  A  blind  spot. 

Mr.  Gamboa.  Yes.  Also,  I  forget  who  the  Senator  was  earlier  this 
morning,  made  a  reference  to  the  creditworthiness  of  individuals. 
I  don't  believe  that  we  have  to  make  any  changes  in  the  credit  cri- 
teria because  we  have  banks  that  do  outstanding  work  in  our  com- 
munities. 

We  have  a  bank.  Great  Western,  and  I  have  nothing  to  do  with 
Great  Western.  But  Great  Western  Bank  is  a  very  small  bank  in 
California  who  has  double  the  loans  to  the  minority  community  of 
all  the  other  banks  combined.  And  the  onlv  difference  they  have 
made  between  the  larger  banks  and  the  others  is  that  their  loan 
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officers  are  people  of  the  community  they're  trying  to  make  loans 
from. 

I'll  conclude  with 

The  Chairman.  No,  take  your  time.  Don't  worry  about  the  lights. 

Mr.  Gamboa.  ok.  It  made  me  nervous. 

[Laughter.] 

The  Chairman.  You've  come  a  long  way.  We  want  to  hear  you. 

Mr.  Gamboa.  One  of  the  statements  you  made  at  the  beginning 
was  that  loan  discrimination  was  immoral  and  it  was  illegal.  But 
I  think  it's  also  one  element  that  as  left  out.  It's  also  very  stupid. 
It's  not  economical. 

In  California,  we  have  500,000  small  businesses.  Half  of  those 
small  businesses  are  owned  by  minorities.  In  fact,  in  the  State  of 
California,  we  have  more  Hispanic  businesses  than  there  are  total 
businesses  in  the  State  of  Oregon  or  the  State  of  Washington.  Yet, 
they  are  ignored  by  the  banks.  None  of  the  banks  of  Oregon  or 
Washington  would  ignore  the  total  commercial  market  there.  Yet, 
it's  done  in  California. 

I  think  the  basic  reason  they're  not  being  able  to  see  the  eco- 
nomic value  of  doing  business  with  our  communities  is  the  same 
reason  that  I  pointed  out  about  the  Federal  agencies.  The  policy- 
making people  are  not  people  of  our  communities.  They're  not  com- 
fortable with  us.  The  loan  officers  are  not  comfortable  with  us. 

I  just  went  through  the  loan  process  to  buy  a  home  myself.  I 
think  I'd  rather  do  that  than  run  through  a  gauntlet.  It  was  ter- 
rible for  me  in  that  I  had  to  report  5  years  of  income,  and  not  only 
bring  my  tax  returns,  copies  of  my  tax  returns,  but  I  had  to  bring 
the  originals  when  I  brought  my  tax  returns.  They  didn't  believe 
me.  And  then  I  was  held  up  simply  because  I  did  not  keep  my 
check  stubs  for  the  last  6  months.  I  had  the  last  2  months,  but  I 
didn't  have  the  last  6  months.  Even  my  loan  broker  said,  I  don't 
understand  why  you're  having  so  much  trouble  with  the  loan  offi- 
cer. Your  debt-to-credit  ratio  is  all  right.  You  have  the  downpay- 
ment.  Your  credit  history  was  all  right.  And  it  wasn't  until  I  called 
the  president  of  the  particular  bank  that  we  were  negotiating  with 
and  the  next  day,  my  loan  was  granted. 

That's  all. 

The  Chairman.  Thank  you  very  much. 

Mr.  Fishbein. 

STATEMENT  OF  ALLEN  FISHBEIN,  GENERAL  COUNSEL, 
CENTER  FOR  COMMUNITY  CHANGE,  WASHINGTON,  DC 

Mr.  Fishbein.  Thank  you,  Mr.  Chairman,  and  Senator  Moseley- 
Braun.  It  really  is  a  privilege  and  an  honor  to  be  here  and  testify 
on  this  very  important  subject  today.  I  want  to  commend  you,  as 
the  other  witnesses  have,  for  holding  these  hearings. 

Although  25  years  have  elapsed  since  the  passage  of  the  Fair 
Housing  Act,  making  all  aspects  of  housing  discrimination  illegal, 
study  after  study  continues  to  show  that  racial  factors  influence  the 
flow  of  credit  both  to  neighborhoods  and  to  individuals. 

For  many  years,  the  banking  regulators  have  presumed  that 
lending  discrimination  was  not  occurring,  and  I  think  you  heard 
that  philosophy  reflected  in  part  here  this  morning. 
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They  routinely  dismissed  as  inconclusive  research  showing  dis- 
parities in  the  rate  of  mortgage  lending  between  minority  and 
white  neighborhoods  and  even  downplayed  the  significance  of  the 
home  mortgage  disclosure  data  that  was  reported  last  year  that 
showed  African-Americans  and  other  minorities  being  rejected 
twice  as  frequently  as  their  white  counterparts. 

However,  and  fortunately,  the  events  of  the  past  year  have  com- 
bined to  erode  the  regulators'  long-standing  presumption  that  such 
disparities  are  not  indicative  of  discrimination.  There  has  been  con- 
siderable reference  today  to  the  Boston  Fed  study  and  the  Decatur 
lawsuit. 

Now  the  study  and  the  suit  also  destroyed  the  presumption  that 
the  regulators'  compliance  examinations  were  an  effective  tool  in 
uncovering  lending  discrimination.  After  all,  that  is  the  primary 
enforcement  effort  that  the  banking  regulatory  agencies  put  for- 
ward. 

Although  the  institutions  involved  in  the  Boston  study  are  rou- 
tinely examined,  the  examination  process,  and  these  institutions 
were  being  examined  by  their  regulators  on  a  regular  basis,  yielded 
no  evidence  that  mortgage  discrimination  existed. 

Similarly,  the  compliance  examinations  conducted  by  Decatur's 
regulator,  which  at  the  time  was  the  Federal  Home  Loan  Bank 
Board,  apparently  did  not  find  any  evidence  of  discrimination  exist- 
ing in  that  institution,  either. 

Like  the  French  inspector  in  the  movie,  "Casablanca,"  who 
feigned  shock  at  learning  that  gambling  is  occurring  in  Rick's  Cafe, 
only  to  be  handed  his  night's  winnings  a  moment  later,  the  regu- 
lators would  have  you  believe  that  they  were  shocked  and  sur- 
prised to  hear  about  these  recent  revelations. 

But  community  and  fair  housing  groups  for  many,  many  years 
have  been  telling  these  agencies  that  lending  discrimination  is  a 
fact  of  life  and  pervasive.  Only  the  regulators  have  not  wanted  to 
listen  to  them. 

Moreover,  as  I've  attempted  to  illustrate  in  my  written  submis- 
sion, in  an  attachment,  the  regulators  for  almost  20  years  have 
been  on  notice  and  have  had  access  to  similar  types  of  information 
pointing  to  the  existence  of  lending  discrimination,  but  have  failed 
to  develop  an  adequate  response.  And  I  think  it's  interesting,  as  we 
sit  here  and  listen  to  this  testimony  this  morning,  that  it  took  pub- 
lic disclosure  of  information,  and  literally,  public  embarrassment  of 
the  banking  regulators  before  we  saw  a  study  like  the  Boston  Fed 
study  undertaken.  This  is  a  study  that  could  have  been  undertaken 
by  these  Federal  regulators  at  any  time,  but  clearly,  they  did  not 
choose  to  do  it,  did  not  see  it  as  a  priority  of  theirs. 

The  lax  enforcement  of  the  fair  lending  laws  stems  from  a  heavy 
emphasis  on  safety  and  soundness  within  the  banking  agencies. 

The  CHAffiMAN.  Mr.  Fishbein,  let  me  just  stop  you  for  a  minute. 
Isn't  it  also  fair  to  say,  because  these  laws  have  been  on  the  books 
for  so  long  and  the  fact  that  they  have  not  been  enforced,  it's 
helped  build  the  economic  underclass  that  we  talk  about. 

You  can't  starve  a  part  of  the  community  from  its  fair  access  to 
credit,  among  other  things,  and  not  expect  that  you're  not  going  to 
get  an  enlargement  of  economic  hardship  and  deprivation.  This  has 
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hurt  the  country.  It's  not  just  hurt  people.  The  whole  country  has 
been  harmed  by  this. 

Mr.  FiSHBElN.  Clearly.  I  would  agree  that  it's  kept  home  owner- 
ship levels  down,  wealth  accumulation  levels  depressed,  and  since 
most  banks  at  this  point  will  only  lend  to  start  up  small  business 
as  if  the  business  owners  are  willing  to  personally  collateralize  the 
loan,  which  is  often  in  the  form  of  a  second  trust  on  their  mortgage, 
prevented  minorities  from  getting  into  small  business.  And  I  think 
that's  a  fact  of  life  that  we  have  to  deal  with. 

But  as  I  was  sajdng  in  my  testimony,  a  lot  of  the  laxity  stems 
from  the  very  heavy  concentration  on  safety  and  soundness  within 
the  banking  agencies,  which,  to  be  sure,  is  not  a  bad  thing  and 
we'd  be  expecting  them  to  do  it.  But  fair  lending  and  other  compli- 
ance responsibilities  are  viewed  by  the  regulators  as  a  second-tier 
status  about  their  overall  responsibility. 

Similarly,  the  appointees  that  are  selected  to  head  these  agencies 
often  reinforce  the  institutional  biases  that  already  exist  among  the 
career  professionals  within  the  agencies. 

Traditionally,  the  top  regulators  are  selected  from  a  small  pool 
of  individuals  from  banks,  law  firms  and  Wall  Street,  and  while 
they  may  be  knowledgeable  about  the  prudential  side  of  regulation, 
they  usually  know  little  or  care  almost  nothing  about  consumer 
compliance,  fair  lending  and  community  reinvestment. 

Consequently,  they  have  done  little  to  prod  the  careerists  within 
the  agencies  to  do  a  better  job  at  compliance.  This  must  change, 
in  our  opinion,  before  we  can  expect  to  see  meaningful  reforms  in 
fair  lending  enforcement. 

The  Chairman.  If  I  can  interrupt  one  more  time. 

We  had  a  nominee  for  renomination  to  be  Comptroller  of  the 
Currency.  In  going  through  that  record  carefully,  we  found  in  this 
particular  area  what  was  clearly  a  major  shortfall  in  both  perform- 
ance and  orientation.  We  did  not  confirm  that  individual.  That  po- 
sition has  remained  open  and  will  be  filled  by  someone  who  I  know 
from  my  discussions  on  this  issue,  will  perform  very  differently.  So 
this  committee  is  very  sensitive  to  that  issue  and  I'm  very  sensitive 
to  that  issue. 

Mr.  FiSHBEiN.  And  we  commend  you,  Mr.  Chairman,  and  the 
committee  for  the  action  you  took  in  that  instance.  We  supported 
the  stand  that  the  committee  took  in  not  reconfirming  that  nomi- 
nee. 

The  key  issue  that  this  committee  must  address  is  whether  the 
regulators  have  gotten  the  message.  You  can  judge  for  yourself  by 
listening  to  their  testimony  this  morning.  They  will  constantly  be 
telling  you  about  how  they  are  reorganizing  and  reconsidering  and 
reviewing  existing  compliance  procedure.  In  one  way  or  another, 
they  have  been  doing  that  for  20  years,  but  nothing  ever  seems  to 
change  and  the  record  speaks  for  itself. 

Only  a  handful  of  substantive  violations  of  racial  discrimination 
have  been  found  by  the  regulatory  apparatus. 

If  history  is  any  meaningful  guide,  change  will  only  occur 
through  strong  prodding  from  this  committee  and  the  appointment 
by  the  administration  of  a  set  of  regulators  with  a  strong  commit- 
ment to  reform.  And  I  was  delighted  to  hear  you  say,  Mr.  Chair- 
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man,  that  the  administration's  nominees  to  regulatory  posts  will  be 
reviewed  very  carefully  for  their  commitment  in  this  area. 

In  my  written 

The  Chairman.  I'm  not  going  to  support  anybody  that  isn't  com- 
mitted in  this  area. 

Mr.  FlSHBEE^.  I  think  that  hopefully  will  get  the  message  across. 
In  my  written  testimony,  I  cited  a  series  of  illustrations  of  recent 
examples  of  how  the  regulators  still  seem  to  be  dragging  their  heels 
with  regard  to  fair  lending  enforcement. 

In  view  of  these  illustrations,  we  believe  strong  medicine  is  need- 
ed to  restore  the  public's  confidence  that  the  fair  lending  laws  are 
being  enforced.  We  were  pleased  to  see  that  President  Clinton  has 
indicated  in  his  public  statements  his  intention  to  strengthen  en- 
forcement of  the  bans  against  redlining  and  other  forms  of  lending 
discrimination,  and  we  believe  much  can  be  done  at  the  adminis- 
trative level,  especially  with  oversight  from  this  committee. 

Now,  I  want  to  close  with  a  couple  of  recommendations  for  re- 
forms that  we  believe  are  needed.  Last  year,  we  had  proposed  that 
the  primary  responsibility  for  fair  lending  enforcement  be  stripped 
from  the  banking  regulatory  agencies. 

When  we  made  those  recommendations  to  various  congressional 
panels,  the  reaction  we  received  is  that  that  was  radical  and  a  bit 
extreme.  But  after  hearing  the  testimony  this  morning,  we  would 
encourage  you  to  reconsider  that,  whether  they  have  gotten  the 
message  and  whether  institutional  change  is  likely  to  occur.  But 
short  of  that,  we  believe  that  fair  lending  enforcement  must  be  ele- 
vated within  the  existing  regulatory  enforcement  agencies,  that 
there  need  to  be  separate  independent  divisions  within  these  agen- 
cies that  are  on  the  same  level  with  safety  and  soundness,  and  that 
does  not  currently  exist  in  any  of  the  agencies,  and  that  this  func- 
tion also  be  elevated  within  HUD  and  the  Federal  Trade  Commis- 
sion. 

We  also,  with  regard  to  small  business  lending  discrimination 
against  minority  owned  firms,  believe  that  much  can  be  done  if  the 
FFIEC  reverses  its  position  on  the  implementations  of  sections  of 
FDICIA  and  requires  banks  to  report  on  their  loans  outstanding  to 
minority  owned  businesses.  This  is  something  that  was  authorized 
in  the  law,  which  the  FFIEC  could  have  done  as  part  of  the  in- 
structions it  promulgated  last  November. 

Mr.  Chairman,  you  sent  a  letter  to  the  FFIEC  in  which  you  en- 
couraged them  to  require  that  kind  of  systematic  reporting.  And 
they  blinked  and  they  didn't  do  it,  and  the  response  from  strong 
industry  pressure. 

We  think  with  your  nudging  and  with  the  administration's  sup- 
port, this  is  something  that  could  easily  be  reversed  and  we  can 
create  for  the  first  time  a  systematic  data  base  about  the  extent  to 
which  banks  are  lending  to  minority  owned  small  businesses. 

In  addition  to  the  administrative  recommendations,  we  favor  new 
legislation  to  bring  the  appraisal,  the  private  mortgage  insurance 
and  property  insurance  industry  under  effective  regulation  to  en- 
sure that  discriminatory  practices  do  not  exist  in  these  areas  of  the 
home  finance  system  as  well.  And  just  one  last  comment. 
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I  know  there's  been  discussion  about  regulatory  burden  and 
you've  been  hearing  from  the  industry  about  the  extent  to  which 
they  have  to  do  recordkeeping. 

I  think  we  can  all  agree  that  this  is  one  area  that  recordation 
of  home  mortgage  disclosure  data  and  the  reporting  of  it  has  been 
absolutely  essential.  And  to  the  extent  that  it  involves  a  burden  on 
the  industry,  in  terms  of  recordkeeping,  that  the  pay  off  has  been 
very  substantial  as  well. 

There  is  absolutely  no  doubt  in  our  minds,  and  there  shouldn't 
be  in  anyone  in  this  room,  that  but  for  the  disclosure  of  this  infor- 
mation, the  issue  would  not  be  on  the  front  burner  to  the  extent 
that  it  is  today,  and  we  would  not  be  talking  about  ways  of  seri- 
ously reforming  the  way  fair  lending  laws  are  enforced. 

I  conclude  my  testimony  with  that  and  I'd  be  glad  to  answer  any 
questions  you  have. 

The  Chairman.  Thank  you  very  much.  It  is  very  important  to  us. 

Ms.  Cincotta,  welcome  back. 

STATEMENT  OF  GALE  CINCOTTA,  EXECUTIVE  DIRECTOR,  NA- 
TIONAL TRAINING  AND  INFORMATION  CENTER,  CfflCAGO,  IL 

Ms.  Cincotta.  Thank  you  very  much  for  inviting  me  here.  And 
it's  a  great  pleasure  to  see  you  sitting  there,  Carol — Senator.  Ex- 
cuse me.  Senator  Braun. 

The  Chairman.  I'll  tell  you.  I'm  glad  to  have  her. 

[Laughter.] 

Ms.  Cincotta.  What's  interesting,  usually  after  hearings  like 
this  and  we're  outside  and  the  regulators  are  coming  out,  they  say, 
whew,  we  got  off  easy.  I  don't  think  that  this  time  they're  going  to 
be  able  to  say  that,  so  we  really  commend  you  on  that. 

It's  over  15  years  and  they  still  don't  get  it,  or  really  don't  want 
to  get  it.  When  I  go  to  the  meetings  at  the  FFIEC,  I  wonder  if  the 
statue  of  Don  Quixote  is  out  there  on  purpose. 

[Laughter.] 

Ms.  Cincotta.  What  I'd  like  to  do  is  give  you  several  sets  of  rec- 
ommendations and  maybe  then  go  back  and  talk  on  them. 

We  would  very  much  like  to  see  the  business  loan  disclosure 
available,  that  when  you  look  at  credit  and  you  look  at  rebuilding 
communities  and  you  want  to  deal  with  not  having  another  L.A.  in 
every  city  in  this  country,  you  have  to  combine  the  ability  to  start 
a  business,  get  a  job,  as  well  as  being  able  to  buy  a  home  or  get 
a  home  improvement  loan,  et  cetera. 

We  do  have  disclosure  in  Chicago.  Any  bank  that  wants  to  be  a 
depository  of  city  funds,  has  to  disclose.  Three  of  the  banks,  and 
I've  included  this  paper  for  you  to  show,  and  I'm  doing  this  for  an- 
other purpose,  is  that,  in  our  loans,  in  our  agreements,  over  the 
last  8  years,  there  were  over  $298  million  lent  out.  Out  of  that, 
about  $145  million  were  business  loans — commercial,  industrial, 
mixed  use,  et  cetera.  And  also,  $7  million  were  grants  for  capacity 
building  of  community  COC  and  LDC's. 

I'm  bringing  this  up  because  I'm  hearing  about  what  I  would 
maybe  call  a  quick-fix,  community  development  banks,  and  then 
Senator  D'Amato  saying  maybe — and  I  wish  he  had  stayed  for  this 
part  of  the  hearing — that  if  the  larger  institutions  put  in  a  portion 
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of  their  money  to  a  community  development  bank,  they  would  be 
exempt  from  CRA. 

What  I'm  worried  about  on  that  is  that,  here  you  have  these  in- 
stitutions that  have  buildings,  rooms,  furniture,  faxes.  They  know 
how  to  do  it!  That  they  could  give  a  little  bit  in  the  collection  plate; 
you're  talking  about  creating  institutions  that  do  have  not  even 
nave  a  building  to  start  with. 

Where  are  you  going  to  find  the  staff  for  these  community  devel- 
opment banks?  And  if  you  take  all  the  rest  of  the  lending  industry 
out  of  this,  out  of  the  lending,  with  the  kind  of  figures  that  I  said 
of  what  we  have  from  three  banks  in  downtown  Chicago  that  are 
doing  business  lending  because  there  is  business  loan  disclosure, 
we  could  be  setting  ourselves  up  for  something  that  looks  good  on 
paper,  but  doesn't  fill  the  need. 

You  need  every  single  financial  institution  to  be  part  of  the  solv- 
ing of  the  problem.  So,  as  far  as  making  recommendations;  what 
the  Federal  Reserve  Board  has  done,  and  should  be  reversed  in 
light  of  discrimination,  is  to  take  away  Reg  C,  where  they  are  now 
not  letting  you  go  into  the  lending  institution  on  March  31  and  pick 
up  the  Home  Mortgage  disclosure  data.  We  do  not  get  that  data 
until  the  end  of  the  year  and  it's  on  Loan  Application  Registers 
rather  than  the  data  we  were  able  to  get  before. 

The  Federal  Reserve  said  they  wanted  to  mesh  the  discrimina- 
tion, the  individual  data,  (under  FIRREA)  with  the  data  by  census 
tract.  You  cannot  mesh  them.  They  are  two  separate  things. 

So  not  only  have  they  not  been  dealing  with  the  discrimination 
by  these  banks;  they've  been  denying  access  to  information  to  the 
folks  who  do  deal  with  it  and  do  want  to  be  able  to  get  that  data 
while  it's  current. 

The  other  thing  that's  happening  that  the  regulators  have  done 
is  that,  in  our  institutions  in  Chicago,  they  have  put  most  of  the, 
multifamily  loans  that  the  banks  have  made  on  a  watchlist,  which 
then  the  bank  has  to  have  a  higher  reserve  because  they  are  com- 
plicated loans.  And  yet,  in  a  $5  million  loan,  the  bank  has  first  po- 
sition. They  may  be  in  for  $2  million.  Layered  on  top  of  that  are 
tax  credits,  the  State  of  Illinois  IHDA,  and  city  CDBG,  et  cetera. 

Yet,  that  loan  can  go  on  a  watchlist  because  it's  a  CRA  loan  or 
complicated.  In  other  words,  they  are  penalizing  the  financial  insti- 
tutions for  doing  these  kinds  of  loans  and  saying,  you  have  to  put 
up  more  reserve.  So  those  are  two  very  specific  things  that  they 
can  do. 

The  other  thing  is  that  we  see  that,  as  Allen  has  said,  of  combin- 
ing the  CRA,  the  fair  lending,  the  testing,  into  one  regulator. 

When  the  banks  are  frustrated  about  CRA  examinations — what 
does  it  mean  to  have  a  CRA  rating  of  one?  How  much  paper  do  I 
have  to  keep?  What  do  I  have  to  do? 

So  that  we're  in  agreement  with  the  banks  saying,  we  keep  paper 
because  we  never  know  which  drawer  we're  going  to  have  to  go 
into,  or  which  closet. 

The  Chairman.  Right. 

Ms.  CiNCOTTA.  Define,  have  them  define,  what  is  a  one?  What  is 
a  two?  What  is  a  three?  What  is  a  four  in  the  rating  svstem?  And 
exactly  say  how  much  paper  the  lenders  have  to  have  for  that.  We 
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have  been  meeting  with  the  regulators,  the  FFIEC  on  this.  We 
haven't  got  resolve  on  that. 

Either  they  should  have  to  come  under  either  one  regulator  or 
the  FFIEC  at  the  lender's  expense,  so  it's  not  going  to  take  an  ap- 
propriation, where  they  come  together,  and  so  that  each  regulator 
doesn't  have  a  different  set  of  ones,  twos,  threes,  fours,  anoi  a  dif- 
ferent set  of  how  much  paper  you  keep  and  a  different  set  of  rules. 

Our  sense  is  if  they  could  do  that,  you  might  avoid  the  banks 
having  to  fight  and  look  for  safe  harbor,  exemptions,  et  cetera,  and 
have  the  time  to  put  the  loans  out,  rather  than  worry  about  exami- 
nations. 

Senator  Moseley-Braun.  On  that  point,  Ms.  Cincotta,  I  think, 
really,  the  point  that  we  discussed,  everybody  is  concerned  about 
that  point.  I  think  the  objective  is  to  try  to  make  the  regulators 
work  smarter,  so  that  they  don't  require  16  different  forms,  so  that 
they  don't  burden  the  bankers,  but  at  the  same  time,  they  actually 
start  to  do  the  job  that  they're  clearly  not  doing  in  terms  of  encour- 
aging the  lending  in  minority-  and  low-income  communities. 

Ms.  Cincotta.  Well,  it's  even  more  than  that.  The  regulators  and 
whoever  this  whole  team  from  all  the  re^latory  bodies  is,  they 
have  to  have  intensive  training  by  fair  lendmg  folks,  by  folks  in  the 
commimity  what  to  even  look  at,  because  you  have  a  disparity 
amongst  the  different  re^lators  of  how  they  look  at  the  CRA  law. 

When  a  Harris  Bank  m  Chicago,  who  had  a  good  rating  before 
our  CRA  agreement,  went  from  almost  no  loans  to  over  $35  million 
in  loans,  plus  grants,  and  they  get  a  three,  a  bad  rating,  after  thev 
do  all  that,  because  the  regulator  now  says,  "well,  even  though 
you're  downtown  and  you  don't  have  branches,  your  service  area  in- 
cludes the  suburbs." 

If  you  know  now  how  to  do  loans  in  these  low-income,  minority 
neighborhoods  where  there  are  no  financial  institutions,  because 
that's  were  Harris'  money  went — the  way  we  (the  regulators)  read 
CRA,  you  have  to  do  the  same  in  the  whole  area,  even  if  they're 
overserved,  even  if  they  have  25  banks,  you've  got  to  put  loans  in 
there.  So  they  (Harris  Bank)  got  a  bad  rating. 

And  the  other  thing,  and  you  being  from  Chicago  would  appre- 
ciate that,  we  got  an  agreement  Harris  would  put  ads  in  the  Chi- 
cago Times,  The  Defender,  the  Puerto  Rican,  on  the  buses,  the  ELs, 
et  cetera,  and  we  saw  that  as  where  the  minority  community, 
would  be  reached.  The  regulator  said,  to  Harris  Bank,  "you  didn't 
put  enough  ads  in  the  Chicago  Tribune."  So  there's  that  kind  of  dis- 
parity. 

At  the  same  time,  the  Columbia  National  Bank  gets  a  one,  which 
is  perfect,  in  their  defined  community,  which  is  more  upward  mo- 
bile, and  the  only  census  tract  they  had  minorities  in,  they  had  one 
loan,  to  somebody  who  was  gentrifying,  who  was  white.  That's 
again  the  disparity.  So  when  you  talk  to  the  lenders,  they  say,  "if 
we're  good,  we're  bad." 

The  Chairman.  And  when  we're  bad,  we're  good. 

Ms.  Cincotta.  Yes.  And  what  the  regulator  says,  in  essence,  to 
Harris,  "if  you  had  made  no  loans  anywhere,  you  were  being  equal 
throughout  your  service  area,  we  could  give  you  a  one.  But  since 
you  put  these  loans  here  in  the  low-income  neighborhoods,  we  are 
going  to  give  you  a  three  (unsatisfactory)." 
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You  have  to  stop  that,  so  that  when  you  do  get  lenders  to  do 
good,  you  don't  have  this  kind  of  problem  come  down  on  them. 

That's  why  the  training,  is  crucial  as  much  as  the  one  regulator, 
on  what  they're  all  looking  for  in  CRA  enforcement — ^and  you  can 
have  several  regulators  from  the  same  agency  in  your  office  and 
they're  all  going  off  in  other  directions  of  how  they  read  the  fine 
print. 

I  would  also  like  a  5-year  moratorium  on  any  forms  of  legislation 
or  recommendations  on  safe  harbor,  bank  exemptions,  anything! 

Let's  put  this  process  together  and  then  look  at  it.  You  can  have 
oversight  hearing,  but  no  legislation  coming  in  where  the  ABA  mo- 
bilizes and  the  community  mobilizes,  and  we  spend  all  our  energy 
fighting  rather  than  getting  down  to  business.  So  at  least  a  5-year 
moratorium  please. 

Again,  passing  business  loan  disclosure  as  part  of  HMDA  smd 
going  back  to  the  name  of  the  bill  as  it  originally  was  called,  the 
Financial  Institutions  Reporting  Act,  which  included  business  loans 
and  got  changed  to  HMDA,  when  the  business  loans  were  dropped. 

The  other  thing  that  may  sound  maybe  a  little  off,  but  formerly 
called  S.  244,  the  Community  Development  Partnership  Act,  if  you 
want  to  get  business  loans,  tnat's  an  integral  part  of  what  will  help 
in  the  minority-  and  low-income  communities  especially,  with  the 
business  loan  disclosure.  Also,  a  really  hard  look  at  the  develop- 
ment banks  because  we're  all  reaching  and  we  want  an  answer. 
But  if  you  do  the  wrong  thing  and  you  let  everyone  else  off  the 
hook,  really,  you  ought  to  get  the 

The  Chairman.  We're  not  going  to  let  anybody  else  off  the  hook. 

Ms.  CiNCOTTA.  You  ought  to  get  the  folks  from  Southshore  in  be- 
cause the  development  banks,  Southshore  Bank  in  Austin  and  the 
one  Hillary  Clinton  sat  on,  Little  Rock,  are  the  examples. 

You  have  a  handful  of  people  who  have  spent  over  20  years  of 
their  life  putting  this  one  example  together.  Are  you  going  to  clone 
them?  Where  are  you  going  to  find  the  folks?  How  long  will  it  be 
for  all  of  them  to  even  find  a  building  to  operate  in?  And  in  the 
meantime,  here  we  have  the  resources  of  all  our  financial  institu- 
tions that  deserve  to  be  spent  in  our  neighborhoods  and  our  cities, 
so  we  don't  have  the  tragedies  like  the  L.A.  So  let  me  stop  here. 

The  Chairman.  All  right.  Let  me  just  say  on  that  last  point, 
we've  had  one  good  hearing,  I  think,  on  the  community  develop- 
ment bank  concept.  I  was  struck  by  exactly  your  points.  And  that 
is  that  the  Southshore  Bank  is  an  impressive  example.  But  you've 
had  a  20-year  run  at  it  by  a  very  dedicated  group  of  people.  And 
I  question  the  likelihood  of  being  able  to  generate  a  similar  group 
in  a  lot  of  other  places,  without  the  20  years  that  it  takes  to  do 
that.  We've  got  to  move  a  lot  faster  than  that. 

But  I  think  there  are  places  where  we've  already  seen  a  dem- 
onstration of  interest,  people  who  really  want  to  get  going  with  a 
commimity  development  bank,  and  so  we  want  to  encourage  that, 
where  that  can  be  made  to  work.  But  that  is  not  a  replacement, 
and  cannot  be  seen  as  a  replacement  for  the  proper  flow  of  credit 
out  of  existing  institutions.  I  feel  just  as  strongly  as  you  do  that 
the  danger  in  the  concept  as  a  gossamer  concept,  is  that,  somehow 
or  another,  that  this  will  let  other  people  walk  away  from  their 
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lending  obligations  and  opportunities  that  are  out  there  now  that 
have  to  be  met  by  existing  institutions. 

One  is  not  a  replacement  for  the  other.  It  ought  to  be  an  aug- 
mentation to  the  other,  but  we've  got  to  get  the  other  up  to  the 
point  where  it  ought  to  be.  I'm  talking  about  the  existing  institu- 
tions today.  So  you  and  I  are  of  precisely  the  same  mind  on  that 
issue.  I  can't  speak  for  everybody  up  and  down  the  table  here,  but 
as  we  develop  the  community  development  bank  concept,  this  is  not 
designed  to  relieve  existing  institutions  of  the  job  they  should  be 
doing,  and  in  many  cases,  some  are,  but  many  are  not. 

Ms.  CiNCOTTA.  My  concern  was  when  I  heard  Senator  D'Amato 
saying,  if  the  larger  institutions  put  some  money  in  there,  they're 
going  to  be  exempted.  And  I  thought,  my  God,  let  me  show  you  the 
story  in  Chicago  where  Southshore  Bank  does  their  multifamily 
lending  using  money  from  Harris  Northern  and  First  National.  And 
they've  had  a  lot  of  support  from  other  financial  institutions.  It's 
scary  because  we  hear  the  safe  harbor  exemption  and  we  get  ready 
for  war  again. 

The  Chairman.  Right. 

Senator  Moseley-Braun.  Something  tells  me,  Ms.  Cincotta,  that 
you  are  uniquely  situated  to  communicate  that  thought  to  Senator 
D'Amato. 

[Laughter.] 

Ms.  Cincotta.  I  know  he  left  the  room. 

The  Chairman.  Well,  in  fairness  to  him,  he  had  something  else 
he  had  to  do  this  morning. 

Ms.  Cincotta.  I  know. 

The  Chairman.  He  was  here,  and  I  know  that  these  are  matters 
of  concern  to  him,  and  of  interest  to  him.  I  think  he  will  welcome 
your  views.  I  can't  speak  for  him,  but  I  think  he'll  certainly  wel- 
come hearing  what  you  have  to  say  on  this. 

Ms.  Cincotta.  Thank  you. 

The  Chairman.  I  thank  you  all  very  much  for  what  you've  come 
to  say  today.  I  think  we've  got  a  very  important  hearing  record  that 
we've  now  established.  I  think  the  time  and  the  care  that's  gone 
into  the  presentations  that  each  of  you  has  made  really  give  us  a 
lot  of  solid  rock  from  which  to  work  in  terms  of  where  we  go  from 
here. 

To  take  what  you've  laid  out  here  together  with  what  we  heard 
earlier  and  the  road  we've  been  over,  I  think  really  brings  us  to  the 
point  where  it's  much  clearer  where  we  should  go  and  how  we 
should  do  it  at  this  point. 

Now  we've  got  to  get  the  right  leadership  in  front  of  that  effort 
and  we've  talked  about  that  here  today  as  well. 

It's  very  interesting.  If  you'll  just  permit  me  a  personal  observa- 
tion. I  came  to  the  Congress  27  years  ago.  I  came  into  the  House 
of  Representatives  in  the  year  1966  and  was  at  that  time  in  the 
other  party,  as  a  matter  of  fact.  I  changed  parties  over  some  big 
differences  I  had  with  Nixon  and  Agnew  and  a  few  other  things. 
I  had  the  opportunity  to  vote  on  the  fair  housing  legislation,  and 
it  was  actually  a  small  group  of  cross-over  Republicans  in  the 
House  that  provided  the  margin  of  victory  at  that  time.  It  was  one 
of  the  votes  that  I  was  proudest  of  casting  at  that  time. 
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Lyndon  Johnson  invited  several  of  us  down  to  the  White  House 
for  that  bill  signing,  the  very  bill  that  we're  talking  about  here 
today.  I  remember  being  in  that  room  with  him  because  he  gave 
moral  leadership  on  civil  rights  questions.  It's  one  of  the  things 
that  he  did  that  I  think  was  such  a  powerful  contribution  to  the 
country.  I  remember  being  in  that  room  with  him  and  down  in  my 
office,  he  afterward  presented  me  with  a  pen  that  he  used  that  day 
to  sign  that  bill.  It's  a  treasured  momento  to  me  because  of  what 
it  meant. 

I  must  say  I'm  filled  with  emotion  as  I  think  about  the  fact  that 
here  we  are  now,  over  a  quarter  of  a  century  later  with  that  law 
on  the  books,  and  it  isn't  working.  It  isn't  working  the  way  it 
should. 

With  all  due  respect  to  our  earlier  witnesses,  we  heard  a  top  reg- 
ulator today,  I  think,  in  effect,  concede  that  while,  on  the  one  hand, 
there's  an  intention  to  want  to  do  something  about  this  problem, 
they're  having  an  awfully  difficult  time  figuring  out  what  to  do  and 
how  to  do  it.  Time  is  slipping  away  every  single  day.  When  I  think 
of  all  the  damage  that's  been  done  to  the  country,  to  individual 
families,  to  people  out  there  who  missed  out — ^vou  talk  about  the 
American  dream,  but  the  American  dream  wasn  t  available  to  them 
because  of  the  color  of  their  skin  or  they  were  in  a  redline  neigh- 
borhood or  their  ethnic  origin. 

The  country  is  the  loser  for  all  that.  We  talk  about  all  these  huge 
inner-city  problems.  We've  sort  of  starved  our  inner  cities  to  death. 
This  isn't  the  only  problem,  but  this  is  a  critical  problem.  What 
would  the  suburbs  look  like  if  they  hadn't  had  access  to  credit?  Or 
what  would  the  other  robust  areas  of  our  society  look  like  if  they 
hadn't  had  the  access  to  credit  that  they  did?  Or  even  our  wit- 
nesses earlier  today. 

We  all  come  down  a  certain  individual  track  and  we've  had  ac- 
cess to  opportunities.  Those  that  have  a  lot  of  opportunities  and 
take  advantage  of  them  get  to  the  top  of  these  positions  of  power 
and  what  have  you. 

I  think  we  have  to  be  asking  about  the  problem  of  who's  being 
left  out  and  who's  being  left  behind  and  why  it  is  we're  sort  of  fi^ac- 
turing  into  a  country  of  separate  and  unequal  parts.  And  why  peo- 
ple in  our  society  today  don't  have  an  opportunity  to  participate. 

We  can  talk  all  the  free  enterprise  jargon  that  anybody  wants  to 
talk  about,  but  if  you're  not  able  to  participate  in  it,  it  doesn't 
mean  anything. 

It's  a  sham  and  a  fraud  if  we  say  it's  there  and  it's  not  there. 
Or  if  we  say  it's  there  and  the  law  guarantees  that  it's  there,  but 
then  the  law  isn't  enforced  and  so  it  isn't  there.  And  then  a  per- 
son's life  goes  by  or  the  moment  goes  by  where  maybe  they  have 
an  opportunity  to  start  a  business  or  to  get  the  home  mortgage  that 
you  were  just  going  through.  And  if  that  moment  is  missed,  it  may 
not  come  around  again.  It  may  not  come  around  again  because 
other  things  happen.  And  in  a  situation  where  there  is  a  discour- 
agement and  a  turning  away  of  kind  of  opportunity  that  our  law 
says  should  be  there  equally  to  everybody,  people's  lives  go  down, 
different  tracks. 

I  think  we're  losing  part  of  America's  future  every  single  day.  I'm 
not  sure  that  it  dawns  on  some  of  the  people  at  the  top  of  our  eco- 
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nomic  system,  both  in  the  Government  and  outside.  But  whether 
it  does  or  doesn't,  we  have  laws.  Those  laws  were  signed — I  saw 
them  signed  with  my  own  eyes.  We've  written  some  laws  in  here 
that  are  now  on  the  books  that  are  at  least  forcing  this  data  out 
into  the  light  of  day  and  it's  to  be  collected  so  that  we  have  a  way 
of  figuring  out  what's  happening  and  how  we  can  fix  it. 

But  the  laws  have  to  be  obeyed.  And  I  think  that  anybody  that 
takes  a  position  of  responsibility  in  our  Government  that  can't  dis- 
charge the  laws,  then  they're  in  the  wrong  job.  They  should  go  and 
do  something  else  some  other  place. 

Part  of  the  duty  of  anybody  who's  going  to  take  one  of  these  posi- 
tions today  is  to  see  that  the  law  is  carried  out,  fullv,  fairly,  now, 
today,  across  the  country,  in  the  inner  cities,  every  other  place,  and 
that  ought  to  be  part  of  the  heartbeat  of  what  anybody  has  when 
they  get  up  in  the  morning  and  they  have  all  day  long  and  as  they 
go  to  bed  at  night  and  then  they  get  up  the  next  day,  because  that 
is  so  central  to  making  the  whole  American  system  work. 

Otherwise,  it  can't  work.  If  we're  going  to  be  separate  and  un- 
equal, and  if  an  Hispanic  American  or  a  black  American  is  going 
to  be  put  in  an  absolutely  inferior  position  in  terms  of  access  to 
credit  and  opportunity  in  this  country,  and  the  Government  is 
going  to  allow  it  to  go  on  in  the  face  of  the  laws  saying  that  it 
shoiildn't  exist  and  has  to  be  stopped,  you  can't  hold  a  country  to- 
gether. That's  the  way  to  wreck  a  country  and  to  split  it  apart. 

I'm  encouraged  by  the  fact  that  we've  got  a  President  that  I  be- 
lieve understands  this  issue  and  cares  about  it.  I  think  he  cares 
about  it  all  day  long,  and  I  think  it's  part  of  the  heartbeat.  I  think 
it  is  of  this  administration. 

But  we've  got  a  lot  of  catch-up  to  do  because  we've  let  the  coun- 
try get  badly  damaged.  The  racial  discrimination  in  our  society 
goes  way  back  before  this  century  that's  coming  to  an  end.  We've 
got  an  opportimity  to  change  it  and  you've  made,  I  think,  some 
very  important  recommendations  to  us  today.  It's  going  to  take  a 
lot  of  moral  leadership  as  well  as  tough  enforcement  of  the  laws. 

I  don't  think  people  should  be  allowed  to  operate  under  the  sanc- 
tion of  Government  with  the  support  and  authorization  of  Govern- 
ment if  they're  not  going  to  obey  the  laws.  I  think  the  laws  have 
to  be  obeyed.  These  laws,  that  are  extremely  sensitive  as  to  wheth- 
er our  country  has  a  chance  to  thrive  and  be  fair  and  decent,  are 
among  the  most  important  laws.  They're  not  something  that  ought 
to  be  looked  at  after  9  million  other  things  are  looked  at.  They 
ought  to  be  looked  at  right  at  the  very  beginning,  right  up  front, 
with  everything  else  we're  looking  at. 

The  safety  and  soundness  of  the  American  system,  and  of  our 
country,  and  where  we  fit  as  people  in  our  society — I  don't  under- 
stand how  we  don't  have  that  up  in  the  top  tier.  That's  got  to  be 
up  in  the  top  tier.  It's  got  to  be  up  in  the  top  tier. 

There's  a  wonderful  book  out  now  about  the  Gettysburg  Address. 
It's  an  interpretive  book  by  Garry  Wills  as  to  what  Lincoln  was 
talking  about  that  day  in  terms  of  that  very  seemingly  simple  and 
short  address.  I  think  he  was  really  talking  about  what  we're  talk- 
ing about  here  today.  And  that  is,  how  we  really  make  our  stated 
ideals  real  in  practice  for  all  the  people  of  this  country. 
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That's  in  a  large  part  what  that  war  was  about.  But  we're  still 
fighting  the  war.  The  war  is  going  on  right  now  out  there.  And 
somebody  today  who  either  knows  they're  not  going  to  have  a  fair 
shot  at  a  mortgage  or  a  business  loan  doesn't  go  and  ask  for  it, 
their  life  is  being  reduced  in  opportunity  and  possibility  in  this 
country.  Or  if  they  go  and  they're  turned  down  because  they're 
black  or  brown  or  they  are  in  some  other  measure  discriminated 
against,  it's  cheating  America.  It's  just  cheating  the  country.  And 
its  cheating  our  future.  It  divides  us  one  from  the  other  and  we 
just  can't  have  it. 

So  I  couldn't  feel  more  strongly  about  it.  Even  people  that  have 
fixed-terms  of  office — we've  got  some  people  that  have  been  carry- 
over appointments,  people  whose  appointments  occurred  previously 
and  came  out  of  other  administrations — if  they  can't  get  this 
straight  in  their  heads  and  their  hearts,  they  ought  to  leave  Gov- 
ernment. They  ought  to  go  do  something  else  some  other  place,  be- 
cause Government  has  to  be  for  all  the  people  in  this  country. 

That's  what  it's  all  about,  being  for  all  the  people.  Not  just  some 
of  the  people,  but  all  the  people.  If  we  can't  get  an  aggressive  com- 
mitment to  that  from  people  who  run  the  key  parts  of  our  system, 
then  they  ought  not  to  be  in  Government.  They  ought  not  to  be  in 
public  service.  They  ought  to  be  in  the  private  service.  If  you  are 
going  to  pursue  goals  that  are  narrower  than  the  broad  public 
good,  then  they  ought  to  be  pursued  outside  of  Government,  quite 
frankly. 

Thank  you  for  listening  to  me  and  permitting  me  to  say  that.  I 
feel  very  strongly  about  it. 

Senator  Moseley-Braun.  Thank  you. 

The  Chairman.  Senator,  do  you  have  a  final  comment? 

Senator  Moseley-Braun.  You're  a  great  Chairman  and  I'm  hon- 
ored to  serve  on  this  panel.  I  look  forward  to  actually  beginning  to 
light  a  fire  under  the  regulators  to  begin  to  make  these  laws,  these 
25-  and  18-year-old  laws,  make  them  real  and  make  them  work. 

I  couldn't  agree  more  with  what  you've  just  said.  It  was  very  elo- 
quent. It  was  very  heartfelt.  It  was  clearly  heartfelt.  And,  quite 
frankly,  it  made  me  feel  even  more  comfortable  and  more  excited 
about  being  a  member  of  this  committee  and  the  potential  of  this 
committee  for  doing  real  good  for  our  country. 

I  want  to  thank  you  for  that.  You've  done  a  great  job  here  and 
I  feel  very  confident  that  we  are  going  to  get  some  action  out  of 
these  people. 

The  Chairman.  Thank  you  very  much.  Thank  you  all.  We  appre- 
ciate it. 

Ms.  CiNCOTTA.  Thank  you. 

The  Chairman.  The  committee  stands  in  recess. 

[Whereupon,  at  12:55  p.m.,  the  committee  was  recessed.] 

[Prepared  statements  and  additional  material  supplied  for  the 
record  follow:] 
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PREPARED  STATEMENT  OF  SENATOR  BEN  NIGHTHORSE  CAMPBELL 

Thank  you,  Mr.  Chairman,  for  organizing  hearings  in  the  past  few  weeks  that 
help  us  understand  ongoing  areas  of  concern  in  the  banking  industry. 

From  my  contacts  with  cankers  and  lenders  in  my  own  State,  know  that  most 
of  them  are  honest  citizens  who  work  hard  to  support  their  communities.  Unfortu- 
nately, I  know  from  personal  experience  that  sometimes  the  color  of  one's  skin  can 
make  it  harder  to  get  a  loan.  That  can  happen  in  small  rural  communities  just  as 
easily  as  it  can  in  large  cities. 

I  don't  always  know  what  causes  differences  in  people's  access  to  credit.  Some- 
times there,  are  legitimate  financial  reasons;  sometimes  there  are  structural  prob- 
lems that  discourage  banks  from  lending  to  minorities;  sometimes  the  problem  is 
ignorance  and  prejudice.  The  end  result  is  the  same,  though:  people  that  need  credit 
the  most,  get  it  the  least. 

Since  I'm  new  to  this  committee,  bankers  have  been  giving  me  an  earful  about 
regulatory  burden.  After  seeing  some  of  the  hoops  they  have  to  jump  through,  I  can 
understand  their  frustrations.  Yet  despite  all  this  paperwork,  we  still  can't  seem  to 
weed  out  the  problems.  I  hope,  Mr.  Chairman,  that  we  can  work  with  banking  and 
community  groups  to  make  banking  regulations  more  effective  and  more  efficient  at 
the  same  time.  Thank  you  once  again,  Mr.  Chairman,  for  your  efforts. 

PREPARED  STATEMENT  OF  SENATOR  CAROL  MOSELEY-BRAUN 

Mr.  Chairman,  we  are  here  today  to  discuss  a  critically  important  issue — discrimi- 
nation in  our  credit  markets.  The  distinguished  president  of  the  Federal  Reserve 
Bank  of  Boston  is  among  our  witnesses  this  morning,  and  that  is  appropriate,  be- 
cause his  institution  has  made  a  significant  contribution  by  conducting  a  study  of 
the  discrimination  problem.  The  study's  basic  conclusion — that  minority  borrowers 
are  60  percent  more  likely  to  be  turned  down  for  a  mortgage  loan  that  a  white  bor- 
rower— is  not  a  new  one.  What  is  new,  and  to  my  mind,  compelling,  is  that  the  Bos- 
ton Fed  documented  that  discrimination  in  a  very  careful  way. 

Because  of  the  Boston  Fed  study,  it  is  no  longer  possible  to  excuse  discrimination 
against  minorities  with  claims  that  disparities  in  lending  patterns  were  due  to  in- 
come differences,  bad  credit,  housing  patterns,  or  any  of  a  number  of  other  economic 
factors.  The  Boston  Fed  study,  therefore,  helps  force  us  to  see  the  problem  for  what 
it  is,  instead  of  what  we  would  like  it  to  be — and  that  is  a  good  thing. 

One  of  the  most  interesting  findings  of  the  Boston  Fed  study  was  that  only  about 
20  percent  of  all  potential  borrowers  have  completely  clean  credit  records.  Lending 
decisions,  therefore,  are  not  strictly  mechanical  exercises;  instead,  they  involve  the 
exercise  of  considerable  discretion  oy  lending  officers  and  lending  institutions.  Cred- 
it histories  can  be  cleaned  up;  lenders  can  help  do  that.  What  the  Boston  Fed  study 
demonstrated  is  that  minorities  get  less  of  this  kind  of  help  than  whites. 

I  know  that  much  of  this  discrimination  is  not  intentional,  but  that  fact  does  not 
mean  we  should  let  it  continue  for  even  one  minute  longer.  We  have  to  act.  We  have 
to  face  the  problem  in  all  of  its  complexity,  but  we  have  to  act. 

African-Americans  and  other  minority  Americans  want  the  same  things  every 
American  wants.  They  want  a  decent  job;  they  want  the  opportunity  to  achieve  the 
American  dream  of  home  ownership.  They  want  the  same  access  to  credit  that  other 
Americans  enjoy,  and  like  other  Americans,  they  expect  to  pay  back  what  they  bor- 
row. 

No  one  expects  lenders  to  make  unprofitable  loans.  What  I  think  every  minority 
American  is  entitled  to  expect,  however,  is  that  lenders  make  profitable  loans  on  a 
nondiscriminatory  basis. 

We  need  to  improve  enforcement  vis  a  vis  bank  and  savings  and  loan  lenders;  we 
also  need  to  teike  a  hard  look  at  other,  nondepository  lenders  who,  after  all,  origi- 
nate over  50  percent  of  all  mortgage  loans.  We  need  to  act  to  see  that  the  manage- 
ments of  lending  institutions  do  what  it  takes  to  see  that  their  lending  officers  and 
their  credit  granting  systems  operate  in  nondiscriminatory  ways.  We  also  need  to 
look  at  the  influence  of  the  secondary  market  to  ensure  that  it  is  not  inadvertently 
encouraging  loan  originators  to  discriminate;  secondary  market  guidelines,  after  all, 
are  a  very  important  influence  on  the  mortgage  market.  I  could  go  on  for  some  time, 
but  the  bottom  line  is  that  we  need  to  do  what  it  takes  to  deal  with  the  discrimina- 
tion problem — and  we  need  to  do  it  now! 

We  have  a  good  group  of  witnesses  before  the  committee  this  morning  and  I  look 
forward  to  their  testimony.  As  I  conclude,  I  want  to  recognize  one  witness,  in  par- 
ticular. Gale  Cincotta,  whom  I  am  proud  to  have  as  a  constituent,  is  a  person  who 
has  really  made  a  difference,  both  to  her  community  and  to  her  Nation.  She  has 
fought,  and  continues  to  fight,  a  tough-minded,  dedicated  battle  for  more  community 
lending.  She  has  helped  improve  our  financial  system.  She  has  helped  make  lenders 
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more  responsible  to  their  communities.  I  know  the  committee  will  benefit  greatly 
from  her  testimony. 

TESTIMONY  BY  RICHARD  F.  SYRON 
President,  Federal  Reserve  Bank  of  Boston 

February  24,  1993 

Thank  you,  Mr.  Chairman  and  members  of  the  Committee,  for  this  opportunity 
to  discuss  the  Federal  Reserve  Bank  of  Boston's  recent  study  of  mortgage  lending 

f)attems  and  the  report's  implications  for  combatting  discrimination  in  mortgage 
ending. 

As  the  Committee  knows,  the  Home  Mortgage  Disclosure  Act  (HMDA)  data  for 
1990  showed  substantially  higher  denial  rates  for  black  and  Hispanic  applicants 
than  for  white  applicants.  This  was  true  in  all  the  major  metropolitan  statistical 
areas,  and  it  was  certainly  true  in  Boston.  Approximately  30  percent  of  black  and 
Hispanic  mortgage  applicants  were  denied  loans  in  the  Boston  metropolitan  statis- 
tical area  in  1990,  compared  to  only  11  percent  of  white  applicants.  The  1991  data 
for  Boston,  which  became  available  in  tne  fall  of  1992,  show  a  narrower  but  still 
sizable  gap,  with  24  percent  of  black  and  Hispanic  applicants  denied  compared  to 
11  percent  of  whites. 

When  the  1990  HMDA  were  released,  the  implications  of  the  racial  disparities  in 
denial  rates  were  unclear.  Although  the  HMDA  data  included  information  on  appli- 
cant income,  no  information  was  collected  on  applicants'  credit  histories,  loan-to- 
value  ratios,  debt-to-income  or  so-called  obligation  ratios,  and  other  factors  that  are 
commonly  considered  by  lenders  when  they  make  mortgage  loan  decisions.  Some  felt 
that  this  missing  information  could  explain  the  high  denial  rates  experienced  by  mi- 
norities. Others  argued  that  even  if  all  relevant  information  was  included,  substan- 
tial bias  in  mortgage  lending  still  existed.  This  disagreement  has  made  it  difficult 
to  formulate  solutions  to  improve  credit  flows  to  poor  and  minority  neighborhoods. 

The  Federal  Reserve  Bank  of  Boston,  with  the  support  of  the  Federal  Reserve 
Board  and  other  supervisory  agencies,  and  the  cooperation  of  mortgage  lenders  in 
the  Boston  area,  unaertook  a  major  study  of  mortgage  lending  in  an  effort  to  clarify 
this  issue.  Racial  disparities  in  mortgage  lending  patterns  have  been  a  concern  in 
Boston  for  some  years,  and  in  1989  the  Boston  Fed  nad  undertaken  a  study  of  mort- 
gage lending  within  the  City  of  Boston.  While  that  study  had  found  that  housing 
and  mortgage  markets  were  functioning  in  a  way  that  hurt  black  neighborhoods,  the 
data  available  at  that  time  could  not  distinguish  the  role  played  by  lenders  from 
the  actions  of  buyers,  sellers,  realtors,  and  other  market  participants.  With  the  re- 
lease of  the  1990  HMDA  data  on  applications,  the  Boston  Fed  was  able  to  improve 
upon  its  earlier  research  and  focus  on  the  activities  of  the  mortgage  lending  indus- 
try. I  would  like  to  submit  for  the  record  a  copy  of  the  Boston  Fed's  study.  Mortgage 
Lending  in  Boston:  Interpreting  HMDA  Data. 

The  131  financial  institutions  that  had  been  the  most  active  mortgage  lenders  in 
the  Boston  metropolitan  area  were  asked  to  provide  additional  information  on  38 
financial,  credit  history,  and  employment  variables  for  all  1, 143  of  their  black  and 
Hispanic  mortgage  applicants  and  for  a  random  sample  of  3,300  white  applicants. 
To  protect  the  confidentiality  of  borrowers,  we  assured  the  lenders  that  all  informa- 
tion collected  would  remain  with  the  Federal  Reserve  and  other  bank  regulatory 
agencies.  The  response  from  lenders  was  excellent,  although  missing  information, 
errors  in  recording  the  original  data,  and  withdrawn  applications  resulted  in  a  final 
sample  of  722  black  and  Hispanic  applicants  and  2,340  white  applicants. 

The  additional  variables  collected  were  chosen  after  numerous  conversations  with 
underwriters,  examiners,  and  others  familiar  with  the  mortgage  lending  process.  We 
attempted  to  include  all  the  variables  that  lenders  view  as  relevant  to  their  mort- 
gage decisions.  The  information  collected  from  the  financial  institutions  was  then 
combined  with  information  on  neighborhood  characteristics  from  the  1990  Census 
and  used  to  develop  a  model  of  mortgage  lending  decisions  in  the  Boston  area.  With 
this  model,  it  was  possible  to  test  whether  race  was  a  significant  factor  in  the  lend- 
ing decision  once  financial,  credit  history,  employment,  and  neighborhood  character- 
istics were  taken  into  account. 

The  analysis  revealed  that  the  additional  information  about  each  applicant  sub- 
stantially reduced  the  disparity  in  denial  rates,  but  did  not  eliminate  the  gap.  Black 
and  Hispanic  mortgage  applicants  in  Boston,  on  average,  had  larger  debt  burdens, 
higher  loan-to-value  ratios,  and  weaker  credit  histories,  and  in  other  respects  did 
not  fare  as  well  according  to  the  evaluation  criteria  used  by  mortgage  lenders.  But 
after  taking  all  these  factors  into  account,  black  and  Hispanic  mortgage  applicants 
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were  still  more  likely  to  be  turned  down  than  white  applicants.  Minority  applicants 
with  the  same  financial,  credit  history,  employment,  and  nei^borhood  characteris- 
tics as  the  white  applicants  in  Boston  would  have  experienced  a  denial  rate  of  17 
percent  rather  than  uie  actual  white  denial  rate  of  11  percent. 

The  information  gathered  in  this  study  provides  some  insight  into  how  this  out- 
come occurs.  Many  observers  have  difficulty  accepting  that  discrimination  exists  be- 
cause they  do  not  believe  that  rational  lenders  would  turn  down  a  perfectly  good 
application  simply  because  the  applicant  was  black  or  Hispanic.  The  problem  is  that 
few  applications  fit  a  narrow  defmition  of  perfect.  Most  applicants,  white  as  well  as 
minority,  exceed  some  guideline  for  obligation  or  loan-to-value  ratios  or  credit  his- 
tory; or  some  possess  a  characteristic  that  requires  additional  documentation,  such 
as  self-employment  or  the  fact  that  they  are  purchasing  a  two-  to  four-family  home. 
As  a  consequence,  the  mortgage  decision  is  not  a  purely  mechanical  process.  Loan 
originators  must  exercise  judgment,  and  they  have  considerable  discretion  in  the 
way  they  evaluate  these  deviations  from  perfection  and  in  the  degree  to  which  they 
take  compensating  factors  into  consideration. 

On  balance,  this  discretion  is  both  necessary  and  desirable.  Historically,  residen- 
tial mortgages  have  been  very  safe  investments.  And  applicants  need  not  be  perfect 
to  be  creditworthy.  However,  discrimination  may  enter  into  the  decision-making 
process.  Precisely  how  this  happens  is  not  something  that  can  be  answered  by  this 
study.  It  could  be  as  simple  as  loan  officers  being  more  willing  to  exercise  discretion 
and  put  their  own  reputations  at  risk  for  people  who  look  or  talk  like  themselves 
than  for  others.  However  the  discrimination  occurs,  black  and  Hispanic  applicants 
are  more  likely  to  be  turned  down  for  mortgages  than  white  applicants  with  the 
same  economic  and  other  characteristics. 

What  can  be  done  to  address  the  problem  of  discrimination  in  mortgage  lending? 

In  my  judgment,  the  most  critical  step  is  for  mortgage  lenders  to  acknowledge  at 
least  the  possibility  that  the  results  of  their  lending  process  are  discriminatory.  As 
long  as  lenders  sincerely  believe  their  procedures  are  beyond  reproach,  efforts  to  get 
them  to  change  will  have  limited  success.  This  is  the  area  where  we  hope  we  have 
made  a  contribution.  At  least  in  Boston,  our  study  seems  to  have  ended  the  debate 
over  how  to  interpret  the  HMDA  data.  Economic  factors  do  explain  some  of  the  dis- 
parity in  denial  rates,  but  race  also  plays  a  role.  Lenders'  reactions  to  the  study  sug- 
gest that  they  are  now  questioning  what  they  always  took  for  granted.  They  are 
starting  to  recognize  that  simply  having  a  policy  that  prohibits  discrimination  does 
not  prevent  discrimination. 

A  number  of  strategies  have  been  developed  by  consumer  advocates,  government 
agencies,  and  lending  institutions  to  help  lenders  ensure  that  they  are  treating  all 
prospective  borrowers  fairly.  The  Federal  Reserve  Bank  of  Boston  is  in  the  process 
of  compiling  these  strategies  in  a  guide  that  wiU  soon  be  available  for  distribution 
to  lenders.  I  suspect  that  the  members  of  this  Committee  have  heard  many  of  these 
ideas.  They  include  ensuring  that  all  employees  involved  with  the  loan  process  are 
thoroughly  familiar  with  laws  related  to  fair  lending;  having  a  staff  that  reflects  the 
racial  and  ethnic  composition  of  the  communities  served  by  the  lending  institutions; 
ensuring  that  compensation  structures  for  employees  do  not  deter  them  from  serv- 
ing low-income  and  minority  maikets;  using  carefully  designed  second  review  proc- 
esses for  denied  applications;  and  a  number  of  other  approaches. 

While  not  presenting  something  totally  new,  the  guide  makes  a  contribution  by 
tailoring  each  recommendation  to  the  lender's  board  of  directors  and  senior  manage- 
ment as  well  as  to  loan  originators.  The  commitment  to  eliminating  discrimination 
must  start  at  the  top  and  continue  right  through  the  organization  to  those  who  meet 
the  public  face-to-face. 

Financial  institutions'  efforts  will  have  to  be  reinforced  by  enhanced  regulatory 
methods.  Because  so  many  mortgage  applications  violate  some  guideline  or  in  some 
way  require  the  lender  to  exercise  judgment,  most  denials  can  appear  appropriate 
by  objective  standards.  Thus,  discrimination  can  be  difficult  to  prove  when  one  looks 
case  by  case.  It  is  also  necessary  to  examine  broad  patterns  and  an  institution's  en- 
tire loan  making  process.  The  Federal  Financial  Examination  Council  is  aware  of 
this  problem  and  is  working  on  improving  its  examination  procedures. 

Finally,  I  would  like  to  emphasize  that  while  lender  discretion  may  permit  dis- 
crimination to  occur,  removing  the  discretionary  element  would  be  a  major  mistake. 
If  current  guidelines  were  to  become  rules  to  be  applied  with  no  exceptions,  then 
even  if  these  rules  were  not  as  tight  as  the  guidelines  are  today,  many  creditworthy 
applicants  would  be  denied  loans  and,  thus,  the  opportunity  to  own  a  home.  And 
if  the  Boston  experience  is  representative  of  that  nationally,  black  and  Hispanic  ap- 
plicants would  mre  worse  than  white  applicants,  because  they  have  higher  obliga- 
tion and  loan-to-value  ratios  and  weaker  credit  histories. 
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In  conclusion,  the  Federal  Reserve  Bank  of  Boston's  study  of  mortgage  lending 
patterns  in  the  Boston  metropolitan  statistical  area  shows  that  the  laive  disparities 
m  denial  rates  revealed  by  the  HMDA  data  are  partially  attributable  to  tne  fact 
that  black  and  Hispanic  applicants  have  greater  debt  burdens,  higher  loan-to-value 
ratios,  weaker  credit  histories,  and  other  economic  characteristics  that  lenders  view 
with  disfavor.  However,  even  after  taking  account  of  all  these  factors,  a  statistically 
significant  and  economically  important  gap  remains  in  denial  rates  for  white  and 
minority  applicants.  Eliminating  this  gap  requires  that  regulators,  lenders  and  com- 
munity groups  understand  the  nature  and  likely  causes  of  that  gap,  stop  arguing 
about  whether  a  problem  exists,  and  work  more  effectively  together  for  tne  future. 

STATEMENT  BY  JOHN  P.  LaWARE 

Chairman,  Federal  Financial  Institutions  Examination  Council  and 

Member  Board  of  Governors  of  the  Federal  Reserve  System 

February  24,  1993 

I  appreciate  the  opportunity  to  speak  today  to  this  Committee  about  concerns  re- 
lated to  credit  discrimination  in  mortgage  lending. 

This  hearing  is  very  timely  given  the  troubling  questions  that  have  been  raised 
about  the  fairness  of  the  mortgage  lending  process.  Parity  in  how  applications  are 
considered,  without  regard  to  race,  sex  or  other  prohibited  bases,  is  absolutely  es- 
sential in  our  country.  Let  no  one  have  any  misunderstanding  on  the  point.  Racial 
discrimination,  no  matter  how  subtle  and  whether  intended  or  not,  cannot  be  toler- 
ated. Simply  stated,  excluding  any  segment  of  our  society  from  fundamental  eco- 
nomic opportunities,  such  as  home  ownership  and  equal  access  to  credit,  is  morally 
repugnant  and  illegal.  Moreover,  it  robs  the  lending  industry  and  our  economy  of 
growth  potential.  I  can  assure  you  that  the  Board  is  committed  to  vigorously  enforc- 
ing fair  lending  laws. 

As  chairman  of  the  Federal  Financial  Institution  Examination  Council  (FFIEC), 
you  asked  that  my  testimony  focus  on  current  efforts  to  enforce  fair  lending  laws 
and  the  steps  being  taken  to  strengthen  them  by  the  member  agencies.  I  am  pleased 
to  do  so.  However,  as  my  recent  letter  to  Chairman  Riegle  indicated,  I  will  be  unable 
to  answer  detailed  questions  about  the  fair  lending  enforcement  programs  of  the 
other  federal  banking  agencies.  Each  of  the  other  FFIEC  agencies  (OCC,  OTS, 
NCUA  and  FDIC)  is  represented  here  today  and  they  will  respond  to  any  questions 
you  may  have  about  their  specific  programs. 

Before  I  move  on  to  a  discussion  of  the  efforts  of  the  FFIEC,  let  me  give  you  a 
sense  of  some  of  the  actions  the  Board  has  undertaken.  First,  in  consultation  with 
the  other  FFIEC  agencies,  we  have  implemented  a  system  which  increases  our  abil- 
ity to  analyze  HMDA  data  for  use  in  our  fair  lending  and  CRA  enforcement  efforts. 
Second,  we  are  working  with  the  Justice  Department  to  target  certain  state  member 
banks  for  fair  lending  examinations  where  HMDA  data  suggest  disparate  treatment 
of  minority  mortgage  loan  applicants.  Third,  we  have  referred  a  number  of 
consumer  complaints  alleging  violations  of  the  Fair  Housing  Act  to  HUD  and  re- 
cently referred  a  matter  to  the  Department  of  Justice.  Fourth,  we  have  taken  formal 
enforcement  actions,  including  assessment  of  civil  money  penalties,  to  enforce  com- 
pliance with  consumer  protection  laws,  including  the  prohioitions  against  credit  dis- 
crimination based  on  marital  status,  age  and  race  found  in  the  fair  lending  laws. 
Fifth,  the  Board  has  denied  three  applications  in  the  last  two  years  from  financial 
institutions  primarily  because  of  poor  CRA  performance.  In  each  case,  there  was  sig- 
nificant eviaence  in  the  record  tnat  these  banks  were  not  adequately  serving  the 
credit  needs  of  their  communities.  These  actions  demonstrate,  I  believe,  the  strong 
commitment  the  Federal  Reserve  has  made  to  enforce  fair  lending  laws. 

Recent  Developments 

Some  recent  developments  have  changed  the  nature  of  the  discussion  regarding 
the  issue  of  credit  discrimination.  The  debate  has  moved  from  a  discussion  about 
whether  unequal  treatment  is  occurring,  to  how  to  strengthen  enforcement  of  fair 
lending  laws.  One  of  these  developments  was  a  study  completed  by  the  Boston  Re- 
serve Bank.  Another  event  was  a  settlement  between  the  Justice  Department  and 
an  Atlanta  savings  and  loan  association  resulting  from  a  fair  lending  investigation 
by  the  Department.  In  each  of  these  cases,  evidence  was  found  of  disparate  treat- 
ment in  mortgage  lending  between  minorities  and  whites.  This  has  increased  our 
understanding  of  this  complex  issue  and  will  provide  a  basis  from  which  the  Federal 
Reserve  and  other  agencies  can  better  focus  our  efforts  to  strengthen  the  enforce- 
ment of  fair  lending  laws. 
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Boston  Study — ^As  I  mentioned,  the  Boston  study  furthered  our  understanding  of 
issues  related  to  credit  discrimination,  and  I  would  like  to  share  with  vou  some  of 
its  fmdings.  During  1992,  the  Boston  Reserve  Bank  undertook  a  detailed  study  of 
mortgage  lending  in  the  Boston  metropolitan  area,  in  cooperation  with  the  other  fed- 
eral financial  supervisory  agencies  and  the  Department  of  Housing  and  Urban  De- 
velopment (HUD).  The  study  was  initiated  in  response  to  the  laive  differences  in 
rates  of  home  loan  denials  among  white,  black,  and  Hispanic  appRcants  in  Boston 
as  revealed  by  the  1990  HMDA  data:  a  ratio  of  nearly  three  rejections  for  black  and 
Hispanic  to  one  for  white  applicants.  The  study  sought  to  analyze  whether  dispari- 
ties in  mortgage  loan  denial  rates  among  surveyed  lenders  reflected  the  equal  appli- 
cation of  legitunate  credit  standards  or  whether  race  was  a  factor  in  the  decisions. 

Because  income  is  the  only  financial  attribute  of  loan  applicants  collected  under 
HMDA,  the  Reserve  Bank  augmented  the  HMDA  data  with  thirty-eight  additional 
items  of  information  pertaining  to  financial  characteristics,  employment  experience, 
and  credit  history — data  that  the  lenders  participating  in  the  study  voluntarily  pro- 
vided from  their  files.  The  study  revealed  substantial  differences  in  the  financial 
and  other  economic  circumstances  of  typical  white  applicants  and  those  of  minority 
applicants.  Statistical  analysis  also  revealed,  however,  that  even  after  controlling  for 
significant  economic  factors,  unexplained  differences  remained  in  loan  approval 
rates  for  blacks,  Hispanics,  and  white  applicants.  Specifically,  the  study  revealed 
that  minority  applicants  with  the  same  credit  characteristics  fis  white  applicants 
would  experience  a  17  percent  denial  rate  compared  to  an  11  percent  denial  rate 
for  white  applicants. 

Significantly,  racial  background  generally  was  not  found  to  be  a  factor  in  the  case 
of  clearly  qualified  or  clearly  unqualified  applicants,  whatever  their  race.  Disparities 
were  evident,  however,  among  applicants  with  some  imperfections,  such  as  a  rel- 
atively high  debt-to-income  ratio  or  weaknesses  in  credit  history.  For  such  appli- 
cants, national  origin  or  ethnic  background  appeared  to  be  a  consideration.  The  au- 
thors of  the  study  suggest  differences  in  treatment  may  reflect  differences  in  the 
level  of  assistance  applicants  received  from  loan  officers  to  address  those  defi- 
ciencies, although  no  specific  evidence  from  the  Boston  study  is  available  on  this 
{>oint.  TTie  degree  to  which  the  findings  reflect  outright  discrimination  by  individual 
oan  officers  and  financial  institutions  in  the  market  is  unclear.  The  reason  for  this 
lack  of  clarity  is  that  this  was  a  study  of  the  lenders  in  the  Boston  market  in  gen- 
eral and  did  not  include  a  review  of  individual  lenders  to  assess  whether  any  spe- 
cific individuals  were  treated  differently  because  of  their  race.  The  findings  do  con- 
firm, however,  that  greater  attention  is  needed  to  ensure  the  fairness  of  the  mort- 
gage granting  process. 

Efforts  by  FFIEC  to  Strengthen  Fair  Lending  Enforcement 

While  the  FFIEC  agencies  have  separate  programs  through  which  they  enforce 
fair  lending  laws,  I  know  that  all  of  us  take  our  enforcement  responsibility  very  seri- 
ously. We  have  been  working  hard  to  ensure  that  our  efforts  are  responsive  to  the 
concerns  expressed  by  the  Congress  and  others.  In  this  regard,  the  FFIEC  has  un- 
dertaken a  number  of  initiatives  to  strengthen  its  member  agencies'  enforcement  of 
fair  lending  laws. 

Boston  Study  Follow-Up — Following  the  release  of  the  Boston  study  results  in  Oc- 
tober, the  member  agencies  of  the  FFIEC  issued  a  joint  statement  that  addressed 
the  issue  of  disparate  treatment.  In  it,  we  attempted  to  shift  the  focus  from  a  debate 
about  whether  unequal  treatment  is  occurring  to  an  emphasis  on  initiatives  that 
will  ensure  it  does  not.  The  interagency  statement  reiterated  the  agencies  concerns 
about  fair  treatment  of  applicants  for  mortgage  loans.  The  statement  pointed  to  in- 
creased empirical  data  suggesting  that  differences  in  denial  rates  may  be  unsup- 
ported by  economic  factors.  The  agencies  also  encouraged  financial  institutions  to 
intensify  their  fair  lending  education  programs  for  management,  lending  personnel 
and  consumers.  We  encouraged  efforts  to  identify  and  promote  examples  of  success- 
ful techniques  used  by  institutions  to  ensure  equal  treatment  of  loan  applicants, 
such  as  seu-testing  and  second  reviews  of  minority  applications. 

In  addition,  each  of  the  agencies  has  underway  investigations  of  those  financial 
institutions  that  took  part  in  the  Boston  study  where  evidence  of  disparate  treat- 
ment was  present.  These  investigations  include  review  of  loan  files  and  other  rel- 
evant documents  to  discover  if  any  individual  applicants  were  treated  less  favorably 
due  to  race.  As  I  previously  indicated^  the  Boara  did  refer  the  name  of  one  institu- 
tion to  the  Department  of  Justice  where  the  data  from  the  Boston  study  raised  con- 
cerns about  that  mortgage  compEuoy's  compliance  with  fair  lending  laws. 

HMDA  Analysis— Like  the  HMDA  data  for  1990,  the  data  for  1991  indicate  that 
greater  proportions  of  black  and  Hispanic  loan  applicants  are  turned  down  for  credit 
than  are  Asians  or  whites.  Income  levels  account  for  some  of  the  variation  in  loan 
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disposition  rates  among  racial  groups.  However,  even  after  controlling  for  income, 
white  applicants  for  conventional  home  loans  in  all  income  groupings  had  lower 
rates  of  denial  than  black  and  Hispanic  applicants.  There  are,  of  course,  many  fac- 
tors other  than  income  that  are  relevant  to  a  credit  decision.  And  it  would  be  erro- 
neous to  conclude  that  the  HMDA  disparities  themselves  necessarily  all  reflect  dis- 
criminatory practices.  Nevertheless,  some  of  them  may  be  due  to  the  unequal  appli- 
cation of  lenoing  criteria,  and  the  data  as  a  whole  are  obviously  troubling. 

Analyzing  the  disturbing  disparities  revealed  by  HMDA  data  for  use  in  our  fair 
lending  and  CRA  enforcement  efforts  has  become  a  high  priority  for  the  FFIEC.  In 
this  regard,  I  am  pleased  to  report  that  the  FFIEC  has  made  significant  progress 
in  the  manner  in  which  HMDA  data  are  both  utilized  and  the  ways  in  which  this 
data  are  analyzed.  Prior  to  1989,  HMDA  data  revealed  information  only  about  the 
geographic  distribution  of  residential  lending  by  covered  institutions.  Statutory 
amendments  to  HMDA,  enacted  in  1989,  expanded  disclosures  to  include  the  dis- 
position of  applications — approved,  denied,  withdrawn,  or  files  closed  for  incomplete- 
ness— and  the  race,  or  national  original,  income  and  sex  of  all  applicants,  whether 
approved  or  denied.  The  amendments  also  expanded  coverage  to  independent  mort- 
gage companies,  that  is,  those  that  are  not  suosidiaries  of  depository  institutions  or 
holding  companies. 

The  HMDA  data  enable  the  agencies  to  select  specific  loan  files  to  review  during 
onsite  examinations,  and  also  to  target  specific  lenders  for  more  extensive  fair  lend- 
ing and  CRA  investigations.  Severalof  the  siipervisory  agencies,  as  well  as  the  De- 
partment of  Justice,  are  using  the  new  HMDA  data  to  identify  institutions  to  re- 
view, based  either  on  the  large  disparities  in  denial  rates  among  diflerent  racial 
groups  or  the  low  number  of  applications  from  ndnority  households  compared  to  the 
racial  composition  in  the  community. 

Over  the  past  two  years,  the  Federal  Reserve,  in  consultation  with  the  FFIEC 
agencies,  has  developed  and  implemented  a  computer-based  HMDA  data  analysis 
system.  The  system,  which  uses  both  HMDA  data  and  demographic  information,  is 
extremely  versatile,  and  allows  the  new  data  to  be  examined  and  analyzed  in  a  vari- 
ety of  ways.  It  provides  a  series  of  set  reports  (in  addition  to  the  standard  HMDA 
tables)  as  well  ps  the  capability  of  querying  the  database  for  more  tailored  informa- 
tion about  an  institution's  lending  activity.  The  FFIEC  is  also  working  to  develop 
a  set  of  standard  paper  based  reports  for  examiners  to  use  without  electronically 
accessing  the  data  Dase. 

The  FFLEC  has  also  worked  to  ensure  that  the  HMDA  data  is  as  accurate  as  pos- 
sible. In  this  regard,  the  FFIEC  issued  a  revised  version  of  "A  Guide  to  HMDA  Re- 
porting, Getting  it  Right,"  to  assist  institutions  compile  and  report  their  data.  The 
^ide  discusses  the  law's  ret^uirements,  coverage,  and  management  responsibilities; 
it  also  sets  forth  detailed  directions  for  gathering  data,  plus  step-by-step  instruc- 
tions for  completing  the  reporting  form.  We  have  also  provided,  free  of  charge,  com- 
puter software  that  may  be  used  for  reporting  HMDA  data  which  wiU  help  screen 
out  inaccuracies  before  the  data  are  suomitted.  In  addition,  the  FFIEC  has  devel- 
oped a  process  which  assists  reporting  institutions  in  identifying  and  correcting  er- 
rors. 

The  FFIEC  agencies  continue  to  pursue  discussions  with  the  Department  of  Jus- 
tice, HUD,  and  the  Federal  Trade  Commission  to  strengthen  enforcement  of  civil 
rights  laws.  In  particular,  the  banking  agencies  also  are  exploring  ways  to  work 
with  the  Department  of  Justice  in  detecting  possible  patterns  of  discrimination 
against  minority  applicants.  One  example  of  coordination  involves  targeted  exami- 
nations of  financial  organizations  with  mortgage  lending  records  that  raise  concerns. 
Justice  Department  staff  may,  in  some  instances,  participate  in  these  reviews  by 
going  into  the  financial  institution  with  our  examiners. 

The  FFIEC  has  also  been  working  to  increase  coordination  with  HUD.  This  re- 
flects the  expanded  enforcement  authority  assigned  to  HUD  by  amendments  to  the 
Fair  Housing  Act  in  1990.  One  example  is  a  memorandum  of  understanding  among 
the  agencies  calling  for  formal  referral  of  complaints  alleging  fair  housing  violations 
to  eacn  other  and  coordination  of  investigations,  when  that  is  feasible. 

In  December  1992,  the  FFIEC  contracted  with  an  outside  consultant  for  a  review 
of  the  agencies'  examination  procedures  to  enforce  civil  rights  laws.  The  contractor 
wiU  also  review  the  existing  training  processes  and  recommend  improvements.  We 
believe  that  this  third-party  review  will  ultimately  help  to  strengthen  the  enforce- 
ment of  fair  lending  laws  by  providing  a  fresh  look  at  tne  current  examination  pro- 
cedures and  training. 

In  March  1992,  the  agencies  distributed  to  the  institutions  they  supervise  a  bro- 
chure, prepared  bv  the  FFIEC  agencies,  entitled  "Home  Mortgage  Lending  and 
Equal  Treatment.'  The  brochure  identifies  and  cautions  lenders  about  lending 
standards  and  practices  that  may  produce  unintended  discriminatory  effects.  It  fo- 


529 

cuses  on  race  and  includes  examples  of  subtle  forms  of  discrimination,  such  as  un- 
duly conservative  appraisal  practices  in  minority  areas;  property  standards  such  as 
size  and  age  which  may  exclude  homes  in  minority  and  low  income  areas;  and  unre- 
alistically  nigh  minimum-loan  amounts.  I  might  add  that  the  Federal  Reserve  pub- 
lished a  companion  brochure  in  1991,  entitled  "Home  Mortgages:  Understanding  the 
Process  and  Your  Right  to  Fair  Lending,"  to  inform  consumers  about  the  mortgage 
application  process  and  about  their  rights  under  fair  lending  and  consumer  protec- 
tion laws 

The  FFIEC  is  also  offering  specialized  training  for  examiners  from  the  member 
agencies  responsible  for  enforcement  of  fair  lending  laws.  In  fact,  one  of  these  train- 
ing sessions  will  be  held  next  week.  The  issue  oi  credit  discrimination  and  use  of 
HMDA  data  will  be  a  focus  during  this  session. 

The  Federal  Reserve  is  committed  to  working  within  the  FFIEC  to  develop  ways 
to  enhance  enforcement  effectiveness  under  the  fair  lending  laws.  Although  substan- 
tial progress  has  been  made,  the  FFIEC  recognizes  that  its  job  in  this  area  is  cer- 
tain^ not  finished. 

Federal  Reserve  Efforts 

At  the  beginning  of  my  testimony  I  described  particular  efforts  that  the  Board  has 
taken  to  enforce  the  fair  lending  laws.  Those  actions — denial  of  applications,  formal 
enforcement  actions,  civil  money  penalties,  referrals  to  HUD  and  the  Justice  De- 
partment, and,  coordination  among  the  agencies  to  make  the  best  use  of  the  HMDA 
data  have  each  been  possible  because  the  Board  has  had  a  solid  pro-am  in  place 
System-wide  for  many  years  to  address  our  fair  lending  responsibilities.  I  would 
next  like  to  describe  these  efforts  for  you  in  some  detail. 

The  Board  supervises  approximately  1000  state  member  banks  for  compliance 
with  fair  lending  laws.  This  has  involved  consumer  compliance  examinations, 
consumer  complaint  investigations,  and  community  affairs  efforts.  The  consumer 
compliance  examinations  area  conducted  by  examiners  at  the  Reserve  Banks  who 
are  specially  trained  in  consumer  affairs  and  civil  rights  examination  technicpies. 
The  Board  and  each  of  the  Reserve  Banks  also  have  staff  members  who  deal  with 
consumer  complaints.  In  addition,  the  system  has  a  substantial  Community  Affairs 
program,  many  of  whose  activities  help  to  advance  fair  lending.  The  Board  provides 
general  guidance  and  oversight  to  Reserve  Banks  in  these  areas. 

Compliance  Examinations 

The  Board  first  established  a  specialized  consumer  compliance  examination  pro- 
gram in  1977.  Through  it  the  twelve  Reserve  Banks  conduct  examinations  of  state 
member  banks  to  determine  compliance  with  consumer  protection  legislation  by 
using  a  cadre  of  specially  trained  examiners.  The  scope  of  these  examinations  spe- 
cifically include  the  Equal  Credit  Opportunity  and  Fair  Housing  Acts.  From  the  be- 
ginning, the  examiners  were  instructed  to  place  special  emphasis  on  violations  in- 
volving potential  discrimination  of  the  kind  prohibited  by  those  statutes. 

Over  the  years,  the  Board  has  reassessed  its  enforcement  responsibilities  and 
made  several  changes  to  its  consumer  affairs  program.  This  included  increased 
training  for  examiners  in  detecting  discriminatory  lending  practices.  Changes  were 
also  made  in  the  System's  processing  of  consumer  complaints  to  place  increased  em- 
phasis on  investigating  serious  complaints  such  as  allegations  of  loan  discrimina- 
tion. We  have  made  it  clear  that  failure  to  comply  with  certain  provisions  of  the  fair 
lending  laws  were  viewed  by  the  Board  as  particularly  serious  and  would  require 
retroactive  corrective  action. 

The  Federal  Reserve  System's  consumer  compliance  examinations  are  scheduled 
at  regular  intervals,  are  comprehensive,  and  are  conducted  by  specialized  examin- 
ers. Each  state  member  bank  is  examined  on  a  regular  basis.  An  average  of  two- 
thirds  of  state  member  banks  are  examined  each  year.  Examinations  are  scheduled 
every  eighteen  months  for  a  bank  with  a  satisfactory  record.  A  limited  number  of 
banks  with  exceptional  records  can  be  examined  every  two  years.  Those  banks  with 
less  than  satisfactory  records  are  to  be  examined  every  six  months  or  every  year, 
depending  on  the  severity  of  their  problems. 

The  examination  procedures  focus  primarily  on  comparing  the  treatment  of  mem- 
bers of  a  protected  class  with  other  loan  applicants.  First,  the  bank's  loan  policies 
and  procedures  are  reviewed.  This  is  done  by  reviewing  bank  documents,  as  well 
as  interviewing  loan  personnel.  During  this  phase,  the  examiner  will  seek  to  deter- 
mine, among  other  tnings,  the  bank's  credit  standards.  After  the  standards  have 
been  identified,  the  examiner  will  determine  whether  those  standards  were,  in  fact, 
applied  uniformly  using  a  sample  of  actual  loan  applicants.  Special  note  will  be 
taken  of  applications  received  from  minorities,  women,  and  others  the  laws  were  de- 
signed to  protect.  This  means  that  the  examiner  is  looking  at  the  same  information 


530 

that  the  bank  used  to  make  its  credit  decision,  including  credit  history,  income,  and 
total  debt  burden.  If  those  standards  appear  not  to  have  been  used,  or  not  used  con- 
sistently, this  would  be  discussed  with  lending  personnel  and  a  more  intensive  in- 
vestigation would  typically  be  undertaken.  Finally,  ban  overall  analysis  of  the 
bank  s  treatment  of  applications  from  minorities,  women,  and  others  witn  the  char- 
acteristics described  in  the  laws  is  conducted  to  determine  whether  there  are  any 
patterns  or  individual  instances  where  such  applicants  were  treated  less  favorably 
than  other  loan  applicants. 

Another  regular  part  of  the  examination  includes  conversations  with  persons  in 
the  community  knowledgeable  about  local  credit  needs.  The  examiners  will  routinely 
ask  about  public  perceptions  of  the  availability  of  credit  to  minorities  and  low-  and 
moderate-income  persons.  This  information  may  suggest  that  a  particular  area  of 
the  bank  needs  additional  scrutiny  and  may  provide  insights  into  how  the  bank  is 
serving  the  credit  needs  of  its  local  community,  particularly  those  protected  by  the 
anti  discrimination  statutes. 

The  Board  believes  that  expecting  a  bank  examiner  to  master  both  the  "safety  and 
soundness"  and  consumer  aiTairs/civil  rights  aspects  of  bank  examinations  is  not 
practical  given  the  existing  complexities  of  both  areas.  Consequently,  the  Federal 
Reserve  has  developed  a  separate  career  path  for  consumer  affairs  examiners  equiv- 
alent to  that  of  our  commercial  examiners.  The  Board  provides  them  with  special 
training,  including  instruction  on  CRA  and  fair  lending  laws.  New  examiners  attend 
a  three  week  basic  consumer  compliance  school.  Examiners  with  18  to  24  months 
of  field  experience  attend  a  week  long  advanced  compliance  school  and  the  one  week 
advanced  CRA  class.  This  training  is  supplemented  as  necessary  by  special  training 
sessions  at  the  Reserve  Banks.  For  example,  last  week,  the  San  Francisco  Federal 
Reserve  sponsored  a  conference  for  all  the  agencies  which  focussed  on  issues  relat- 
ing to  credit  discrimination. 

The  examination  procedures  for  detecting  loan  discrimination  are  set  forth  in  the 
Board's  Consumer  Compliance  Handbook.  These  procedures  take  on  average  29 
hours  per  examination  to  complete,  and  result  in  a  comprehensive  assessment  of  the 
institution's  lending  practices.  Assessing  a  bank's  performance  under  the  Conamu- 
nity  Reinvestment  Act  takes,  on  average,  an  additional  39  hours  to  complete. 

While  much  of  the  Board's  recent  effort  to  iniprove  its  fair  lending  examination 
procedures  have  been  in  concert  with  the  FFIEC,  we  have  underway  a  number  of 
individual  initiatives  that  we  believe  will  strengthen  our  own  consumer  compliance 
examination  program.  They  represent  a  continuation  of  our  ongoing  efforts  to  im- 
prove our  examination  techniques  and  are  indicative  of  our  commitment  in  this 
area. 

The  Board  has  authorized  its  Division  of  Consumer  and  Community  Affairs  to 
hire  an  individual  whose  primary  job  responsibility  will  be  to  work  in  the  area  of 
fair  lending  enforcement.  This  person  will  nelp  to  coordinate  our  efforts  in  this  area 
and  assist  our  examiners  in  analyzing  the  complex  issues  associated  with  detection 
of  credit  discrimination. 

The  Federal  Reserve  is  also  developing  the  capability  to  map  the  geographic  loca- 
tion of  a  bank's  lending  products,  including  mortgage  loans  with  computer  pro- 
grams. This  mapping  will  include  demographic  information  for  the  bank's  local  com- 
munity. We  believe  that  this  type  of  analysis  and  presentation  will  enhance  our 
ability  to  assess  a  bank's  CRA  performance  in  meeting  the  credit  needs  of  its  local 
community,  including  minority  areas.  It  should  also  be  helpful  in  evaluating  a 
bank's  geographic  delineation  of  its  local  CRA  service  area  to  ensure  that  it  does 
not  exclude  low-  and  mo  derate -income  neighborhoods. 

Finally,  Federal  Reserve  examiners  have  begun  testing  a  system  that  will  use  a 
statistical  model,  much  like  the  model  used  in  the  Boston  study,  to  analyze  HMDA 
data  and  information  drawn  from  loan  files  from  individual  institutions  for  purposes 
of  helping  to  determine  compliance  with  fair  lending  laws.  Notwithstanding  the  use- 
fulness of  the  HMDA  data,  the  data  alone  are  not  sufficient  to  determine  whether 
a  lender  is  discriminating  unlawfully.  Specifically,  the  data  do  not  reflect  the  wide 
range  of  financial  and  property  related  factors  that  lenders  consider  in  evaluating 
loan  applications.  Consequently,  our  use  of  a  statistical  model  will  include  detailed 
information  from  specific  application  files.  We  hope,  and  expect,  that  use  of  such  a 
model  will  enable  our  examiners  to  more  effectively  identify  any  questionable  appli- 
cation files. 

Consumer  Complaint  Program 

The  Federal  Reserve's  consumer  complaint  program  is  an  important  element  in 
our  overall  efforts  to  enforce  fair  lending  laws.  The  investigation  procedures  in  this 
regard  provide  special  guidance  with  respect  to  complaints  involving  loan  discrimi- 
nation. Such  complaints,  given  appropriate  circumstances,  will  prompt  an  on-site  in- 
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vestigation  by  Reserve  Bank  personnel  at  the  state  member  bank  accused  of  dis- 
crimination. As  mentioned  previously,  we  have  a  referral  agreement  with  HUD  for 
mortgage  complaints.  I  should  note  that  the  Federal  Reserve  System  receives  few 
complamts  alleging  loan  discrimination  and  few  of  these,  after  investigation,  have 
been  resolved  in  favor  of  the  complainant. 

Community  Affairs  Program 

The  Board  believes  that  ensuring  fair  access  to  credit  can,  in  addition  to  enforce- 
ment of  fair  lending  laws,  be  advanced  by  focussing  on  positive  actions  that  a  lender 
may  take  to  address  such  concerns.  Consequently,  through  its  Conamunity  Affairs 
program,  the  Federal  Reserve  conducts  outreach,  education,  and  technical  assistance 
activities  to  help  financial  institutions  and  the  public  understand  and  address  com- 
munity development  and  reinvestment  issues.  During  1992,  resources  devoted  to 
Conmiunity  Aifairs  activities  at  the  Reserve  Banks  were  increased  to  enable  the 
Federal  Reserve  System  to  respond  to  the  growing  number  of  requests  for  informa- 
tion and  assistance  from  banks  and  others  on  the  Community  Reinvestment  Act, 
fair  lending,  and  community  development  topics.  Efibrts  were  expanded  to  work 
with  financial  institutions,  banking  associations,  governmental  entities,  business, 
and  community  groups  to  develop  community  lending  programs  that  help  finance 
affordable  housing,  small  and  minority  business,  ana  other  revitalization  projects. 
For  example,  the  Federal,  Reserve  Bank  of  Kansas  City  sponsored  a  conference  for 
bankers  on  "Credit  and  the  Economically  Disadvantaged,"  focusing  on  barriers  faced 
by  minority  borrowers  and  steps  banks  can  institute  to  ensure  that  credit  is  offered 
on  an  equitable  basis.  The  Boston  and  New  York  Reserve  Banks  cosponsored  a  con- 
ference on  credit  issues  affecting  economic  development  programs  for  Native  Ameri- 
cans, especially  those  living  on  reservations.  These  are  but  an  example  of  a  com- 
prehensive community  affairs  program  at  work  throughout  the  Federal  Reserve  Sys- 
tem. 

Conclusion 

In  my  view  we  are  beyond  the  point  of  debating  whether  disparate  treatment  of 
minorities  is  occurring  in  credit  markets.  We've  known  for  some  time  that  certain 
segments  of  our  society,  particularly  minority  consumers  and  minority  small  busi- 
ness owners,  have  difficulty  obtaining  credit.  This  has  had  an  impact  on  the  ability 
of  minorities  to  build  businesses,  own  homes,  accumulate  wealth,  and,  generally, 
participate  in  our  economy  on  an  equal  footing.  We  now  know  that  this  difficulty 
that  may  not  be  justified  by  economic  factors  alone. 

The  process  of  fully  integrating  the  minority  community  into  the  economic  main- 
stream of  our  country  as  quickly  as  possible  should  be  the  ultimate  goal  of  efforts 
to  strengthen  enforcement  of  fair  lenoing  laws.  I  have  concentrated  today  on  agency 
initiatives.  But  it's  important  not  to  overlook  those  positive  actions  that  lenders 
have  taken  to  help  improve  access  to  credit.  Many  lenders  have  undertaken  critical 
self-analysis  of  their  activities  and  this  has  resulted  positive  programs  like  reexam- 
ination of  credit  criteria,  second  reviews  of  lending  decisions  affecting  minority  ap- 
plicants, and  specialized  consumer  credit  education  on  qualifying  for  credit.  These 
are  only  a  few  of  the  initiatives  recently  undertaken  by  some  lenders. 

In  conclusion,  I  appreciate  the  opportunity  to  appear  before  you  today  to  testify 
on  the  important  and  complex  issues  regarding  credit  discrimination.  The  Board  and 
the  FFIEC  share  your  concerns  about  this  issue  and  we  look  forward  to  working 
with  the  Congress  and  others  to  address  this  important  topic. 
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STATEMENT  OF  JAMES  P.  TURNER 
Acting  Assistant  Attorney  General  Civil  Rights  Division 

I  am  grateful  for  the  opportunity  to  testify  before  this  Committee  to  describe  the 
efforts  of  the  Department  of  Justice  to  address  allegations  of  racial  discrimination 
in  the  mortgage  lending  industry.  The  Civil  Rights  Division  has  substantial  author- 
ity for  addressing  such  issues  under  the  Fair  Housing  Act,  42  U.S.C.  3601  et  seq., 
and  the  Equal  Credit  Opportunity  Act,  15  U.S.C.  169 1-169 If.  The  alarming  indica- 
tions of  racial  discrimination  in  the  mortgage  lending  industry  suggest  violations  of 
these  statutes  and  implicate  our  enforcement  authority.  Our  efforts  to  fulfill  our  en- 
forcement responsibilities  in  the  recent  past  have  included  the  assignment  of  law- 
yers to  develop  expertise  in  the  mortgage  lending  field,  the  development  of  litigation 
to  address  the  issue,  and  meeting  with  the  major  federal  financial  regulatory  agen- 
cies in  an  attempt  to  develop  an  enforcement  structure  for  the  future.  I  am  pleased 
to  share  our  experience  with  you  with  the  hope  that  it  will  prove  helpful  to  the 
Committee  in  considering  how  best  to  address  the  issue  of  racial  discrimination  in 
the  mortgage  lending  industry. 

The  lessons  we  have  learned  thus  far  can  be  summarized  as  follows: 

1.  Mortgage  lending  discrimination  on  the  basis  of  race  can  exist  in  spite  of  the 
fact  that  management  of  the  lending  institution  has  adopted  clear  policies  against 
such  discrimination.  Many  aspects  of  an  institution's  operation  must  be  evaluated 
over  an  extended  period  of  time.  Branching,  marketing,  advertising,  hiring,  apprais- 
ing, underwriting,  and  compensation  schemes  for  loan  originators,  all  must  be  as- 
sessed in  an  analysis  of  whether  an  institution  is  denying  credit  needs  on  the  basis 
of  race.  And  those  minority  applicants  who  do  apply  for  financing  can  be  the  victims 
of  discrimination  through  subtle  acts,  or  failure  to  act,  beginning  with  low  or  mid- 
level  officials  of  the  institution. 

2.  There  are  statistical  methodologies  available  to  inform  investigators  whether 
institutions  with  high  rejection  rates  of  blacks  as  compared  to  whites  have  per- 
mitted race  to  infect  the  underwriting  decision  process.  The  approach  we  utilized  in 
the  litigation  I  will  describe  today  has  been  used  in  other  fields  for  many  years.  But 
the  statistical  issues  can  be  addressed  only  by  expensive  analysis  of  a  large  number 
of  application  files. 

3.  The  sampling  methodology  used  by  the  federal  regulatory  agencies  in  their  fair 
lending  reviews  has  not  detected  the  type  of  discrimination  that  we  have  found.  We 
hope  for  revisions  in  the  methodology  that  would  allow  these  front  line  detectors  of 
discrimination  in  the  lending  industry  to  identify  impermissible  practices.  Our  De- 
partment is  fully  committea  to  prosecuting  cases  of  mortgage  lending  discrimina- 
tion, and  we  are  willing,  and  eager  to  work  with  the  regulatory  agencies  in  carrying 
out  our  responsibilities.  Solid  referrals  from  the  front-line  agencies  and,  in  some  in- 
stances, joint  investigations  are  essential  to  an  effective  enforcement  program. 

I.  The  Mortgage  Lending  Discrimination  Lawsuit. 

The  summary  conclusions  listed  above  stem  from  our  analysis  of  the  industry  dur- 
ing the  past  four  years.  Our  interest  was  first  attracted  by  the  Pulitzer  Prize  win- 
ning "Color  of  Money"  series  published  in  the  Atlanta  Journal-Constitution  in  1988, 
contrasting  the  widespread  disparities  in  the  number  of  mortgage  loans  approved 
by  certain  lenders  in  white  and  black  neighborhoods  of  Atlanta.  The  articles  docu- 
mented that  many  lenders  placed  about  five  times  as  many  mortgages  in  white 
neighborhoods  as  in  comparable  black  neighborhoods,  that  black  applicants  were  re- 
jected for  mortgage  loans  at  significantly  higher  rates  than  white  applicants,  and 
that  many  of  the  lenders  had  few,  if  any,  branch  offices  in  black  neighborhoods.  The 
series  postulated  that  this  denial  of  access  to  mortgage  credit  may  have  had  a  dele- 
terious effect  on  the  regeneration  of  many  black  neighborhoods  in  Atlanta's  urban 
core. 

Our  attorneys  knew  little  about  the  industry  at  the  start  and  we  began  by  con- 
ducting a  survey  of  Atlanta-area  lending  institutions  to  learn  their  policies  and 
practices.  We  eventually  focused  our  investigation  on  Decatur  Federal  Savings  and 
Loan  because  of  its  size,  poor  record  of  loan  origination  in  black  neighborhoods,  and 
high  rejection  rate  of  black  applicants.  We  ultimately  filed  a  lawsuit  on  September 
17,  1992,  alleging  that  Decatur  Federal  engaged  in  unlawful  discrimination  in  its 
mortgage  lending  program.  The  district  court  approved  a  consent  decree  the  same 
day  that  had  been  negotiated  by  our  lawyers  and  Decatur's  representatives. 

1  want  to  emphasize  that  our  focus  is  on  Decatur  Federal  because  that  is  the  only 
case  we  have  pursued.  The  institution  should  not  be  viewed  as  a  scapegoat  as  we 
address  the  issues.  Our  initial  standards  for  targeting  could  have  captured  other  At- 
lanta-area institutions,  and  institutions  in  many  other  cities  would  exhibit  similar 
characteristics.  We  focused  on  one  institution  largely  because  of  the  complexity  and 
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novelty  of  the  task  ahead.  We  were  fortunate  that  the  Decatur  officials  cooperated 
fully  with  our  investigation  and  expressed  a  sincere  desire  to  get  to  the  bottom  of 
the  issue. 

When  we  presented  our  findings,  the  institution,  represented  by  very  competent 
counsel,  engaged  in  thoughtful  discussions  regarding  remedy.  It  suggested  many  of 
the  innovative  provisions  contained  in  the  consent  decree,  and  it  was  willing  to  com- 
pensate persons  whom  we  identified  to  be  victims  of  discrimination.  The  institu- 
tion's officials  and  counsel  expressed  a  recognition  that  problems  found  to  exist 
might  be  applicable  to  the  industry  at-large,  and  expressed  the  desire  to  become  a 
model  for  nondiscriminatory  operation.  Thus,  we  will  describe  the  facts  of  Decatur's 
operation  because  it  is  the  oniy  institution  we  have  studied  in  detail;  but  we  also 
appreciate  that  institution's  efforts  to  help  us  resolve  this  issue  nationwide. 

I  also  note  at  the  outset,  that  the  Community  Reinvestment  Act,  12  U.S.C.  2901 
et  seq.,  provided  an  important  framework  for  our  investigation,  in  that  the  CRA  re- 
quires institutions  to  meet  the  credit  needs  of  the  entire  community  in  which  the 
institution  operates,  including  low-  and  moderate-income  neighborhoods.  We  do  not 
mean  to  suggest  that  a  violation  of  the  CRA,  standing  alone,  establishes  a  violation 
of  the  Fair  Housing  Act,  or  the  Equal  Credit  Opportunity  Act.  But  lending  institu- 
tions are  required  to  serve  all  communities  of  their  service  area,  and  if  their  failure 
to  comply  is  correlated  with  the  race  of  the  underserved  neighborhoods,  intentional 
discrimination,  in  violation  of  the  Fair  Housing  Act  and  the  Equal  Credit  Oppor- 
tunity Act,  can  be  inferred.  The  CRA  thus  sets  lending  institutions  apart  from  other 
commercial  businesses. 

A.  The  History  of  Decatur  Federal's  Operation  Revealed  an  Intent  to  Serve  the  White 
Community  but  not  to  Serve  the  Black  Community. 

We  reviewed  the  practices  of  Decatur  Federal  Savings  and  Loan  from  the  time 
the  institution  opened  its  doors  in  1927  in  a  white  neighborhood  in  the  Dekalb 
County  portion  of  the  Atlanta  area.  Of  course,  all  aspects  of  public  life  in  Georgia 
were  segregated  at  that  time  and  the  banking  industry  was  no  different.  But  even 
with  dramatic  changes  in  racial  attitudes  over  time,  this  institution  continued  to 
serve  primarily  the  white  community. 

For  example,  since  its  inception  Decatur  Federal  has  opened  43  branch  offices, 
and  it  placed  all  but  one  of  these  in  neighborhoods  that  were  predominately  white 
at  the  time.  The  lender  closed  the  single  branch  that  it  did  open  in  a  predominately 
black  area  after  only  three  years  of  operation.  The  institution  had  closed  only  one 
other  full-service  branch  in  its  history,  which  it  opened  when  the  surrounding  neigh- 
borhood was  3  percent  black  but  closed  when  the  neighborhood  became  85  percent 
black.  Other  comparably  sized  Atlanta  banks  and  thrifts  had  many  more  branches 
in  predominately  olack  neighborhoods.  Of  course,  the  institution  claimed  that  it  had 
nondiscriminatory  reasons  for  each  decision,  but  an  analysis  over  time  points  to  a 
policy  of  serving  neighborhoods  on  the  basis  of  race. 

We  found  further  evidence  of  discrimination  from  the  manner  in  which  the  insti- 
tution defined  its  CRA  service  territory  in  1979.  The  lender  excluded,  most  of  the 
predominately  black  neighborhoods  of  Atlanta  by  following  the  tracks  of  the  Sea- 
board Coast  and  Southern  Railways,  well  known  historical  boundaries  that  separate 
black  from  white  neighborhoods  in  the  South  Fulton  County  portion  of  the  Atlanta 
area.  As  a  result,  over  76  percent  of  the  black  population  of  Fulton  County  at  that 
time  was  excluded  from  the  institution's  defined  service  area. 

Marketing  practices  provided  another  piece  of  the  evidence.  Decatur  relies  heavily 
on  its  force  of  account  executives  to  develop  the  home  mortgage  loan  business,  and 
these  persons  were  given  wide  latitude  in  tneir  solicitation  activities.  Account  execu- 
tives were  paid  on  a  commission  basis,  and  it  was  to  their  advantage  to  target  high- 
priced  neignborhoods,  eschewing  builders  and  agents,  such  as  members  of  the  iden- 
tifiably  black  Empire  Real  Estate  Board,  who  are  active  in  most  black  residential 
neighborhoods  of  the  Atlanta  area.  The  pattern  was  further  reinforced  by  employing 
few  blacks  as  account  executives,  or  in  other  key  mortgage,  lending  positions,  such 
as  appraiser  or  underwriter.  Advertising  was  concentrated  on  the  wnite  community. 
The  lender  never  advertised  on  black -oriented  radio  stations  and  rarely,  if  ever,  in 
black-owned  newspapers.  We  learned  that  other  lenders  utilized  the  black-oriented 
media  to  market  their  products. 

In  sum,  the  totality  of  facts  regarding  the  institution's  method  of  operation  over 
a  period  of  65  years  supported  a  conclusion  that  it  chose  to  serve  the  white  commu- 
nity and  was  excluding  the  black  community.  In  the  face  of  this  method  of  oper- 
ation, it  is  understandable  why  only  6  percent  of  Decatur  Federal's  home  mortgage 
loan  applications  were  from  blacks,  even  though  the  Atlanta  Metropolitan  Statistical 
Area  is  26  percent  black;  and  it  is  also  understandable  why  97  percent  of  Decatur's 
loans  were  in  majority  white  areas. 
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B.  Black  Persons  Who  Sought  Mortgage-Loan  Products  From  Decatur  Federal  Were 
Not  Treated  Fairly. 

We  also  wanted  to  examine  the  treatment  aflbrded  to  black  persons  who  did  apply 
for  the  mortgage-loan  products  offered  by  Decatur,  and  this  proved  to  be  the  most 
complex,  and  time-consuming,  portion  of  our  investigation.  We  were  aware,  of 
course,  of  Atlanta-type  studies  of  other  major  cities.  And  the  release  of  the  Home 
Mortgage  Disclosure  Act  statistics  in  October  of  1991  coniirmed  that  the  issue  we 
were  examining  was  not  limited  to  the  Atlanta  area.  The  nationwide  HMDA  data 
showed,  for  example,  that  33.9  percent  of  black  applicants  for  conventional  mortgage 
financing  were  rejected;  the  comparable  figure  lor  white  applicants  was  14.4  per- 
cent. 

We  heard  the  contentions  of  the  fair  housing  and  fair  lending  advocates  that  the 
HMDA  statistics  standing  alone  could  establish  discrimination  at  a  particular  insti- 
tution. On  the  other  hand,  representatives  of  the  lending  industry  arejued  that  the 
HMDA  statistics  offered  little,  if  any,  support  for  claims  of  systemic  discrimination 
since  so  many  factors,  such  as  credit  histories,  assets,  wealth,  job  history,  etc.,  are 
all  implicated  in  the  decision  of  whether  to  underwrite  a  loan.  The  statistics  avail- 
able to  us,  however,  revealed  that  Decatur  rejected  41  percent  of  its  black  applicants 
but  rejected  only  15  percent  of  its  white  applicants.  Even  if  these  statistics  did  not 
confirm  a  fire,  tne  smoke  raised  demanded  a  thorough  investigation. 

We  initially  attempted  to  address  the  issue  by  having  our  attorneys  review  a  sam- 
pling of  files  to  determine  if  blacks  were  afforded  treatment  comparable  to  that 
given  whites.  We  found  the  issue  to  be  every  bit  as  complex  as  some  industry 
spokespersons  claimed.  Even  after  reviewing  a  sampling  oi  some  500  application 
files  and  analyzing  the  file  information  with  the  help  of  an  econometrician  on  loan 
from  the  Federal  Trade  Commission,  we  were  unable  to  form  a  definitive  conclusion. 

Perhaps  because  we  were  novices  to  the  area,  we  were  surprised  that  so  many 
mortgage  applications  are  marginal  to  some  extent.  Standard  underwriting  guide- 
lines are  necessarily  flexible,  dlowing  lenders  the  discretion  to  balance  a  host  of 
positive  and  negative  factors  in  decimng  whether  the  applicant  has  demonstrated 
the  ability  and  willingness  to  repay  a  loan.  We  learned  that  many  borrowers  require 
assistance  in  perfecting  their  applications,  particularly  in  documenting  their  expla- 
nations for  poor  credit  items  ana  the  adequacy  and  stability  of  their  incomes.  Per- 
sons denied  a  loan  are  given  an  objective  reason  for  the  denial,  and  an  examination 
of  the  treatment  aflbrded  that  individual  application  generally  raises  no  suspicion 
of  unlawful  discrimination.  While  at  this  stage  we  could  not  prove  disparate  treat- 
ment, we  concluded  that  the  flexibility  of  the  process,  as  well  as  the  essential  assist- 
ance that  is  given  to  applicants,  certainly  would  provide  an  opportunity  for  dispar- 
ate treatment  on  a  racial  basis.  For  example,  a  lender's  employees  might  adopt  the 
role  of  gatekeeper  when  serving  minority  applicants,  but  transform  into  that  oi  help- 
ful expediter  when  serving  whites.  There  might  be  no  reflection  in  the  files,  but 
there  would  be  a  clear  case  of  discrimination. 

We  thus  concluded  that,  in  order  to  address  the  issue  properly,  we  needed  to 
evaluate  each  factor  considered  in  the  underwriting  process  ana  determine  whether 
the  factors  were  applied  without  regard  to  race. 

We  interviewed  officials  of  the  institution  at  length  to  determine  the  factors  they 
considered  in  evaluating  an  application  for  mortgage  financing.  We  copied  several 
thousand  loan  application  files  and  created  a  data  base  of  more  than  70  variables, 
such  as  credit  history,  income,  assets,  education,  job  history,  loan  amount,  and  down 
payment  amount.  Our  experts  utilized  a  logit  multiple  regression  analysis  to  iden- 
tify approximately  20  variables,  most  related  to  credit  issues,  that  best  predicted 
success  of  an  applicant.  Even  after  controlling  for  all  factors  that  the  institution 
(and  the  industry)  considered  to  be  relevant,  nowever,  our  statistical  analysis  re- 
vealed that  the  race  of  the  applicant  was  a  significant  factor  in  determining  whether 
or  not  Decatur  would  grant  a  loan. 

Moreover,  it  was  also  clear  that  the  effect  of  race  was  substantial.  During  the  two- 
year  period  studied  initially,  Decatur  Federal  rejected  47,  black  applicants  for  fixed- 
rate  conventional  loans.  By  our  analysis,  if  the  lender  had  evaluated  them  with  the 
same  standards  it  used  for  white  applicants,  12  of  these  applicants  should  have 
been  accepted.  In  addition,  Decatur  Federal  rejected  25  black  applicants'  for  adjust- 
able-rate conventional  loans,  of  whom  more  than  half  (13)  shoula  have  been  accept- 
ed under  the  white  standard. 

After  updating  our  analysis  for  more  recent  years,  we  identified  a  total  of  48  black 
applicants  that  we  determined  were  victims  of  disparate  treatment  since  1988.  In 
each  instance,  we  observed  an  objective  reason  for  the  denial  of  financing,  but  we 
were  able  to  identify  through  the  statistical  study  white  applicants  with  very  similar 
deficiencies  who  were  approved  for  financing.  As  we  compared  the  files  closely,  we 
saw  that  Decatur  personnel  at  many  different  levels  had  counseled  white  applicants 
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about  their  deficiencies  and  reworked  their  appHcations  in  order  to  make  them  qual- 
ify. In  some  instances,  white  appHcants  were  encouraged  to  supply  explanations  for 
poor  credit,  or  to  pay  off  credit  card  and  installment  debt  to  meet  underwriting 
guidelines.  The  files  of  rejected  black  applicants  did  not  reveal  similar  actions,  and, 
when  interviewed,  many  victims  told  us  that  they  were  unaware  of  the  opportunity 
or  procedures  for  resolving  deficiencies  in  their  applications.  Our  review  revealed 
that  underwriters  sometimes  ignored  certain  debt  obligations  for  white  applicants 
or  counted  income  from  self-employment  without  the  documentation  requirea  by  the 
guidelines.  We  did  not  find  similarly  lenient  treatment  of  black  applicants. 

C.  The  Remedy  in  the  Decatur  Federal  Lawsuit. 

As  noted  earlier,  much  to  their  credit  the  officials  of  Decatur  Federal  wanted  to 
rid  their  institution  of  any  racial  bias,  and  worked  with  us  over  a  several  month 
period  to  address  each  of  the  issues  that  we  raised.  The  resulting  consent  decree 
is  targeted  to  remedy  the  specific  problems  that  we  found  to  exist.  The  decree  pro- 
vided one  million  dollars  in  damages  for  the  victims  of  discrimination,  but,  even 
more  importantly,  was  designed  to  alter  the  method  of  operation  to  ensure  non- 
discrimination in  the  fiiture. 

The  institution  agreed  to  redraw  its  CRA  boundary  to  include  the  previously  ex- 
cluded black  neighborhoods  of  Fulton  County.  It  agreed  to  open  a  branch  or  a  re- 
gional loan  office  in  the  black  residential  area,  and,  in  future  branching  decisions, 
to  pay  particular  attention  to  the  service  of  low-  and  moderate-income  areas.  Its  ad- 
vertising program  will  be  revamped  to  target  black  residential  areas.  Decatur 
agreed  to  alter  its  mortgage  loan  marketing  program  to  target  real  estate  agents 
and  builders  serving  black  residential  areas,  and  to  alter  the  account  executive  com- 
mission pay  structure  to  provide  increased  incentives  to  market  the  products  in 
black  residential  areas. 

The  decree  contains  specific  provisions  for  the  recruitment  of  black  applicants  for 
job  openings,  with  particulair  emphasis  on  positions  such  as  account  executive,  un- 
derwriter, loan  counselor,  loan  processor,  appraiser,  assistant  branch  manager  and 
branch  manager. 

Decatur  Federal  proposed  to  adopt  a  program  of  testing  to  help  ensure  that  poten- 
tial applicants  would  Tbe  treated  without  regard  to  race  when  they  visit  a  branch 
of  the  institution,  and  that  program  will  be  implemented  under  the  terms  of  the  con- 
sent decree. 

We  also  attempted  to  remedy  the  subtle  discrimination  that  can  be  effectuated  at 
various  stages  of  the  loan-application  process.  The  approach  adopted  was  an  at- 
tempt to  ensure  that  all  applicants  are  provided  the  assistance  and  information  nec- 
essary to  complete  an  application  without  regard  to  race.  We  did  not  attempt  to  re- 
move the  flexibility  or  discretion  from  the  underwriting  process,  but  did  mandate 
that  such  flexibility  and  discretion  be  exercised  without  regard  to  race.  Loan  proc- 
essors and  underwriters  will  utilize  a  "check  sheet"  to  help  ensure  that  they  solicit 
all  information  necessary  for  a  fair  evaluation  of  all  applications.  The  check  sheet 
will  also  require  that  black  as  well  as  white  applicants  be  told  of  the  opportunity 
to  offer  an  explanation  for  deficiencies  in  their  applications;  and  that  black  and 
white  applicants  be  offered  the  same  assistance,  which  we  discovered  to  be  so  impor- 
tant in  obtaining  a  mortgage  loan.  Each  rejection  will  be  reviewed  to  ensure  that 
all  procedures  were  proper  and  that  the  decision  was  nondiscriminatory.  Appraisals 
that  mi^t  result  in  a  denial  of  financing  also  will  be  reviewed  by  a  person  with 
expertise  in  appraising  properties  located  in  black  residential  areas.  And  persons 
wno  ultimately  are  denied  financing  will  be  afforded  an  opportunity  for  an  addi- 
tional review  and  to  submit  additional  information. 

The  success  of  this  program  will  depend  largely  on  the  efforts  of  Decatur's  man- 
agement. Many  of  the  decree's  provisions  are  aimed  at  attracting  black  applicants, 
and  other  provisions  are  an  attempt  to  ensure  that  such  persons,  when  they  apply, 
are  treated  fairly.  The  decree  provides  procedures  and  tools — such  as  the  check 
sheet — to  help  ensure  fair  treatment,  but  in  the  end  the  institution  must  convince 
its  employees  to  exercise  all  of  their  responsibilities  in  a  nonracial  manner.  In  that 
regard,  the  training  provisions  of  the  decree  are  extremely  important. 

The  decree  represents  the  best  ideas  of  our  staff  and  of  Decatur  officials.  We  in- 
tend to  monitor  its  implementation  and  evaluate  its  success  carefully. 

II.  Enforcement  Activities  After  Decatur. 

The  Decatur  lawsuits,  of  course,  has  ramifications  beyond  Atlanta.  This  was  the 
first  in-depth  analysis  of  a  lending  institution  to  determine  whether  its  policies  were 
racially  discriminatory,  but  the  characteristics  of  Decatur  that  started  the  investiga- 
tion are  not  measurably  diflerent  from  many  other  lending  institutions  in  the  coun- 
try. And  while  our  analysis  was  targeted  upon  only  one  institution,  the  results  are 
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strikingly  similar  to  the  results  of  the  completely  independent  study  conducted  by 
the  Federal  Reserve  Board  in  Boston.  Two  independent  analyses,  in  geographically 
diverse  areas,  have  demonstrated  that  race  has  been  a  factor  in  the  underwriting 
process. 

In  these  circumstances,  we  believe  that  the  emphasis  should  be  on  law  enforce- 
ment rather  than  on  additional  academic  arguments  regarding  the  meaning  of  the 
HMDA  data.  We  recognized  this  need  as  our  Decatur  case  was  being  completed  and 
we  convened  meetings  with  the  regulatory  agencies  in  an  effort  to  develop  an  en- 
forcement plan. 

The  Federal  Reserve  Board,  the  Comptroller  of  the  Currency,  the  Federal  Deposit 
Insurance  Corporation,  and  the  Office  of  Thrift  Supervision  have  substantial  respon- 
sibility for  ensuring  that  institutions  under  their  supervision  operate  without  regard 
to  race,  and  we  asked  representatives  of  these  agencies  to  meet  with  us  in  Novem- 
ber of  1991.  Other  agencies  involved  in  the  enforcement  process,  including  the  Na- 
tional Credit  Union  Association,  the  Federal  Trade  Commission,  and  the  Depart- 
ment of  Housing  and  Urban  Development  also  attended  the  meeting. 

Historically,  we  had  not  received  referrals  of  alleged  mortgage  lending  discrimina- 
tion from  the  regulatory  agencies,  and  our  experience  in  Atlanta  explained  that  such 
discrimination  was  difncuTt  to  detect.  We  learned  the  hard  way — through  trial  and 
error — that  the  question  raised  by  the  HMDA  racial  disparities  cannot  be  answered 
by  examining  a  small  sampling  of  files  and  attempting  to  evaluate  the  correctness 
of  each  lending  decision  on  a  nle-by-file  basis.  Our  conclusion  was  that  a  complex 
statistical  analysis  is  necessary.  At  the  same  time,  we  learned  that  the  traditional 
type  of  investigation  that  our  Division  has  conducted  for  many  years — the  review 
of  all  components  of  operation  over  an  extended  period  of  time — is  appropriate  for 
investigating  some  aspects  of  the  lending  industry.  As  we  gain  more  experience  with 
this  approach,  we  can  expect  to  complete  such  investigations  quickly  and  less  expen- 
sively. 

I  should  note  that  our  focus,  as  the  Department  responsible  for  enforcing  the  pat- 
tern or  practice  provisions  of  the  Fair  Housing  Act  and  the  Equal  Crecfit  Oppor- 
tunity Act,  is  on  answering  the  serious  question  raised  by  the  disparities  in  the 
HMDA  statistics.  We  do  not  suggest  that  a  statistical  analysis  is  required  each  time 
a  person  claims  to  be  a  victim  of  discriminatory  lending  practices.  With  an  individ- 
ual victim  as  a  focus,  it  is  easier  to  compare  the  indivioual's  treatment  with  pub- 
lished standards  or  even  to  examine  a  sampling  of  files  to  evaluate  disparate  treat- 
ment; such  methods  have  been  used  by  private  fair  housing  organisations  for  many 
years.  But  the  task  becomes  exceedingly  more  complex  when  we  start  only  with  the 
HMDA  statistics  and  attempt  to  evaluate  pattern  or  practice  concerns. 

We  have  shared  our  views  regarding  this  pattern  or  practice  investigative  ap- 
proach with  representatives  of  au  of  the  regulatory  agencies.  In  June  of  1992,  we 
asked  them  to  woric  with  us  in  joint  investigations  oflending  institutions.  We  be- 
lieve that  the  joint  investigations  would  be  oeneficial:  we  would  benefit  from  the 
regulator's  knowledge  of  the  industry  and  our  experience  in  civil  rights  investiga- 
tions could  be  helpfiil  to  them.  We  are  continuing  to  confer  with  them  in  an  effort 
to  reach  agreement  about  a  proposad  for  joint  investigations.  We  are  convinced  that 
the  traditional  approach  to  uncovering  mortgage  lending  discrimination  has  been  in- 
adequate and  that  the  issues  raised  by  the  HMDA  racial  rejection  disparities  re- 
quire statistical  analysis  of  a  large  number  of  application  files. 

Time  and  costs  oi  investigations  can  be  reduced.  With  the  experience  we  have 
gained,  we  believe  that  a  Decatur-type  investigation  can  be  completed  in  a  period 
of  six  to  nine  months,  assuming  that  the  targeted  institution  cooperates.  The  costs 
of  these  types  of  investigations  will  be  in  the  range  of  $300,000  to  $500,000;  this 
cost  range  is  comparable  to  major  employment  discrimination  litigation  in  which  we 
utilize  similar  statistical  methods  of  analysis. 

Investigations  that  do  not  require  complex  statistical  analysis,  such  as  investiga- 
tions of  institutions  serving  black  populated  areas  but  receiving  few  applications 
from  black  persons,  will  be  much  less  costly.  And  costs  of  investigations  that  require 
statistical  analysis  might  be  further  reduced  by  a  preliminary  statistical  review  of 
loan  files  to  determine  whether  the  full-scale  analysis  is  appropriate.  But  in  those 
instances  where  the  lull-scale  analysis  is  necessary  to  determine  whether  the  insti- 
tution is  operating  in  a  discriminatory  manner,  the  required  analysis  will  be  expen- 
sive. We  are  unaware  of  any  shortcuts. 

While  we  have  not  yet  reached  full  agreement  with  the  regulatory  agencies,  we 
have  found  common  ground.  We  are  proceeding,  for  example,  to  work  jointly  to  tar- 
get institutions  for  investigation.  We  continue  to  hope  that  the  regulatory  agencies 
will  be  able  to  ioin  us  for  some  initial  investigations  of  institutions  with  seriously 
problematic  HMDA  statistics.  This  would  allow  use  of  the  agencies  statutory  author- 
ity for  access  to  records  and  could  provide  a  convenient  vehicle  for  referral  of  serious 
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cases  to  the  Department  of  Justice  for  litigation.  Also,  we  are  presently  pursuing 
a  pattern  or  practice  referral  arising  from  the  Federal  Reserve  study  oi  lending 
practices  in  Boston,  and  we  have  been  invited  to  teach  our  investigative  techniques 
to  the  examiners. 

In  closing,  let  me  say  that  we  do  expect  to  continue  to  devote  significant  resources 
to  this  important  civil  ridits  issue;  but  the  Committee  should  be  aware  that  if  all 
of  the  complex  cases  are  left  to  us  to  investigate  and  to  fund,  we  cannot  handle  more 
than  a  few  each  year.  At  that  pace,  a  remedy  for  this  serious  problem  of  discrimina- 
tion in  access  to  credit,  and  to  nousing,  will  be  a  long  time  coming. 

TESTIMONY  SUBMITTED  BY  RETHA  WILSON 

Board  Member,  Association  of  Community  Organizations  for  Reform  Now— 

(ACORN)— Michigan  Chapter 

Good  morning,  Mr.  Chairman,  and  members  of  the  Committee.  I  am  Retha  Wil- 
son, a  Board  Member  of  Michigan  ACORN.  I  very  much  appreciate  the  opportunity 
to  present  ACORN's  views  on  the  problem  of  mortgage  discrimination  ana  the  en- 
forcement of  the  nation's  fair  lending  laws. 

Let  me  take  this  opportunity  to  commend  you,  Mr.  Chairman,  for  an  extraor- 
dinary record  in  this  area.  Issues  of  fair  lending  and  community  reinvestment  have 
been  front  and  center  in  this  Committee  in  recent  years,  thanks  in  large  part  to 
your  leadership.  This  hearing,  together  with  recent  hearings  on  community  develop- 
ment banks  and  "reverse  redlining"  have  demonstrated  your  commitment  to  increas- 
ing credit  availability  in  distressed  neighborhoods.  We  expect  that  a  new  Adminis- 
tration committed  to  ensuring  equal  opportunity  for  all  citizens  will  finally  allow  the 
gridlock  that  has  plagued  discussions  oi  these  issues  to  end. 

I  also  wish  to  commend  the  Chairman  for  ensuring  that  the  basic  body  of 
consumer  protection,  fair  lending,  and  community  reinvestment  laws  have  not  been 
eroded — despite  a  furious  campaign  by  the  industry  trade  groups.  Ordinary  Ameri- 
cans wish  to  see  a  safe  and  sound  banking  system,  and  one  that  is  responsive  to 
the  needs  of  all  Americans.  Ensuring  that  these  goals  are  realized  has  been  the  hall- 
mark of  your  Chairmanship. 

ACORN 

ACORN,  the  Association  of  Community  Organizations  for  Reform  Now,  is  the 
country's  largest  grassroots  organization  of  low-  and  moderate-income  families. 
Founded  in  Arkansas  in  1970,  ACORN  has  grown  to  include  400  neighborhood 
groups  in  26  states  and  the  District  of  Columbia.  ACORN  members  work  on  a  broad 
range  of  issues  that  affect  the  quality  of  life  in  our  communities — ranging  from 
neighborhood  safety  to  affordable  nousing  to  quality  education  and  health  card. 

ACORN  was  the  first  group  ever  to  file  a  cnallenge  to  a  bank  merger  application 
under  the  Community  Reinvestment  Act  (CRA),  and  has  won  over  two  dozen  agree- 
ments with  lenders  that  have  generated  nearly  $500  million  in  lending  in  low-in- 
come communities  since  1980. 

Summary  of  Testimony 

My  testimony  today  has  five  principal  points. 

(1)  Mortgage  discrimination  is  pervasive  and  widespread. 

Studies  dating  back  to  the  mia-1970's  have  revealed  wide  disparities  in  the  rejec- 
tion of  minority  and  white  applicants  of  comparable  economic  characteristics.  Most 
recently,  the  Boston  Federal  Reserve  Bank's  study  has  conclusively  demonstrated 
that  race  and  ethnicity  account  for  a  substantial  portion  of  racial  discrepancies  in 
lending. 

(2)  Mortgage  discrimination  has  a  high  cost  to  individuals,  neighborhoods,  and  so- 
ciety. 

Mortgage  discrimination  results  not  only  in  the  denial  of  opportunity  to  minoritv 
families,  but  fosters  abandonment  and  urban  flight  and  undermines  economic  devel- 
opment and  the  tax  bases  of  cities.  Mortgage  discrimination  represents  a  hidden  tax 
by  the  banking  industry  on  society  at  large. 

(3)  Discrimination  takes  several  forms,  and  may  occur  at  several  points  in  the  ap- 
plication process. 

Mortgage  discrimination  may  take  the  forms  of  discouragement  of  applications, 
"steering'  of  applicants  toward  certain  products,  differential  "coaching"  of  appli- 
cants, or  the  use  of  underwriting  standards  that  have  the  eflect  of  discriminating 
against  racial  and  ethnic  minorities. 

(4)  The  bank  regulatory  agencies'  record  of  enforcement  of  the  nation's  fair  lending 
laws  is  a  national  disgrace. 
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Twenty-five  years  after  the  passage  of  the  Fair  Housing  Act,  discrimination  in 
mortgage  lending  remains  pervasive,  thanks  in  large  part  to  the  hostile  and  obstruc- 
tionist role  of  the  bank  regulatory  agencies.  VirtuaUy  no  lender  has  ever  been  pun- 
ished for  discrimination,  despite  abundant  evidence  of  bias,  and  the  agencies  have 
resisted  even  the  most  basic  reforms  for  decades. 

(5)  Abundant  anecdotal  evidence  suggests  that  non-mortgage  related  discrimina- 
tion is  as  serious  a  problem  as  discrimination  in  the  mortgage  market. 

Minority-owned  businesses  and  minority  consumers  iace  significant  obstacles  to 
obtaining  credit,  due  in  part  to  discrimination.  The  collection  of  meaningful  data  on 
small  business  and  consumer  lending — by  census  tract  and  by  the  race,  gender,  and 
income  of  applicants — is  essential  to  monitor  bank  compliance  with  the  EIuOA. 

Summary  of  Recommendations 

The  Congress  and  the  Administration  can  take  several  affirmative  steps  to  enforce 
the  fair  lending  laws.  Perhaps  most  importantly.  President  Clinton  must  appoint  in- 
dividuals to  senior  bank  regulatory  positions  with  a  commitment  to  equal  oppor- 
tunity, and  this  Committee  must  ensure  that  such  a  commitment  exists  as  part  of 
the  confirmation  process. 

My  testimony  has  nine  principal  recommendations: 

1.  Create  Separate  Consumer  Compliance  Divisions  Within  Each  Agency,  or  Within 
a  New  Consolidated  Regulatory  Agency,  Whose  Head  Reports  Directly  to  the  Head 
of  the  Agency 

2.  Require  Testing  as  Part  of  Fair  Lending  Enforcement  Efforts 

Testing  is  the  most  effective  means  of  detecting  illegal  "prescreening."  The  Fair 
Housing  Initiatives  Program  (FHIP)  at  HUD  should  be  expanded  to  provide  for  in- 
creased mortgage  lending  testing. 

3.  Expand  the  Role  of  the  Justice  Department  and  HUD  in  Enforcement  of  the  Fair 
Lending  Laws 

Aggressive  prosecution  of  ECOA  violations  by  the  Justice  Department  will  have 
a  dramatic  impact  on  the  industry,  while  increased  support  ana  authority  for  Jus- 
tice may  spur  increased  activity  by  the  banking  agencies. 

4.  Conduct  an  Overhaul  of  Fair  Lending  Examination  Procedures 

5.  Require  Lenders  to  Make  Underwriting  Criteria  Available  to  the  Public  &  Con- 
duct Aggressive  Borrower  Education 

6.  Bring  Mortgage  Banks,  PMI  Companies,  Appraisal  Firms  and  Homeowners'  In- 
surance Underwriters  Under  Effective  Federal  Regulation 

Other  players  in  the  mortgage  lending  chain  must  be  brought  under  effective  dis- 
closure requirements  and  federal  regulation  to  ensure  non-discrimination  and  sup- 
port for  community  lending. 

7.  Strengthen  Enforcement  of  the  Community  Reinvestment  Act  (CRA) 

8.  Enhance  Consumer  and  Community  Participation  in  Regulatory  Process 

9.  Collect  Meaningful  Data  on  Small  Business  and  Consumer  Lending 

Introduction 

Mortgage  discrimination  remains  a  principal  obstacle  to  the  attainment  of  the 
American  dream  of  home  ownership  for  millions  of  minority  families. 

At  hearings  in  1990  at  the  Consumer  Affairs  Subcommittee,  Senator  Alan  Dixon 
said: 

"I'm  not  a  statistician,  but  when  blacks  are  getting  their  loan  applications  re- 
jected twice  as  oft^n  as  whites  and,  in  some  cities,  it's  three  and  four  times  as 
often,  I  conclude  that  discrimination  is  part  of  the  problem.  .  .  .  It's  21  years 
since  the  passage  of  the  Fair  Housing  Act.  Fifteen  years  since  the  Equal  Credit 
Opportunity  Act  was  passed  in  the  Congress;  and  11  years  since  the  Community 
Reinvestment  Act  became  the  law  of  this  land,  and  still  we  have  discrimination 
in  mortgage  lending.  The  problem  today  is  not  lack  of  laws,  in  my  view,  it  is  lack- 
luster enforcement." 

This  year,  we  mark  the  twenty-fifth  anniversary  of  the  passage  of  the  Fair  Hous- 
ing Act.  It  is  18  years  since  the  enactment  of  the  Equal  Credit  Opportunity  Act 
(ECOA)  and  16  years  after  the  enactment  of  the  Community  Reinvestment  Act 
(CRA). 

Yet,  America  remains  a  nation  of  two  banking  systems — separate  and  unequal — 
and  a  nation  of  bankers  and  regulators  that  are  flagrantly  hostile  to  the  enforce- 
ment of  the  nation's  fair  lending  laws.  The  current  situation  in  intolerable  and  out- 
rageous. 

Over  the  past  decade,  ACORN  has  testified  before  Congress  on  this  subject  on  nu- 
merous occasions,  but  lender  discrimination  goes  on  unchecked,  regulators  continue 
to  take  a  "see  no-evil"  posture,  and  our  neighborhoods  and  families  continue  to  suf- 
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fer.  Time  and  time  again,  the  regulators  have  come  before  Congress  and  used  every 
excuse  possible  to  deny  the  very  existence  of  mortgage  discrimination,  and  to  excuse 
a  performance  that  is  a  moral  disgrace. 

As  early  as  1976,  Chairman  Proxmire  reacted  to  this  situation  will  outrage,  con- 
cluding that  "I  thought  the  record  was  pretty  disgraceful.  There  was  really  no  effec- 
tive enforcement  of  the  antiracial  discrimination  laws."  In  1990,  Senator  Alan 
Dixon,  chairing  an  oversight  hearing  on  the  subject,  was  equally  disturbed  at  the 
performance  oithe  agencies.  He  noted  that  "it  continues  to  be  a  miracle  that  the 
numbers  are  so  bad  and  we  never  find  anybody  in  this  whole  country  that  has  done 
anything  so  gross  that  they  ought  not  to  be  penalized  on  at  least  one  occasion  to 
send  a  message  to  the  whole  country:  Look,  a  person  should  get  more  than  a  slapped 
wrist  around  here  in  continuing  what  I  continue  to  suggest  is  an  egregious  practice." 

This  Committee  and  the  new  Administration  need  to  launch  nothing  less  than  a 
crusade  for  equal  opportunity  in  lending.  The  lull  resources  of  government  need  to 
brought  to  bear  on  credit  discrimination  in  the  same  way  as  when  lunch  counters 
were  desegregated  in  the  south.  Without  such  a  massive  and  concerted  effort,  I  fear 
that  I  wiUbe  back  before  you  again  next  year  discussing  why  nothing  has  changed. 

President  CUnton  has  rightly  stressed  the  need  for  investment  in  our  nation's  fu- 
ture. There  is  no  single  investment  that  could  be  of  greater  importance  than  ensur- 
ing that  families  that  work  hard  and  play  by  the  rules  are  not  denied  opportunity 
based  solely  on  the  color  of  their  skin.  Each  unfair  denial  represents  more  than  the 
lost  dream  of  an  individual:  it  is  a  real  and  tangible  economic  loss  to  the  nation. 

Mr.  Chairman,  the  time  for  studies  has  long  past.  We  have  waited  and  watched 
as  data  establishing  systemic  patterns  of  discnmination  has  been  released  time  and 
time  again — and  ignored  by  the  agencies  and  the  industry  time  and  time  again. 
Such  a  pattern  of  inaction  is  corrosive  of  our  democracy.  If  citizens  are  left  to  believe 
that  laws  passed  by  this  Congress  are  meaningless  because  they  will  never  be  en- 
forced, that  is  a  recipe  for  precisely  the  kind  of  hopelessness  that  turns  into  the 
urban  rage  that  exploded  in  Los  Angeles. 

It  is  debilitating  to  our  democracy  to  place  laws  on  the  books,  collect  data  that 
reveals  massive  violations,  and  leave  it  there — without  any  remedial  action  being 
taken.  African  American  communities  in  Detroit  and  around  the  nation  must  have 
the  confidence  that  the  fair  lending  laws  really  mean  something. 

The  bankers  have  waxed  lyrical  about  their  so-called  burdens  in  recent  months. 
They  should  get  in  line  behind  millions  of  Americans  who  have  been  waiting  for  re- 
dress for  injustice  for  more  than  a  quarter  century. 

(1)  Scope  of  the  Problem 

To  put  the  matter  simply,  mortgage  discrimination  is  pervasive  in  this  country. 

The  evidence  for  the  existence  of  mortgage  discrimination  is  now  indisputable. 
Thanks  to  amendments  to  the  Home  Mortgage  Disclosure  Act  (HMDA)  in  FERREA, 
data  was  collected  for  the  first  time  on  the  disposition  on  home  loan  applications 
by  race,  income,  and  gender  in  1990. 

Prior  to  FERREA,  the  industry  and  the  regulators  refused  to  admit  that  the  dis- 
crepeincies  in  lending  in  census  tracts  of  difierent  racial  composition  suggested  that 
discrimination  was  in  fact  occurring — this  despite  the  fact  that  data  revealing  that 
minorities  were  rejected  at  a  significantly  higher  rate  than  whites  was  in  fact  avail- 
able to  the  agencies  in  the  mid-1970's. 

As  early  as  1974,  the  agencies  surveyed  lenders  in  18  metropolitan  areas  to  deter- 
mine whether  they  were  in  compliance  with  the  Fair  Housing  Act.  The  surveys  gen- 
erally found  that  lenders  rejected  minority  applicants  roughly  twice  as  frequently 
as  white  applicants.  The  OCC's  study,  in  fact,  controlled  Tor  creditworthiness,  in- 
come, gross  assets,  debt  burden,  and  job  continuity — and  still  found  a  significant  ra- 
cial disparity. 

Bill  Dedman's  F*ulitzer-Prize  winning  series  in  the  Atlanta  Journal  Constitution 
in  1988  used  data  obtained  from  the  Federal  Home  Loan  Bank  Board  (FHLBB) 
through  the  Freedom  of  Information  Act  (FLA)  to  demonstrate  wide  disparities  in 
the  denial  rate  of  minority  and  white  applicants. 

So,  the  data  is  in  fact  not  as  "new"  as  the  agencies  and  the  industry  would  have 
one  believe.  Rather,  the  regulatory  agencies — working  hand  in  glove  with  lenders — 
chose  to  spend  the  better  part  oi  two  decades  engaged  in  public  relations  trench 
warfare,  denying  that  there  was  a  problem,  and  obfuscating  a  problem  of  stark 
moral  clarity  with  methodological  equivocations. 

Finally,  recent  events  have  ended  the  debate  about  whether  mortgage  discrimina- 
tion exists. 

The  Federal  Reserve's  study  of  the  "new"  1990  HMDA  data,  released  in  October, 
1991,  revealed  that  nationwide  African-American  and  Hispanic  applicants  for  home 
loans  were  two  to  three  times  more  likely  to  be  rejected  than  were  white  applicants 
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of  comparable  income.  Indeed,  upper-income  African-American  applicants  were  actu- 
ally more  likely  to  be  rejected  than  low-  and  moderate-income  white  applicants  in 

1990.  The  Boston  Federal  Reserve  Bank's  analysis  of  the  data  in  1990  revealed  that 
the  pattern  was  consistent  in  every  metropolitan  area  in  the  country — with  the  most 
egregious  discrepancies  in  Boston  and  Chicago. 

TTie  results  of  the  Federal  Reserve's  study  of  the  1991  HMDA  data  revealed  no 
significant  change  in  the  overall  disparity  in  rejection  rates  by  race  and  ethnicity. 
It  should  be  stressed  that  the  agencies  and  lenders  have  known  about  these  dispari- 
ties for  decades,  and  further  that  if  the  agencies  and  the  industry  had  taken  correc- 
tive steps  in  1990 — when  they  first  began  to  collect  the  data — rather  than  in  late 

1991,  when  the  Federal  Reserve  released  its  study,  we  might  not  be  discussing  why 
so  little  has  changed  today. 

ACORN'S  studies  of  the  "new"  1990  and  1991  HMDA  data— J3an*m^  on  Discrimi- 
nation and  Banking  on  Discrimination,  Part  II — in  some  respects  revealed  even 
more  alarming  figures  that  are  concealed  by  the  industry  averages  in  the  Federal 
Reserve's  studies.  Some  lenders  actually  rejected  African-Americans  10  times  more 
frequently  than  whites  of  comparable  income.  Other  lenders  with  offices  in  commu- 
nities with  significant  minority  populations  received  virtually  no  applications  from 
minorities.  To  cite  but  one  example,  in  1990,  only  4  percent  of  applications  received 
by  Bank  of  America  in  Oakland  were  from  African-Americans,  despite  the  fact  that 
African-Americans  comprise  40  percent  of  the  city's  population. 

It  should  be  noted  that  the  response  of  the  federal  banking  agencies  and  the  in- 
dustry to  these  alarming  numbers  was  consistently  to  deny  that  the  disparities  indi- 
cated that  discrimination  was  in  fact  occurring.  Indeed,  Governor  LaWare  said  at 
the  release  of  the  first  Federal  Reserve  study  that  he  found  it  implausible  that  lend- 
ers were  discriminating  against  minority  applicants.  After  all,  he  noted,  he  came 
from  the  industry,  and  Knew  that  lenders  were  simply  interested  in  making  money. 
Governor  LaW are's  attitude  illustrates  the  depth  of  the  problem  at  the  agencies. 

The  study  revealing  that  high-income  African-Americans  were  rejected  more  fre- 
quently than  low-income  whites  was  only  "worrisome"  to  Governor  LaWare — and 
generated  yet  another  wave  of  industry-funded  studies  which  attempted  yet  again 
to  obfuscate  the  significance  of  the  data. 

The  Boston  Federal  Reserve  Bank  in  October,  1992,  released  a  study  Mortgage 
Lending  in  Boston:  Interpreting  HMDA  Data,  which  conclusively  ended  the  debate 
about  whether  or  not  mortgage  discrimination  in  fact  occurs.  The  Boston  study  con- 
trolled for  38  separate  economic  characteristics  other  than  income,  and  looked  at  all 
applications  filed  by  African-Americans  and  Hispanics,  and  a  sample  of  3,300  appli- 
cations filed  by  whites  in  1990.  The  study  looked  only  at  the  131  mstitutions  in  the 
Boston  area  that  received  more  than  25  applications  from  all  races  in  1990. 

The  study  concluded  that  African-American  and  Hispanic  applicants  were  60  per- 
cent more  likely  to  be  rejected  than  white  applicants  of  identical  economic  profiles. 
Thus,  17  percent  of  African -American  applicants  were  denied,  compared  to  11  per- 
cent of  comparable  white  applicants.  The  pattern  was  consistent  for  large  and  small 
lenders  alike.  As  the  authors  put  it: 

"Thus,  in  the  end,  a  statistically  significant  gap  remains,  which  is  associated 

with  race.  .  .  .  The  results  of  this  stuay  suggest  that  for  the  same  imperfections 

whites  seem  to  enjoy  a  general  presumption  of  creditworthiness  that  black  and 

Hispanic  applicants  do  not,  and  that  lenders  seem  to  be  more  willing  to  overlook 

flaws  for  white  applicants  than  for  minority  applicants.  .  .  ." 

I  should  add  that  the  Boston  Federal  Reserve  Bank  study  probably  dramatically 
understates  the  level  of  discrimination  in  the  mortgage  market,  for  several  reasons. 

First,  "prescreening,"  the  practice  of  illegally  discouraging  loan  applications  from 
minorities,  was  not  measured  by  the  study.  Discouraged  applicants  do  not,  of  course, 
get  the  opportunity  to  file  loan  applications,  and  therefore  there  is  no  paper  trail 
to  document  the  dimensions  of  this  problem. 

Second,  "objective"  ratios  may  in  fact  themselves  be  the  product  of  bias.  Thus, 
while  an  application  by  a  white  individual  may  show  a  33  percent  debt-to-income 
ratio,  this  may  reflect  advice  by  the  loan  officer  as  to  what  income  to  "count"  to  meet 
the  lender's  standards,  or  what  outstanding  bills  to  pay  off,  while  similar  advice 
would  not  have  been  given  to  a  minority  applicant.  Thus,  the  numbers  themselves 
may  be  "cooked"  to  the  extent  that  "coaching"  of  applicants  occurs. 

Lastly,  the  study  compared  the  application  of  a  lender's  underwriting  criteria  to 
applicants  of  different  race.  The  question  of  whether  the  criteria  themselves  are  bi- 
ased was  not  considered.  So,  for  example,  if  a  lender  used  minimum  loan  amounts 
or  tiered  pricing  to  avoid  doing  business  in  the  minority  portion  of  Boston,  this  as- 
pect of  bias  would  not  be  reflected  in  the  60  percent  disparity. 
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The  disparity  revealed  by  the  Boston  Fed's  study— conducted  using  very  conserv- 
ative metnodology — represents  therefore  a  minimum  estimate  of  discrimination  in 
the  mortgage  market. 

(2)  Impact  of  Mortgage  Discrimination 

Mortgage  discrimination  results  in  the  denial  of  economic  opportunity  to  untold 
thousands  of  Americans  every  year.  Mortgage  discrimination  crushes  individual  as- 
pirations for  home  ownership  and  fosters  frustration,  despair,  and  social  alienation 
and  abandonment  in  affected  communities.  As  members  oT  this  Committee  are  fond 
of  noting,  home  ownership  lies  at  the  heart  of  the  promise  of  the  American  dream, 
and  there  is  little  more  devastating  than  the  denial  of  access  to  the  credit  necessary 
to  make  this  dream  a  reality  solely  on  the  basis  of  the  color  of  one's  skin. 

Unfortunately,  mortgage  discrimination  is  not  without  its  winners,  as  this  Com- 
mittee found  out  just  last  week.  Bias  by  traditional  lenders  has  spurred  the  growth 
of  "fringe  lenders  to  fill  the  void.  A  predatory  collection  of  finance  companies,  sec- 
ond mortgage  companies,  and  pawnshops,  charging  usurious  interest  rates  and  fees, 
have  exploaed  in  number  and  activity  in  recent  years.  The  number  of  pawnshops 
alone  has  increased  by  60  percent  nationwide  in  the  past  four  years. 

The  irony  of  second  mortgage  scams  is,  of  course,  that  these  firms  provide  financ- 
ing that  mainstream  lenders  are  unwilling  to  offer — but  that  doesnt  seem  to  stop 
banks  from  buying  these  loans  on  outrageous  terms  and  with  handsome  profits  to 
boot.  One  could  not  perhaps  conceive  of  a  better  scheme  to  destroy  the  limited  eq- 
uity capital  in  minority  neighborhoods  if  one  intended  to  do  so.  1  might  add  that 
the  profusion  of  second  mortgage  scams  puts  the  lie  to  the  claims  of  the  industry 
that  there  is  no  demand  for  credit  in  minority  communities. 

Even  more  important,  mortgage  discrimination  has  been  responsible  for  the 
wholesale  disinvestment  of  minority  communities,  abandonment  and  urban  flight, 
and  the  decline  of  urban  tax  bases.  When  an  individual  cannot  secure  a  mortgage 
loan,  they  are  likely  to  leave  a  neighborhood  in  search  of  a  home,  and  when  they 
cannot  secure  a  home  improvement  loan,  they  may  abandon  their  property  alto- 
gether. 

The  phenomenon  of  widespread  abandonment  in  inner-city  neighborhoods  has  re- 
sulted in  the  further  retreat  of  job  creating  small  businesses,  who  are  reluctant  to 
start  a  business  on  a  block  with  abandoned  buildings.  Middle-  and  working-class  mi- 
nority families  are  compelled  to  leave  the  neighborhoods  in  which  they  were  raised, 
thereby  contributing  to  the  decay  of  the  communities  they  leave  behind.  And  finally, 
as  Boston  Mayor  Raymond  L.  Fljnnn  has  pointed  out,  mortgage  discrimination  as 
greatly  contributed  to  the  erosion  of  urban  tax  bases,  thereby  undermining  the  abil- 
ity of  municipalities  to  provide  basic  city  services. 

I  might  add  that  all  of  us — rich  or  poor — pay  a  price  for  the  cycle  of  decay  and 
decline  set  in  motion  by  mortgage  discrimination.  Abandoned,  unmortgaged  prop- 
erties are  havens  for  drug  use  and  crime,  and  are  frequently  burned  down,  both  of 
which  result  in  considerable  expense  to  all  taxpayers,  no  matter  which  side  of  town 
they  happen  to  live  in.  Mortgage  discrimination,  then,  represents  a  hidden  bank  tax 
on  the  whole  community. 

As  long  as  minority  neighborhoods  continue  to  be  denied  access  to  credit — and 
thereby  to  home  ownership  and  the  accumulation  of  assets — we  will  continue  to 
breed  hopelessness,  poverty,  and  unemployment  in  our  urban  areas.  As  evidenced 
by  recent  events  in  Los  Angeles,  we  are  only  beginning  to  reap  what  we  have  sowed 
in  the  past  decade.  Reversing  a  cycle  of  urban  decline,  despair,  and  violence  requires 
a  federal  commitment  to  be  the  guarantor  of  equal  opportunity  for  all  Americans. 

(3)  How  Does  Mortgage  Discrimination  Happen? 

ACORN  operates  over  a  dozen  loan  counseling  offices  around  the  country  that 
help  low-  and  moderate-income,  predominantly  minority  families  obtain  home  loans. 
We  have  seen  many  cases  of  applicants  with  sufficient  income  and  good  credit  his- 
tories who  have  been  rejected  by  a  lender.  How  does  this  happen? 

As  a  general  rule,  credit  discrimination  does  not  mean  a  loan  officer  hurling  racial 
epithets  at  a  loan  applicant,  and  denying  their  application.  Rather,  discrimination 
on  the  basis  of  race  or  ethnicity  may  occur  at  several  points  in  the  application  proc- 
ess. 

•  If  a  lender  has  an  implicit  policy  of  not  lending  to  minorities,  a  loan  officer  paid 
on  commission  is  likely  to  spend  very  little  time  with  minority  applicants,  or  dis- 
courage them  from  filing  an  application. 

•  A  loan  officer  may  steer  minority  applicants  away  from  some  loan  products  and 
toward  others.  For  example,  minorities  may  be  urged  to  use  FHA  products. 

•  During  the  processing  of^  a  loan  application,  a  bamc  may  delay  as  long  as  possible 
going  to  closing  in  order  to  encourage  an  applicant  to  withdraw  his  or  her  loan 
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application.  Our  analysis  of  the  1990  HMDA  data  indicated  that  many  lenders  re- 
jected zero  minority  borrowers,  but  that  all  minority  applicants  had  conveniently 
withdrawn  their  applications. 

•  As  revealed  by  the  Boston  Federal  Reserve  Bank's  study,  and  the  Decatur  Federal 
case,  lenders  are  more  likely  to  make  exceptions  to  standard  underwriting  criteria 
for  white  than  for  minority  applicants.  For  example,  a  white  applicant  may  be  al- 
lowed to  submit  a  written  explanation  of  a  minor  problem  in  his  or  her  credit  re- 
port, while  a  minority  applicant  is  not  told  of  this  opportunity.  Or  a  minority  ap- 
plicant may  be  told  how  they  fail  to  meet  the  lender's  underwriting  criteria — but 
not  what  steps  are  needed  to  qualify — while  white  applicants  are  given  numerous 
tips  about  how  to  comply  with  the  standards.  In  other  words,  lenders  may  do  ev- 
erything possible  to  work  out  problems  with  a  marginal  white  applicant,  but  prove 
ejctremely  unwilling  to  help  a  marginal  black  applicant. 

•  A  lender  may  do  business  with  discriminatory  appraisers  or  PMI  companies.  For 
example,  a  lender  will  generally  not  make  loans  with  greater  than  95  percent 
loan-to-value.  Thus,  if  a  "low-balled"  appraisal  comes  out  lower  than  the  actual 
selling  price  of  a  house,  the  loan  application  may  be  denied. 

Apart  from  discriminatory  practices  by  bank  personnel,  lenders  may  employ  lend- 
ing standards  that  are  discriminatory  in  their  enect.  Some  of  these  underwriting  cri- 
teria may  be  intentionally  discriminatory,  while  others  may  reflect  cultural  gaps. 
Examples  of  underwriting  criteria  that  have  the  effect  of  discrimination  include: 

•  Minimum  loan  amounts  that  may  exceed  the  average  purchase  price  of  homes  in 
the  minority  portion  of  a  lender's  service  area. 

•  Tiered  fees  that  are  higher  in  some  neighborhoods  than  in  others.  One  Chicago 
thrift,  we  found,  charged  significantly  higher  rates  and  fees  for  low-balance 
loans — originated  in  predominantly  minority  areas — than  for  high-balance  loans. 

•  Criteria  biased  against  elder  housing  stock.  Some  lenders  require  not  only  that 
a  property  be  up  to  code,  but  that  it  meet  certain  cosmetic  standards  as  well.  Oth- 
ers restrict  financing  for  property  in  areas  with  mixed  land  uses,  or  various  types 
of  residential  property. 

•  There  is  considerably  more  occupational  mobility  at  the  lower  end  of  the  income 
scale  than  at  the  upper  end.  Yet,  most  lenders  use  job  continuity  as  a  key  meas- 
ure of  creditworthiness,  requiring  up  to  five-years  at  the  same  job.  Such  restric- 
tions may  not  accurately  reflect  the  creditworthiness  of  minorities  who  are  often 
'last  hired,  first  fired,"  or  low-wage  workers  who  may  change  jobs  frequently,  in 
order  to  capture  the  gains  of  a  very  small  increase  in  hourly  wages.  Bank  stand- 
ards shoula  be  geared  toward  measuring  income  continuity. 

Case  Studies  of  Mortgage  Discrimination 

Listed  are  4  actual  cases  of  experiences  of  mortgage  discrimination  that  illustrate 
the  points  made  above.  The  names  of  the  victims  oi  discrimination  have  been  with- 
held. Testimony  by  Willard  Brown,  an  applicant  with  a  peri'ect  credit  history  who 
was  rejected  by  four  separate  lenders  in  St.  Louis  is  attached.  [Appendix  1] 

CASE  1:  St.  Louis 

A  black  woman  living  with  her  parents  in  a  low-income  neighborhood  sought  a 
loan  to  purchase  the  abandoned  house  next  door,  in  order  to  prevent  drug  dealers 
from  moving  in.  Her  loan  application  was  turned  down,  despite  good  income,  good 
credit,  and  good  ratios.  She  was  turned  down  because  of  a  high  abandonment  rate 
on  her  block. 

She  purchased  the  house  with  cash,  giving  her  100  percent  equity  in  the  property. 
She  then  sought  a  home  improvement  loan  to  install  central  heating  in  the  house, 
but  was  again  turned  down,  because  the  bank  refused  to  make,  loans  on  properties 
without  central  heating! 

CASE  2:  Chicago 

A  black  woman  applied  for  a  home  loan  at  a  Chicago  bank  and  was  turned  down. 
She  had  good  credit,  good  ratios,  and  good  income.  The  reason  given  for  the  denial 
of  her  loan  was  that  she  had  changed  jobs  once  in  the  past  5  years.  The  bank  re- 
quired minimum  job  continuity  of  5  years. 

The  applicant  had  indeed  changed  jobs,  but  there  was  no  interruption  in  her  in- 
come stream,  and  she  actually  increased  her  income  at  her  new  job. 

CASE  3:  Philadelphia 

A  black  woman  who  had  excellent  income,  good  credit,  and  long  job  continuity  was 
rejected  by  a  lender.  The  reason  for  denial  was  poor  credit  history,  but  upon  obtain- 
ing her  credit  report,  she  found  that  all  that  was  listed  was  a  missed  payment  of 
four  cents,  and  tnat  the  report  was  incorrect.  If  she  had  merely  been  asked,  she 
could  have  easily  have  corrected  the  error. 
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CASE  4:  St.  Louis 

A  black  woman,  considered  a  "perfect  applicant"  by  our  loan  counselors,  with  a 
combined  income  in  excess  of  $50,000  per  year,  good  credit,  and  long  job  continuity 
was  denied  a  loan  by  a  local  bank.  No  reason  for  the  denial  was  ever  given,  despite 
repeated  requests,  and  the  only  "negative"  factor  that  bore  on  the  application  was 
one  abandoned  house  in  the  neighborhood. 

(4)  Enforcement  of  the  Fair  Lending  Laws 

The  enforcement  of  the  fair  lending  laws — the  Fair  Housing  Act  and  the  Equal 
Credit  Opportunity  Act — as  well  as  the  Community  Reinvestment  Act  has  been  a 
national  disgrace. 

There  has  been  some  variation  among  them,  but  the  general  pattern  among  the 
regulatory  agencies  is  one  of  hostility  and  disinterest  in  the  enforcement  of  the  fair 
lending  laws. 

Historical  Background 

From  the  very  beginning,  the  enforcement  of  the  nation's  fair  lending  laws  has 
been  at  best  a  low  priority  at  the  banking  agencies.  Arguably,  the  agencies  have 
been  obstructionist  and  hostile  to  these  laws. 

As  early  as  1969,  HUD  recommended  that  the  four  banking  agencies  promulgate 
regulations  to  implement  the  Fair  Housing  Act,  which  made  discrimination  in  mort- 
gage lending  illegal.  Despite  this  request,  a  petition  by  civil  rights  organizations, 
and  a  survey  of  15,000  lenders  by  the  agencies  in  1971  revealing  the  frequent  use 
of  explicitly  racist  standards  by  lenders,  the  agencies  refused  to  promulgate  regula- 
tions to  implement  the  Fair  Housing  Act.  Only  the  Federal  Home  Loan  Bank  Board 
ever  did  so,  in  1974. 

Indeed,  the  agencies  had  to  be  sued  by  the  National  Urban  League  and  other  civil 
rights  organizations  before  agreeing  to  carry  out  their  responsibilities  under  the 
Fair  Housing  Act.  The  suit  resulted  in  a  settlement  with  every  agency  except  the 
Fed  calling  for  the  establishment  of  examination  procedures,  examiner  training,  and 
the  collection  of  data  to  monitor  compliance. 

Since  then,  successive  detailed  studies  of  mortgage  lending  in  Detroit,  Atlanta, 
and  Boston  have  elicited  virtually  no  response  from  the  agencies — and  resulted  in 
no  new  fair  lending  initiatives.  Indeed,  after  the  Federal  Reserve's  study  of  the  1990 
HMDA  data,  the  most  any  of  the  agencies  would  say  was  that  the  discrepancies 
were  "worrisome." 

The  Center  for  Community  Change  has  aptly  termed  the  abominable  history  of 
fair  lending  enforcement  "the  trail  of  tears." 

Recent  Regulatory  Performance:  ECOA  and  Fair  Housing  Act 

The  top  officials  at  the  regulatory  agencies — many  of  them  former  bankers — ap- 
pear to  view  themselves  as  management  consultants  to  the  institutions  they  are 
charged  to  regulate.  Given  the  close  relationship  of  the  agencies  to  the  industry,  it 
is  understandable  why  the  regulators  find  it  incomprehensible  that  their  dinner 
party  associates  are  engaging  in  discrimination  on  a  grand  scale. 

Robert  J.  Herrmann  of  the  OCC  stated  at  Senate  hearings  in  1989  that  "illegal 
discrimination  simply  does  not  make  good  business  sense,  and  that  therefore  it 
could  not  be  a  significant  problem.  The  presumption  of  the  agencies  is  that  the  in- 
dustry is  guilty  of  no  wrongs. 

The  Federal  Reserve  has  in  particular  consistently  maintained  that  discrimination 
cannot  be  a  serious  problem.  In  Senate  hearings  in  1989,  Governor  John  P.  LaWare 
stated  that: 

'Tersonally,  I  find  it  difficult  to  reconcile  the  notion  that  there  is  widespread 
racial  discrimination  in  mortgage  lending  with  the  fact  that  bankers  want  to 
make  loans  ...  In  my  more  than  30  years  experience  as  a  banker,  I  found  the 
industry  strongly  committed  as  a  matter  of  self-interest  to  make  every  sound  loan 
possible  .  .  .  perhaps  the  bias  of  individual  bankers  may  have  clouded  their  judg- 
ment on  occasion,  but  in  the  main,  I  think  that  the  institutional  commitment  to 
doing  business  where  it  makes  economic  sense  will  win  out  over  prejudice." 
Under  the  Federal  Reserve's  analysis,  we  might  as  well  repeal  the  fair  lending 
laws,  since  discrimination  is  illogical  and  therefore  cannot  exist.  Three  years  later — 
after  the  Boston  Federal  Reserve  Bank's  study  established  the  pervasiveness  of 
mortgage  discrimination — one  can  only  wonder  whether  Governor  LaWare's  inno- 
cent faith  in  the  industry  remains  untarnished. 

Given  this  pro-industry  predisposition  at  the  top  of  the  agencies,  is  it  any  wonder 
that  the  regulators  cannot  name  more  than  a  handful  of  enforcement  actions  against 
lenders? 
Examples  of  this  poor  performance  include: 


545 

•  The  four  banking  agencies  have  collectively  referred  only  5  violations  of  the  ECOA 
to  the  Justice  Department  in  the  last  ten  years,  according  to  responses  to  inquir- 
ies by  this  Committee.  And,  I  might  add,  the  FDIC's  three  referrals  came  only 
after  Senator  Cranston's  staff  noticed  that  violations  of  ECOA  were  mentioned  in 
CRA  evaluations,  and  Senator  Cranston  insisted  that  the  FDIC  make  the  refer- 
rals. This  took  place  after  the  FDIC  Act,  which  required  such  referrals  to  take 
nlace,  meaning  that  the  FDIC  was  apparently  disregarding  the  statute. 

•  The  agencies  almost  never  find  substantive  violations  of  ECOA  based  on  racial 
discrimination. 

•  When  the  agencies  do  find  violations  of  ECOA,  they  appear  to  require  the  lender 
in  violation  merely  to  correct  the  problem — and  appear  to  have  never  actually 
fined  or  otherwise  punished  a  lender  for  a  violation. 

•  In  1990,  ComptroUer  Bob  Clarke's  own  Special  Assistant  for  Fair  Lending  re- 
signed in  protest,  citing  "Vacuous  management,"  and  the  OCC's  "failure  to  ade- 
quately perform  its  compliance  regulation  responsibilities."  Ronald  E.  Wienk  com- 
mented that  "regarding  fair  lending  policy,  the  OCC  actually  has  regressed  over 
the  8  years  since  I  accepted  an  ofler  to  join  the  agency."  Mr.  Clarke's  response 
to  this  indictment  of  the  agency's  fair  lending  enforcement  efforts  was  to  down- 
grade the  position  of  the  resignee's  replacement. 

•  While  the  Justice  Department  found  a  pattern  and  practice  of  illegal  discrimina- 
tion under  ECOA  at  Decatur  Federal  S&L,  the  OTS  not  only  missed  any  discrimi- 
natory practices  as  part  of  its  compliance  exam,  but  gave  Decatur  a  "satisfactory" 
CRA  rating. 

•  Though  the  widely  publicized  Green  discrimination  case  in  Chicago  resulted  in  a 
judicial  finding  of  discrimination,  the  FDIC's  examiners  found  no  evidence  of  bias 
in  their  exams. 

•  In  October  1990,  the  Federal  Reserve's  Consumer  Advisory  Council  recommended 
that  the  Fed  undertake  a  pilot  project  to  explore  the  feasibility  of  using  testers 
to  detect  illegal  prescreening.  In  September,  1991,  the  Board  of  Governors  unani- 
mously rejected  the  recommendation. 

•  The  response  of  the  agencies  to  widespread  evidence  to  evidence  of  mortgage  dis- 
crimination was  to  contract  with  Arthur  Anderson — a  private  accounting  firm 
with  no  discernible  fair  lending  expertise — to  conduct  an  evaluation  of  the  agen- 
cies fair  lending  examination  proceaures. 

•  The  agencies  are  dramatically  understaffed,  and  spend  far  too  little  examiner  time 
ensuring  compliance  with  the  fair  lending  laws. 

•  The  agencies  have  a  disproportionately  white  examiner  corps,  and  few  minority 
supervisory  personnel.  For  example,  fully  87  percent  of  the  FDIC  examiner  corps 
is  white. 

•  The  agencies  have  no  clear  policies  guiding  examiners  as  to  how  many  loan  files 
must  be  sampled  during  examinations,  meaning  that  a  huge  institution  may  effec- 
tively have  only  a  tiny  portion  of  its  files  sampled.  And  the  OCC  reports  selecting 
files  that  have  been  pulled  by  lenders  themselves  for  internal  review.  If  an  exam- 
iner has  reason  to  suspect  discrimination,  he  or  she  is  directed  to  sample  only  14— 
26  additional  files — far  too  few  to  detect  discrimination. 

•  The  OCC  and  FDIC  have  only  recently  moved  to  the  use  of  specialised  examiners 
for  consumer  and  fair  lending  compliance,  meaning  that  "generalist"  examiners 
were  charged  with  enforcing  the  anti-discrimination  laws. 

•  With  the  exception  of  the  Federal  Reserve,  the  agencies  persist  in  housing  the 
consumer  compliance  function  within  a  safety  and  soundness  division.  This  effec- 
tively means  that  consumer  compliance  issues  within  the  agency  receive  minimal 
attention. 

Decatur  S&L  Case 

In  1992,  the  Justice  Department  successfully  settled  a  case  against  Decatur  S&L 
in  Atlanta  for  "a  pattern  and  practice  of  discrimination,"  finding  the  discrepancies 
in  the  rejection  of  white  and  minority  applicants  was  "statistically  significant"  evi- 
dence of  discrimination.  This  landmark  finding  by  an  agency  with  far  less  resources 
to  commit  a  fair  lending  enforcement  effectively  made  a  farce  of  the  agencies' 
shameful  efforts. 

The  OTS,  of  course,  found  no  violations  in  the  course  of  its  compliance  exams,  and 
further  gave  Decatur  an  "outstanding"  CRA  rating. 

Community  Reinvestment  Act  Enforcement 

Regulations  under  the  CRA  specifically  instruct  examiners  to  look  for  evidence  on 
prohioited,  discriminatory  credit  practices  and  for  illegal  "prescreening"  of  appli- 
cants. The  enforcement  of  CRA  has  been  extremely  poor,  with  examiners  giving 
"passing"  grades  to  institutions  that  receive  few  applications  from  minorities,  reject 
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minoritv  applications  disproportionately,  and  extend  little  credit  in  minority  neigh- 
boriioods.  Nearly  90  percent  of  institutions  get  "satisfactory"  or  better  grades  under 
CRA,  and  only  a  handful  of  the  tens  of  thousands  of  merger  applications  that  come 
before  the  agencies  have  ever  been  denied  because  of  poor  community  reinvestment 
performance. 

A  Report  on  the  Status  of  the  Community  Reinvestment  Act  by  the  Senate  Sub- 
committee on  Housing  and  Urban  Affairs  found  in  November,  1992,  that  CRA  had 
had  "noteworthy  success,"  and  that  "[cjommunity  groups  working  with  the  private 
sector  have  generated  more  than  $30  billion  in  the  last  decade  for  reinvestment  in 
underserved  conMnunities."  The  report  credited  CRA  as  "the  impetus  for  developing 
partnerships  between  financial  institutions  and  communities;  for  providing  access  to 
capital  to  communities  traditionally  underserved;  and  for  creating  new,  innovative 
methods  for  meeting  the  credit  needs  of  all  segments  of  the  community."  Very  little 
of  the  credit  for  these  successes  was  given  to  the  regulatory  agencies. 

Indeed,  the  report  went  on  to  note  that  CRA  had  not  achieved  its  potential  pre- 
cisely because  of  regulatory  malfeasance. 

"It  is  clear  from  the  Subcommittee's  review  that  the  regulatory  agencies  have 
yet  to  fulfill  their  obligation  to  ensure  that  the  CRA  is  properly  and  completely 
implemented.  The  supervisory  agencies  record  of  inconsistent  and  lax  enforcement 
has  encouraged  the  mdifference  and  disinterest  by  the  financial  institutions.  As 
a  consequence,  the  agencies  bear  significant  responsibility  for  the  poor  perform- 
ance of  many  of  the  financial  institutions  .  .  .  Inconsistent  implementation  and 
enforcement  diminishes  the  CRA's  tremendous  potential,  deprives  neighborhoods 
and  communities  of  one  of  the  most  effective  Federal  tools  available  to  assist  in 
meeting  their  credit  needs,  and  denies  financial  institutions  the  benefits  of  a  con- 
sistent, fair  regulatory  regime  .  .  .  The  message  is  clear.  CRA  is  a  law  whose  pur- 
pose is  as  relevant  today  as  when  it  was  written  15  years  ago.  The  issue  is  not 
the  law,  but  its  implementation  and  enforcement." 

Among  the  flaws  in  regulatory  performance  identified  by  the  report  were:  grade 
inflation,  uneven  quality  of  evaluations,  lack  of  clarity  about  CRA  s  goals,  inatten- 
tion to  identified  cases  of  discrimination,  infrequent  use  of  enforcement  powers,  lack 
of  attention  to  lending  data  in  assessing  performance,  and  obstruction  oi  community 
input  into  the  regulatory  process. 

The  Subcommittee  placed  particular  emphasis  on  the  poor  linkage  of  CRA  to  the 
fair  lending  laws.  Indeed,  the  Subcommittee  found  three  serious  violations  of  ECOA 
that  had  been  noted  in  CRA  evaluations,  but  which  had  not  been  referred  to  the 
Department  of  Justice  as  mandated  by  law  in  FDICIA. 

(5)  Non-Mortgage  Related  Discrimination 

There  is  no  statistical  data  with  which  to  evaluate  whether  discrimination  is  oc- 
curring in  the  consumer  and  small  business  credit  markets.  However,  there  is  con- 
siderable anecdotal  evidence  that  suggests  severe  problems  of  credit  availability  for 
minorities  in  these  areas. 

In  particular,  the  Wall  Street  Journal  reported  last  Friday  that  its  survey  of  sev- 
eral hundred  black  business  owners  revealed  that  92  percent  of  them  had  been 
turned  down  by  lenders.  One  young  African -American  businessman  told  the  Journal 
that  he  visited  "basically  every  bank  in  and  around  Boston"  and  got  a  uniformly 
negative  reaction.  He  said  that  "[w]e  were  young  and  persons  of  color.  They  looked 
at  you  skeptically  right  off  the  bat.  Then  they  put  you  through  the  rigors  to  the  nth 
degree.  They  all  said  no,  no,  no." 

Rejected  by  the  banks,  the  firm  ultimately  obtained  a  loan  from  the  Massachu- 
setts Minority  Enterprise  Investment  Corporation.  The  result?  The  birth  of  the  Sky- 
line Communications  Corporation,  a  successful  mail  and  package  delivery  firm  in 
Boston — a  minority  business  that  would  have  never  seen  the  li^t  of  day  if  it  had 
depended  on  the  commercial  banks. 

The  experience  with  mortgage  lending  gives  us  every  reason  to  believe  that  there 
are  problems  of  equal  magnitude  with  regard  to  consumer  and  small  business  credit 
for  minority  consumers.  Yet,  the  enforcement  of  ECOA  appears  to  be  given  even 
shorter  shrift  with  regard  to  non-mortgage  lending. 

There  is  desperate  and  compelling  need  for  the  systematic  collection  of  data  in 
this  area. 

(6)  Reconunendations 

As  the  tragic  history  of  fair  lending  enfoi^cement  has  illustrated,  there  is  very  lit- 
tle that  Congress  can  do  to  eradicate  lending  discrimination  without  at  least  des- 
ultory enforcement  of  the  law  by  the  federal  banking  agencies. 

After  25  years  of  negligence  and  hostility  from  the  agencies,  we  now  have  an  his- 
toric opportunity  to  reverse  the  pattern.  Most  of  the  changes  needed  in  this  area 
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are  administrative,  and  thus  fully  within  the  power  of  the  Administration  to  imple- 
ment. President  CUnton  has  the  opportunity  to  fill  regulatory  posts  with  individuals 
who  have  a  commitment  to  equal  opportunity  and  fair  lending.  We  trust  that  the 
President  will  make  such  a  commitment  a  pre-requisite  for  appointment,  and  that 
this  Committee  will  be  vigilant  in  carrying  out  its  duties  in  tne  confirmation  proc- 
ess. 

Let  me  add  that  it  is  our  experience  that  the  regulators  attach  great  importance 
to  issues  that  are  of  concern  to  members  of  this  Committee.  We  would  therefore 
urge  you  to  communicate  to  the  nominees  the  importance  of  fair  lending  enforce- 
ment as  they  are  nominated. 

ACORN  recommends  that  the  Administration  and  the  Congress: 

1.  Create  Separate  Consumer  Compliance  Divisions  Within  Each  Agency,  or  Within 

a  New  Consolidated  Regulatory  Agency 

Issues  of  fair  lending,  community  reinvestment,  and  consumer  protection  will 
never  receive  the  attention  they  deserve  unless  and  until  the  consumer  compliance 
function  is  housed  within  a  separate  division,  whose  head  reports  directly  to  the 
head  of  the  agency.  Currently,  consumer  compliance  personnel  work  in  the  safety 
and  soundness  division,  ensuring  that  fair  lending  issues  are  buried  within  the 
agencies. 

ACORN  would  support  the  consolidation  of  the  four  agencies  into  a  single,  inde- 
pendent agency  provided  that  a  separate  division  for  consumer  compliance  was  also 
created. 

2.  Require  Testing  as  Part  of  Fair  Lending  Enforcement  Efforts 

The  agencies  freely  admit  that  it  is  virtually  impossible  to  detect  illegal 
"prescreening"  of  applicants  as  part  of  the  regular  examination  process.  In  response 
to  the  Committee's  questions,  tne  OCC  noted  that  "The  bank  examination  process 
is  inherently  unsuited  to  detect  discrimination  prior  to  application,"  while  the  FDIC 
commented  that  "testing  ...  is  probably  the  most  effective  means  of  identifying 
prescreening." 

In  addition,  the  agencies  claim  that  discrimination  is  difficult  to  detect  because 
it  may  involve  subtle  difl'erences  in  the  level  of  assistance  given  to  equally  qualified 
applicants  of  different  racial  backgrounds.  Testing  is  arguably  the  surest  way  of  de- 
tecting such  differential  treatment. 

Given  the  intransigence  and  hostility  of  the  agencies— particularly  their  ring- 
leader, the  Federal  Reserve — with  regard  to  testing,  it  will  probably  be  necessary 
to  increase  dramatically  the  Fair  Housing  Initiatives  Program  (FHIP)  at  HUD  for 
the  purpose  of  conducting  pre-application  testing.  Alternatively,  the  agencies  could 
volunteer — or  might  be  required — to  contract  with  private  fair  housing  groups  to  do 
testing.  I  doubt,  however,  that  the  agencies  have  either  the  inclination  or  sufficient 
knowledge  to  do  testing  on  their  own. 

As  for  testing  beyond  the  pre-application  phase,  this  would  require  falsification  of 
documents,  and  clarification  that  filing  false  information  on  a  mortgage  application 
is  not  illegal  if  for  the  purposes  of  testing.  The  Justice  Department  might  be  able 
to  provide  such  a  clarification. 

3.  Expand  the  Role  of  the  Justice  Department  and  HUD  in  Enforcement  of  the  Fair 

Lending  Laws 

Unless  prodded  by  aggressive  competitors,  the  bank  regulatory  agencies  are  un- 
likely to  ever  undertake  serious  enforcement  actions  on  their  own.  Indeed,  one  salu- 
tary effect  of  the  Justice  Department's  settlement  with  Decatur  S&L  was  that  the 
other  agencies  were  forced  to  scramble  to  catch  up — although  Governor  La  Ware's  re- 
sponse was  to  attempt  to  obstruct  Justice's  request  to  accompany  examiners  on  com- 
pliance exams. 

And  nothing  will  lead  to  a  quicker  understanding  of  fair  lending  than  a  few  tough 
investigations  and  prosecutions  by  the  Justice  Department.  When  the  banking  in- 
dustry learns  that  tney  are  actually  subject  to  prosecution  for  violations  of  the  law — 
like  any  corporation  or  individual — we  may  have  a  sea  change  in  attitudes  and  in 
practices  in  the  lobbies  of  these  institutions. 

Specifically,  Congress  should: 

•  substantially  increase  funding  available  to  the  Justice  Department  to  prosecute 
ECOA  violations.  It  is  our  understanding  that  less  than  a  dozen  attorneys  within 
the  civil  rights  division  are  assigned  to  this  task  currently. 

•  give  the  Justice  Department  independent  subpoena  authority  so  that  they  are  not 
wholly  reliant  on  the  minuscule  number  of  referrals  made  by  the  banking  agen- 
cies. 

The  Justice  Department  under  the  new  Attorney  General  should  dramatically 
step  up  the  pace  and  frequency  of  investigations  of  lenders.  HUD  could  take  a  simi- 
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lar  aggressive  posture  with  regard  to  enforcement  of  the  Fair  Housing  Act.  I  am 
pleased  to  report  that  Secretary  Cisneros,  speaking  at  our  legislative  conference  in 
early  February,  indicated  strong  sympathy  for  strengthening  Fair  Housing  Act  en- 
forcement with  regard  to  mortgage  lending. 

4.  Conduct  an  Overhaul  of  Fair  Lending  Examination  Procedures 

In  light  of  their  sorry  record,  the  agencies  need  to  overhaul  basic  examination  pro- 
cedures— but  they  would  be  well  served  by  ignoring  the  advice  of  Arthur  Anderson, 
and  listening  to  fair  housing  experts  who  nave  been  telling  them  what  the  problems 
are  for  decades. 

Specifically,  staffing,  training,  and  compliance  hours  all  need  to  be  substantially 
upgraded.  In  addition,  the  numoer  of  loan  files  sampled  by  examiners  should  be  dra- 
matically increased,  and  interviews  with  loan  applicants,  community-based  organi- 
zations, minority-owned  businesses,  and  others  should  be  an  integral  part  oi  the 
compliance  process. 

In  addition,  examiners  need  to  look  not  only  for  the  "perfect"  minority  applicant 
who  is  denied,  but  also  for  disparate  treatment  of  applicants  with  similar  qualifica- 
tions, but  different  racial  backgrounds. 

5.  Require  Lenders  to  Make  Underwriting  Criteria  Available  to  the  Public  &  Conduct 

Aggressive  Borrower  Education 

The  agencies  receive  astonishingly  few  complaints  of  discrimination  from  borrow- 
ers. In  part,  this  is  because  minority  borrowers  do  not  know  whether  comparable 
white  appUcants  are  receiving  different  treatment,  and  in  part  because  the  bank's 
standards  for  evaluating  applications  are  often  not  made  clear  to  applicants. 

OTS  is  the  only  agency  with  non-discrimination  regulations  issued  under  the  Fair 
Housing  Act.  These  regulations  specifically  prohibit  redlining,  and  require  lenders 
to  make  underwriting  criteria  available  to  the  public.  Such  requirements  have  not 
resulted  in  the  divulging  of  trade  secrets,  and  have  apparently  not  eroded  the  com- 
petitive position  of  any  lender.  Surely,  the  other  agencies  could  require  the  same 
of  lenders  that  they  regulate. 

Aggressive  consumer  education  has  never  been  a  function  that  the  agencies  have 
emphasized.  The  agencies  need  to  upgrade  this  aspect  of  their  work,  and  go  beyond 
producing  glossy  brochures.  Agency  personnel  need  to  roll  up  their  sleeves  and  go 
into  minority  communities  to  educate  consumers,  and  work  with  neighborhood  insti- 
tutions to  identify  possible  victims  of  discrimination. 

6.  Bring  Mortgage  Banks,  PMI  Companies,  Appraisal  Firms  and  Homeowners'  Insur- 

ance Underwriters  Under  Effective  Federal  Regulation 

Other  players  in  the  mortgage  lending  chain  contribute  to  problems  of  bias,  but 
are  not  subject  to  effective  anti-discrimination  or  community  support  requirements. 
We  recommend  that: 

•  Mortgage  banks  be  subject  to  community  support  reviews  by  a  new  Office  of  Mort- 
gage Bank  Supervision  established  within  HUD,  with  the  responsibility  to  ensure 
mat  mortgage  banks  are  not  discriminating  on  a  prohibited  basis,  and  are  sup- 
porting low-  and  moderate-income  housing 

•  PMI  companies  report  under  HMDA  and  be  covered  to  community  support  re- 
quirements to  ensure  that  they  are  not  discriminating  on  a  prohibited  basis,  and 
that  they  are  supporting  rather  than  obstructing,  low-  and  moderate-income  hous- 
ing. 

We  are  pleased  that  the  trade  association  for  the  PMI  companies  has  announced 
plans  to  voluntarily  report  under  HMDA.  However,  this  is  not  a  substitute  for  effec- 
tive federal  regulation.  The  Boston  Federal  Reserve  Bank  study  strongly  suggested 
that  as  another  layer  in  the  mortgage  decision  making  process,  PMI  companies  may 
represent  a  real  obstacle  to  getting  a  loan  for  minority  families.  Abundant  anecdotal 
evidence  suggests  the  same. 

The  FDIC  pointed  out  in  response  to  Committee  questions  that  "Additionally, 
some  PMIs  base  insurability  on  factors  which  may  preclude  certain  neighborhoods. 
For  example,  a  criteria  that  would  require  no  less  than  10  percent  vacancy  in  the 
neighborhoods  would  preclude  many  borrowers  in  some  inner-city  areas  from  quali- 
fying. To  the  extent  that  these  neighborhoods  are  largely  minority,  this  type  of  cri- 
teria would  appear  to  have  a  role  in  mortgage  discrimination." 

We  should  point  out  that  the  new  Loan-to-Value  rules,  which  require  PMI  on 
loans  with  an  LTV  of  greater  than  90  percent  make  PMI  a  necessity  rather  than 
an  option. 

•  Appraisers  often  "low-ball"  properties  in  low-income  and  minority  communities, 
making  many  homes  unmortgagable.  Uniform  standards  to  guard  against  this 
practice  should  be  created,  and  if  necessary,  a  federal  regulator  within  HUD 
should  be  established  to  monitor  compliance. 
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•  Homeowners  insurance  is  a  necessity  for  a  mortgage,  but  the  price  of  homeowners 
insurance  is  substantially  higher  in  minority  than  in  non-minority  communities, 
periiaps  due  in  part  to  bias.  In  so  far  as  insurance  redlining  begets  mortgage  dis- 
crimination, insurance  companies  should  be  subject  to  federal  regulation  and  ac- 
tion under  the  Fair  Housing  Act. 

7.  Strengthen  Enforcement  ofCRA 

Great  strides  can  be  made  in  increasing  credit  availability  for  distressed  urban 
and  rural  communities  by  strengthening  enforcement  of  the  CRA.  Specifically,  the 
Committee  should  work  with  the  new  Administration  to: 

•  require  the  agencies  to  conduct  more  rigorous  evaluations  of  lenders,  and  estab- 
lish more  rigorous  standards  for  evaluations; 

•  m^e  greater  use  of  performance  data  in  examinations  and  evaluations; 

•  conduct  more  frequent  exams,  particularly  in  the  case  of  the  OCC,  and  provide 
better  training  for  examiners; 

•  make  more  frequent  use  of  available  enforcement  tools,  such  as  cease  and  desist 
orders  and  the  aenial  of  merger  applications; 

•  facilitate,  rather  than  obstruct,  community  input  Into  the  CRA  process,  and  recog- 
nize partnerships  between  community  groups  and  other  local  groups  with  lenders 
as  an  important  component  of  a  sound  CRA  program; 

•  in  the  case  of  banks  operating  in  multiple  MSAs  in  a  state,  conduct  separate  CRA 
evaluations  for  each  MSA  served  by  the  institution,  and  one  for  rural  portions  of 
the  state. 

8.  Enhance  Consumer  and  Community  Participation  in  Regulatory  Process 

Until  and  unless  consumers  and  communities  are  given  a  voice  in  shaping  the 
policies  of  the  agencies  in  enforcing  the  fair  lending  laws,  I  fear  we  will  never  make 
any  progress  in  enforcing  the  fair  lending  laws.  The  agencies  have  effectively  been 
"captured"  to  date  by  the  institutions  they  are  charged  with  regulating,  and.  there 
is  no  countervailing  pressure. 

To  cite  but  one  example,  it  required  the  direct  intervention  of  this  Committee  in 
order  for  consumer  and  community  groups  to  obtain  even  a  meeting  with  the  FFIEC 
as  it  developed  its  study  on  regulatory  burdens — a  study  with  ramifications  for  the 
broad  public  interest.  This  was  despite  the  fact  that  the  statute  requiring  the  study 
specifically  called  for  consultation  with  consumer  and  community  groups. 

The  agencies  should  establish  formal  consumer  and  community  advisory  councils 
to  solicit  input  on  a  regular  basis  from  consumer,  community,  fair  housing,  and  civil 
rights  organizations  on  the  full  range  of  compliance  issues,  including  fair  lending 
enforcement.  In  addition,  the  Federal  Reserve  s  Consumer  Advisory  Council,  which 
is  stacked  with  industry  representatives,  should  be  reformed  to  exclude  such  indi- 
viduals. 

9.  Collect  Meaningful  Data  on  Small  Business  and  Consumer  Lending 

Without  the  collection  and  public  dissemination  of  meaningful  data  on  lending  to 
small  businesses  and  consumers  by  census  tract  and  by  the  race,  gender,  and  in- 
come of  applicants,  we  may  be  sure  that  the  enforcement  of  the  ECOA  will  remain 
anemic  in  this  area. 

The  FFIEC  made  a  farce  of  the  rulemaking  procedure  with  regard  to  provisions 
in  FDICIA  requiring  reporting  on  lending  to  minority-owned  small  businesses.  This 
rule  should  be  revisited  by  the  new  Administration,  and  the  Congress  should  enact 
disclosure  requirements  comparable  to  HMDA  for  small  business  and  consumer 
lending. 

A  joint  statement  of  a  dozen  civil  rights,  consumer,  community,  and  elected  offi- 
cial groups  protesting  the  FFIEC's  rule  on  small  business  disclosure  is  attached,  to- 
gether with  an  article  in  the  Wall  Street  Journal.  [Appendix  2] 

Conclusion 

President  Clinton  has  promised  the  nation  "change."  Nowhere  is  change  more  des- 
perately needed  than  at  the  bank-regulatory  agencies  which  seem — despite  numer- 
ous changes  at  the  top — to  have  successfully  resisted  the  civil  rights  revolution  for 
a  quarter  century. 

The  time  for  studies  and  contemplation  is  well  behind  us.  There  is  no  mystery 
about  what  remains  to  be  done.  The  only  question  is  whether  or  not  the  political 
will  exists  in  the  final  instance  to  take  on  tne  powerful  interests  that  stand  in  the 
way  of  change.  Minority  families  who  have  "worked  hard"  and  "played  by  the  rules" 
deserve  no  less  than  the  full  attention  of  this  Administration  and  this  Committee. 
There  are  simply  no  more  excuses  for  delay  or  equivocation — and  many  compelling 
reasons  for  a  coordinated  and  aggressive  federal  response. 

Thank  you,  that  concludes  my  testimony. 
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APPENDIX  1 

Testimony  of  Mr.  Willakd  Brown 

May  7,  1992 

Good  Morning,  Mr.  Chairman  and  members  of  the  Committee.  I  am  Willard 

Brown.  I  work  at in  St.  Louis,  Missouri.  I  am  happy  to  testify  before 

you  today  on  my  experience  in  trying  to  get  a  home  loan  from  banks  in  St.  Louis. 

In  1990,  I  went  to  St.  Louis  Mortgage  Brokers  to  get  a  mortgage  loan.  They  then 
referred  me  to  Boatmen's  Bank  for  a  conventional  loan  and  to  Mark  Twain  Bank 
for  an  FHA  loan. 

I  have  worked  20  years  at  the  same  job,  and  earn  an  income  of  over  $30,000  per 
year.  I  have  good  savings,  and  a  perfect  credit  history.  I  have  a  Rl  rating  on  all 
my  outstanding  debts,  and  have  never  missed  a  payment  on  any  loan.  Not  once.  I 
have  my  credit  report  here  to  prove  it. 

I  was  carrying  a  lot  of  credit  card  debt  at  the  time  I  applied  for  a  home  loan,  and 
so  my  ratios  were  high.  But  I  also  had  a  lot  of  cash  in  the  bank,  so  all  I  needed 
to  do  to  meet  the  criteria  was  to  pay  down  some  of  this  debt. 

I  was  told  by  the  mortgage  broker  to  pay  down  some  of  my  credit  cards  and  to 
tear  up  my  credit  cards.  I  did  this,  but  was  still  turned  down  by  both  banks  because 
of  high  ratios.  I  could  have  met  the  bank's  requirements,  but  they  never  gave  me 
specmc  direction  as  to  which  debts  I  should  pay  off. 

I  then  went  to  ACORNs  loan  counseling  office  in  St.  Louis.  At  this  point  my  ra- 
tios were  down  to  38  percent  of  total  monthly  income,  not  including  a  short-term 
department  store  charge.  I  then  went  to  Mercantile  Bank  for  a  Fannie  Mae  Commu- 
nity Homebuyers  Loan.  ACORN  talked  to  the  underwriters  at  the  Mercantile,  and 
the  bank  agreed  to  make  the  loan  if  I  paid  off  the  department  store  debt,  and  closed 
the  account.  I  did  that,  and  was  approved  bv  the  bank. 

However,  I  was  turned  down  for  Private  Mortgage  Insurance  by  General  Electric, 
even  though  my  ratios  were  now  correct,  and  my  payment  history  was  still  perfect. 
G.E.  said  that,  since  my  payments  were  perfect,  I  could  reopen  my  department  store 
account  at  any  time,  and  turned  me  down  because  of  that  possibility.  They  turned 
me  down  despite  good  income,  perfect  credit,  acceptable  ratios,  and  despite  the  fact 
that  my  credit  card  debt  had  been  declining  steadily  for  months,  and  a  number  of 
accounts  had  been  closed. 

ACORN  loan  counseling  then  sent  me  to  Equality  Savings  &.  Loan  for  a  Federal 
Home  Loan  Bank  subsidized  loan,  which  used  FHA  underwriting.  FHA  allows  a 
total  41  percent  debt  ratio.  My  debt  ratio  was  already  under  41  percent,  including 
house  payments.  ACORN  called  Equality,  and  told  them  that  even  though  my  ratios 
were  in  line,  I  was  willing  to  pay  off  even  more  credit  card  debt  if  the  lender  re- 
quired it. 

When  I  went  to  Equality  S&L  to  apply,  the  loan  officer  refused  to  take  my  appli- 
cation. When  ACORN  called  to  complain,  Equality  said  they  had  just  looked  at  the 
ratios  and  "didn't  need  to  take  an  application,  they  knew  it  was  a  bad  loan  just  by 
looking  at  it."  ACORN  then  complamed  to  the  CEO  of  the  S&L,  who  said  that  he 
didn't  see  any  problem  with  not  taking  an  application  because  "the  loan  officer  knew 
what  he  was  doing  and  if  he  said  it  was  a  bad  loan,  it  was  a  bad  loan."  The  CEO 
said  that  he  didnt  see  any  problem  with  making  that  decision  based  only  on  the 
address  of  the  property  and  the  on-line  credit  report — which  was  perfect — without 
taking  a  complete  application. 

ACORN  then  sent  me  to  1st  Mortgage  Bank,  another  S&L,  after  first  calling  and 
explaining  the  situation.  ACORN  told  the  bank  that  they  might  want  to  see  more 
debt  paid  off,  but  that  I  wanted  direction  on  which  debts  to  pay  off.  1st  Bank  ap- 
proved me  for  a  VA  loan,  and  asked  me  to  pay  off  two  specific  outstanding  debts, 
which  I  did.  The  loan  closed,  and  I  have  made  every  payment  on  time,  with  extra 
payments  to  principal. 

Now,  I  was  a  pretty  close  to  perfect  applicant  for  a  home  loan.  I  have  worked  hard 
all  my  life,  and  always  paid  my  bills  on  time.  I  firmly  believe  that  if  I  wanted  to 
buy  a  house  in  the  suburbs — instead  of  the  inner-city — I  would  have  had  a  lot  less 
trouble.  And  if  I  were  white,  it  would  have  been  even  easier.  Banks  use  any  excuse 
not  to  make  a  loan  in  a  neighborhood  they  want  to  avoid,  or  to  people  of  a  certain 
color  that  they  view  as  not  creditworthy. 

But  I  just  want  you  to  think  about  what  happens  to  a  neighboihood  when  hard- 
working people,  who  want  to  stay  and  help  their  communities,  can't  get  a  loan  for 
a  house  there  because  a  bank  has  redlined  the  nei^borhood.  If  nobody  like  me  can 
get  a  loan,  that  means  you  need  to  pay  cash  to  buy  a  house.  Who  has  cash  in  our 
neighborhoods?  Drug  dealers  and  speculators. 
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Our  youth  need  role  models,  people  who  work  hard  and  can  someday  make  it  and 
buy  a  house.  What  message  does  it  send  to  them  when  someone  plays  by  the  rules, 
and  still  can't  get  ahead?  We  don't  need  handouts,  we  just  need  a  chance,  equal  op- 
portunity. And  I  hope  you  will  take  a  hard  look  at  the  way  the  regulators  are  enforc- 
ing the  laws  that  are  supposed  to  ensure  that  we  all  get  a  fair  chance. 


APPENDIX  2 

JOINT  STATEMENT  OF: 

Association  of  Community  Organizations  for  Reform  Now  (ACORN) 

Center  for  Community  Change 

Center  for  the  Study  of  Responsive  Law 

Consumers  Union 

First  Nations  Development  Institute 

League  of  Cities 

National  Association  for  the  Advancement  of  Colored  People  (NAACP) 

National  Council  of  La  Raza 

National  Neighborhood  Coalition 

PuBUC  Citizen's  Congress  Watch 

We  are  frankly  outraged  that  the  FFIEC  has  issued  a  final  rule  to  collect  data 
on  small  business  lending  that  will  not  provide  the  public  with  useful  or  timely  in- 
formation regarding  the  availability  of  credit  for  small  businesses,  and  altogether 
excludes  collection  of  data  on  lending  to  minority-owned  and  startup  small  busi- 
nesses. 

The  final  rule  was  issued  to  implement  Sections  122  and  477  of  the  Federal  De- 
posit Insurance  Corporation  Act  of  1991  (FDICIA),  which  require  the  four  bank  reg- 
ulatory agencies  to  collect  data  on  lending  to  small  businesses  and  small  farms,  in- 
cluding data  on  loans  to  minority-owned  and  start-up  small  businesses. 

We  are  appalled  that  the  final  rule  fails  to  conform  with  clearly  stated  Congres- 
sional intent  in  several  respects,  fails  to  provide  for  reliable  collection  of  data  on 
lending  to  minority-owned  and  to  start-up  businesses,  and  is  substantially  weaker 
than  the  proposed  rule  issued  earlier  this  year. 

TTie  FFIEC  has  chosen  to  disregard  public  comments  and  Congressional  testi- 
mony, which  has  underscored  the  need  lor  systematic  collection  of  data  on  the  ex- 
tent to  which  insured  depository  institutions  are  meeting  the  credit  needs  of  job — 
creating  small  businesses. 

We  are  particularly  disturbed  that  the  rule  does  not  require  collection  of  data  on 
lending  to  minority-owned  and  start-up  small  businesses.  Substantial  anecdotal  evi- 
dence had  long  suggested  that  minority -owned  and  start-up  businesses  face  unique 
barriers  to  access  to  credit  that  thwart  economic  development  and  job-creation,  par- 
ticularly in  low-  and  moderate-income  and  minority  communities. 

Specific  problems  with  the  rule  include: 

(1)  The  rule  provides  for  the  collection  of  data  on  commercial  and  industrial  loans 
by  the  size  of  the  loan,  rather  than  by  the  annual  sales  of  the  borrower  firm,  as 
originally  proposed.  This  undermines  the  utility  and  credibility  of  the  data  as  a 
yardstick  to  measure  credit  availability  to  small  businesses,  since  low-balance  loans 
may  in  fact  be  originated  to  mid-size  or  large  businesses.  Congress  clearly  intended 
that  data  be  collected  on  credit  availability  for  small  businesses — not  on  the  size  of 
loans  originated  by  depository  institutions. 

(2)  In  clear  violation  of  the  statute,  the  rule  does  not  provide  for  disclosure  of 
charge-offs,  interest,  and  interest  fee  income.  Section  122  of  FDICIA  clearly  and  spe- 
cifically requires  the  agencies  to  collect  this  data. 

(3)  Despite  overwhelming  anecdotal  evidence  that  minority-owned  and  start-up 
businesses  have  demonstrable  problems  accessing  credit,  the  FFIEC  chose  to  collect 
data  on  originations  to  such  firms  in  a  format  other  than  reports  of  condition,  leav- 
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ing  the  public  without  access  to  systematic  data  to  measure  the  extent  and  nature 
of  the  problem. 

(4)  Notwithstanding  a  requirement  in  Section  122  that  the  final  rule  be  issued  not 
less  than  180  days  after  enactment,  it  has  taken  a  full  year  for  the  FFIEC  to  issue 
implementing  regulations.  In  addition,  the  rule  provides  for  inclusion  of  small  busi- 
ness data  no  earlier  than  June  30,  1993,  nearly  a  year  an  a  half  after  Congress  en- 
acted FDICIA. 

We  urge  the  new  Administration  and  the  new  Congress  to  make  the  collection  of 
accurate  and  timely  data  on  small  business  lending — including  lending  to  minority- 
owned  and  start-up  small  businesses — a  high  priority  in  the  next  few  months. 
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STATEMENT  BY  JOHN  GAMBOA 

The  Federal  Reserve's  Failure  to  Enforce  CRA  Harms  Economic  Growth  and 

Job  Development 

I  am  the  Executive  Director  of  Latino  Issues  Forum  and  Co-Chair  of  the 
Greenlining  Coalition.^  The  former  is  a  major  Latino  public  policy  institute;  the  lat- 
ter is  a  diverse,  multicultural  coalition  of  nineteen  African-American,  Asian-Amer- 
ican, Latino,  small  business,  disabled  and  consumer  groups.^  The  Greenlining  Coali- 
tion has  been  involved  in  more  than  a  dozen  CPA  cases  over  the  last  thirteen 
years.^ 

We  are  joined  in  this  testimony  by  the  National  Community  Reinvestment  Net- 
work with  members  in  38  cities  across  the  nation,**  the  Sacramento  and  Phoenix 
Urban  Leagues  and  the  San  Francisco  Black  Chamber  of  Commerce. 

Our  testimony  focuses  on  the  Federal  Reserve's  failure  to  enforce  the  Community 
Reinvestment  Act  (CPA)  and  its  failure  to  use  CRA  as  an  economic  and  iob  develop- 
ment tool.  Similar  criticisms  are  also  applicable  as  to  the  FDIC  and  tne  Office  of 
the  Comptroller  of  the  Currency.  All  three  agencies,  due  to  the  high  quality  of  many 
of  their  top  level  officials,  have  the  potential,  with  guidance  and  oversight  by  the 
President  and  this  powerful  committee,  to  incorporate  the  Greenlining  reforms  we 
urge  as  part  of  an  eflbrt  to  expand  our  economy  and  create  jobs. 

As  set  forth  in  our  testimony,  the  Federal  Reserve,  and  other  regulatory  bodies, 
have  taken  a  Reagan-Bush  hands-off  approach  to  CRA.  As  a  result,  major  banks 
that  make  few  or  no  loans  to  minorities  receive  "satisfactory,"  and  sometimes,  "out- 
standing" CRA  ratings  and  are  ^ven  the  green  light  to  merge  and  expand  across 
the  nation.  Banc  One  is  a  graphic  example — 107  consecutive  expansions  with  little 
or  no  CRA  regulatory  scrutiny. 

Our  testimony  is  consistent  with  President  Clinton's  call  for  greater  regulatory 
scrutiny  and  diversity  among  policy  makers — including  the  Federal  Reserve. 

Recently,  we  concluded  a  historic  CRA  Greenlining  Agreement  with  Sumitomo 
Bank.  The  January  22,  1993  front  page  headline  of  The  American  Banker  was 
"SUMITOMO  IN  RECORD  CRA  PLEDGE:  Sumitomo  Pledges  $500  Million  In  a 
Record  CRA  Commitment."  The  Los  Angeles  Times'  front  page  headline  proclaimed: 
"SUMITOMO  PLEDGES  10  PERCENT  OF  ASSETS  TO  AID  POOR  AREAS."  (At- 
tached as  Exhibit  B  is  a  LA.  Times  editorial  as  to  the  importance  of  Sumitomo's 
commitment,  if  followed  by  other  banks,  to  the  economic  future  of  inner  cities.) 

I.  NINE  REGULATORY  WEAKNESSES  AND  FAILURES  REGARDING  CRA 

A.  Outstanding  CRA  Ratings,  Yet  No  Minority  Loans 

California  is  45  percent  minority — over  fourteen  million  African-Americans, 
Asian-Americans  and  Latinos.  Eight  of  ten  new  households  in  California  (85  per- 
cent) are  minority  households. 

For  the  last  year  for  which  data  was  available  (1991),  California's  seven  largest 
commercial  baiJcs^  made  just  438  home  mortgage  loans  to  California's  2.5  million 
African-Americans,  the  second  largest  African-American  population  in  the  nation. 
This  amounts  to  just  one  home  mortgage  loan  per  four  bank  branches  per  year  to 
African  -A  mericans. 

Similarly  in  1991,  these  seven  giant  banks  made  just  2,053  home  mortgage  loans 
to  California's  8.3  million  Latinos,  the  largest  Latino  community  in  the  nation.  This 


1  Latino  Issues  Forum— 1535  Mission  Street,  San  Francisco,  CA  94103;  (415)  552-3152.  The 
Greenlining  Coalition's  General  Counsel  is  Robert  Gnaizda,  a  Senior  Partner  with  Public  Advo- 
cates. The  address  and  phone  number  is:  1535  Mission  Street,  San  Francisco,  CA  94103;  (415) 
431-7430. 

^The  members  of  the  Greenlining  Coalition  include:  American  G.I.  Forum;  Association  of 
Latino  Lawyers;  Center  for  Southeast  Asian  Refugee  Resettlement;  Chinese  for  Affirmative  Ac- 
tion; Comision  Femenil  Mexicana  Nacional;  Consumer  Action;  Filipino- American  Political  Asso- 
ciation; Hermandad  Mexicana  Nacional;  Interdenominational  Ministerial  Alliance;  Latino  Issues 
Forum;  League  of  United  Latin  American  Citizens;  Mexican-American  Political  Association;  New 
Bayview  Committee;  Oakland  Citizens  Committee  for  Urban  Renewal;  Phoenix  Urban  League; 
Sacramento  Urban  League;  San  Francisco  Black  Chamber  of  Commerce;  and  World  Institute  on 
Disability. 

^CRA  cases  include  Wells  Fargo  Bank,  Bank  of  America,  Banc  One,  Union  Bank,  Sumitomo 
Bank  and  Mitsui  Bank. 

*NCRN  is  chaired  by  Reverend  Charles  Stith  of  Boston.  The  address  and  phone  number  is 
485  Columbus  Avenue,  Boston,  MA  02118;  (617)  424-6631. 

^Bank  of  America,  Wells  Fargo,  First  Interstate,  Union  Bank,  Bank  of  California,  Sanwa 
Bank  and  Sumitomo  Bank.  These  seven  banks  represent  over  95  percent  of  all  commercial  bank 
home  loans.  Other  large  banks,  such  as  Mitsui  Manufacturers  Bank  and  Westamerica  Bank 
made  no  home  mortgage  loans  to  African-Americans. 
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amounts  to  just  one  home  mortgage  loan  per  bank  branch  a  year  to  Latinos.  At- 
tached to  this  testimony  as  Exhibit  A  is  a  summary  of  home  mortgage  loans  for 
these  banks,  based  on  data  they  provided  to  us. 

The  data  is  even  more  embarrassing  when  analyzed  by  income.  Only  ten  percent 
of  the  loans  were  made  to  minority  families  earning  less  than  $30,000.  In  1991,  for 
example,  the  seven  largest  California  banks  made  less  than  50  home  mortgage  loans 
to  African  American  families  statewide  who  earn  less  than  $30,000. 

Yet,  none  of  our  regulatory  agencies  has  ever  discussed  this  redlining,  much  less 
criticized  offending  banks. 

Three  of  these  seven  giant  California  banks  (Bank  of  America,  Wells  Fargo  and 
First  Interstate)  were  rewarded  with  "Outstanding^  CRA  ratings.  Three  others  re- 
ceived "SatisfactorV*  CRA  ratings.  (Bank  of  California,  Sanwa  and  Union)  Only  one, 
Sumitomo  received  a  "Needs  to  Improve." 

And  one  bank,  a  bank  that  made  just  one  home  loan  per  three  branches  per  year 
to  African-Americans,  was  granted  the  largest  bank  merger  in  American  history. 
(Bank  of  America/Security  Pacific  merger  in  1992.) 

As  you  are  aware,  new  homes  create  jobs,  stimulate  the  economy  and  involve  local 
expenditures.  Yet,  no  regulatory  body  appears  to  care  that  minorities,  even  affluent 
minorities,  cem't  get  home  mortgage  loans  from  multibillion  dollar  commercial 
banks. 

This  regulatory  silence  is  surprising,  especially  since  California  savings  and  loans 
have  found  the  minority  market  to  be  quite  lucrative.  Great  Western  Bank  (Savings 
and  Loan)  is  just  one-fourth  the  size  of  Bank  of  America.  In  1991  it  made  five  times 
as  many  home  mortgage  loans  to  African-Americans  and  Latinos  as  the  combined 
total  of  the  seven  largest  CaUfomia  commercial  banks.  (Great  Western  made  over 
2,000  home  mortgage  loans  to  African-Americans  and  over  11,000  to  Latinos.) 

B.  Inflated  CRA  Grades  Weaken  the  Entire  System  of  Scrutiny  Urged  by 

President  Clinton 
On  April  23,  1992,  we  personally  presented  to  Federal  Reserve  Chairman  Alan 
Greenspan  and  the  then  Chairman  oi  the  FDIC  our  comprehensive  study  of  the  en- 
tire inflated  CRA  grading  system.  On  December  7,  1992,  The  San  Francisco  Chron- 
icle did  an  update  on  the  9,800  financial  institutions  that  had  received  CRA  ratings. 
In  summary,  the  results  show  that  it  is  far  easier  for  a  bank  to  pass  regulatory 
scrutiny  than  for  a  minority  athlete  to  qualify  under  the  new  NCAA  athletic  eligi- 
bility grade  requirements.  For  example: 
— Less  than  one  percent  of  all  institutions  received  a  failing  grade  ("in  substantial 

noncompliance'*); 
— Only  nine  percent  received  a  "needs  to  improve,"  despite  99  percent  of  all  financial 
institutions  having  a  disparity  in  declination  rates  for  home  loans  between  minori- 
ties and  whites;  and 
— Ninety  percent  of  the  institutions  receive  a"B"  or  better  CRA  grade  ("Satisfactory" 
or  "Outstanding). 

C.  Refusal  to  Examine  Lack  of  Small  Business  Loans 

Banks  are  not  required  to  secure  data  on  the  race,  ethnic  background  and  gender 
of  those  to  whom  they  deny  or  make  consumer  or  small  business  loans. 

Similarly,  regulatory  bodies  refuse  to  gather  such  data  when  making  CRA  exami- 
nations or  approving  giant  mergers,  even  when  community  groups  request  audits. 

Iq  the  Bank  of  America  merger,  the  Federal  Reserve  refused  to  examine  our  evi- 
dence that  less  than  one  half  of  one  percent  (00.5  percent)  of  all  its  commercial  loans 
were  made  to  African-Americans. 

In  the  pending  Banc  OneA^alley  National  Bank  (Arizona,  California  and  Utah 
branches)  merger,  both  the  Federal  Reserve  and  OCC  have  refused  to  examine  any 
data  on  the  race  or  gender  of  consumer  or  business  loans.  These  refusals  occurred 
despite  the  Phoenix  Urban  League  demanding  an  audit  and  contending  that  an  in- 
visiole  one-tenth  of  one  percent  of  the  dollar  value  of  Valley  National's  business 
loans  were  made  to  African-American-owned  businesses. 

This  regulatory  refusal  to  gather  business  data,  or  to  urge  Congress  to  enact  leris- 
lation  requiring  such  data,  has  had  an  adverse  impact  on  the  development  of  jobs, 
economic  growth  and  small  businesses.  For  example,  the  top  100  California  corpora- 
tions have  reduced  their  net  work  force  over  the  last  ten  years,  including  Bank  of 
America.  All  new  jobs  have  come  from  small-  and  medium-sized  businesses.  In  Cali- 
fornia, there  are  over  500,000  minority-owned  businesses  and  over  700,000  women- 
owned  businesses.  These  are  the  job  creating  businesses.  But,  they  cannot  get  any 
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credit;  and  banks  refuse  to  make  public  the  amount  of  loans  to  minority  and  women- 
owned  small  businesses.® 

Why  do  banks  oppose  full  business  loan  disclosure  laws,  such  as  are  required  for 
home  loans?  Perhaps,  because  the  data  would  be  as  embarrassing  as  the  home  loan 
data  that  shows  two  to  one  disparities  in  declination  rates  between  minorities  and 
whites  and  less  than  one  home  mortgage  loan  per  branch  for  African-Americans  and 
Latinos  in  the  world's  seventh  largest  economy,  California. 

Why  don't  the  regulatory  bodies  require  this  data  or  ask  Congress  for  authority? 
The  answer  can  best  be  secured  by  this  committee. 

D.  Lack  of  Diversity  Among  Regulators 

None  of  the  three  regulatory  bodies'  decision  makers  reflect  the  diversity  of  Amer- 
ica. Top  policy  makers  and  senior  examiners  are  almost  all  white.  At  the  Office  of 
the  Comptroller,  for  example,  only  one  of  the  top  169  employees  (0C18  and  above) 
is  Latino  and  only  three  percent  (6)  are  African-American. 

The  absence  of  minorities  exists  even  at  the  CRA  examiner  level.  At  OCC  only 
one  of  the  134  key  examiners  (0C18  and  up)  is  Latino  and  only  three  (2  percent) 
are  African-Americans. 

This  lack  of  diversity  also  prevails  at  the  FDIC  and  the  Federal  Reserve.  Neither 
has  more  than  one  percent  Latino  or  three  percent  African-Americans  among  its  key 
policy  makers.'' 

A  lack  of  diversity  may,  in  part,  explain  the  inflated  and  "outstanding"  CRA  rat- 
ings given  to  banks  that  make  few  or  no  loans  to  minorities.  A  lack  of  diversity  may 
also  explain  why  tide  Federal  Reserve  believes  that  all  white  bank  Boards  of  Direc- 
tors and  top  management  are  irrelevant  to  CRA.  In  Banc  One,  for  example,  none 
of  the  601  directors  at  the  banks  61  affiliate  banks  is  Latino.  Despite  this  exclusion, 
Banc  One  affiliates  always  get  "outstanding"  or  "satisfactory  ratings — never  a 
"needs  to  improve." 

E.  The  Federal  Reserve  Has  Ignored  Its  Own  October  7,  1992  Boston  Study 

ON  Discrimination 
On  October  7,  1992,  the  Boston  Federal  Reserve  concluded  that  discrimination 
was  a  major  cause  for  the  wide  disparity  in  home  loan  declination  rates  between 
minorities  and  whites.  Three  months  later,  in  the  first  major  merger  case  since  the 
study  was  completed,  the  Federal  Reserve  decided  to  ignore  this  study.  The  Cleve- 
land Federal  Reserve  Bank,  in  examining  the  record  of  Valley  National  Bank  as 
part  of  the  proposed  Banc  One  merger,  found  a  major  disparity  in  declination  rates, 
but  decided  to  ignore  the  Boston  Federal  Reserve  study,  m  its  January  19,  1993  re- 
port, no  mention  is  even  made  of  the  Boston  study,  and  no  criticisms  are  made  of 
the  almost  two  to  one  disparities  in  declination  rates.  To  date,  the  Federal  Reserve 
Board  has  taken  no  action,  although  we  have  protested  this  premature  burial  of  the 
Boston  Federal  Reserve  study. 

F.  Regulatory  Bodies  Refuse  to  Use  Their  Skills  in  CRA  Exams— Use  of  Out- 

dated 1980  Census  Data 

Our  experience  in  the  pending  Banc  OneA^alley  National  Bank  merger  dem- 
onstrates the  unwillingness  of  regulatory  bodies  to  do  an  effective  job — although 
they  clearly  have  the  ability  to  do  so. 

Two  months  ago,  the  Federal  Reserve  decided  to  use  outdated  thirteen-year-old 
1980  Census  data,  rather  than  updated  1990  Census  data  to  determine  if  Valley  Na- 
tional Bank  was  redlining.  The  problem  with  outdated  data  is  that  due  to  the  shift- 
ing demographics  of  Arizona,  1980  low-income  census  tracts  have  become  gentrilied. 
Thus,  1992  bans  to  wealthy  whites  were  counted  as  CRA-type  home  loans  in  for- 
merly low-income  areas,  despite  our  protests.  In  fact,  the  Federal  Reserve  did  not 
even  issue  a  cautionary  warning  that  the  use  of  1980  data  could  be  misleading.  (See 
"Whitewash  of  Redlining"  January  29,  1993  report  by  the  Greenlining  Coalition  to 
Chairman  Greenspan.) 

What  high  school  student  could  get  away  with  such  a  misleading  study? 

G.  Federal  Reserve's  Failure  to  Protect  Protestors  From  Bank  Attacks 
CRA  merger  protests  are  difficult  to  mount,  partly  because  the  Federal  Reserve 

refuses  to  require  institutions  to  supply  crucial  CRA  data  and  partly  because  banks 


'Nationally,  the  Fortune  500  companies  cut  3.7  million  jobs  in  the  1980'8,  while  smaller  com- 
panies created  19  million  new  jobs.  (San  Francisco  Chronicle,  February  11,  1993.) 

'At  FDIC,  only  one  of  its  top  163  employees  is  Hispanic.  The  Federal  Reserve  Board  has  so 
far  failed  to  break  down  its  employees  between  middle  and  top  management.  Only  one  percent 
of  middle  and  top  management  is  Hispanic  (6  of  461). 
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are  permitted  to  attack  community  protestors.  A  recent  example  occurred  in  the 
Westamerica/Napa  Valley  Bancorp  protest. 

Westamerica,  a  one  billion  dollar  plus  giant,  attacked  the  San  Francisco  Black 
Chamber  of  Commerce  and  the  Sacramento  Urban  League  as  outsiders,  although 
they  have  offices  close  to  its  branches,  then  refused  to  meet  to  discuss  the  largest 
merger  in  the  bank's  history.  The  bank  also  refused  to  provide  CRA  data.  And,  fi- 
nally, Westamerica  helped  write  phony  letters,  on  community  group  stationary, 
claiming  that  the  Sacramento  Urban  League's  CRA  protest  would  endanger  future 
CRA  conunitments  to  community  groups. 

A  protest  as  to  these  anti-CRA  tactics  was  filed  with  Chairman  Greenspan.  So  far, 
no  action  has  been  taken.  In  fact,  by  the  time  of  our  testimony,  the  Federal  Reserve 
may  have  approved  this  merger.  Incidentally,  in  1991  Westamerica  made  no  home 
mortgage  loans  to  African-Americans  and  only  two  to  Latinos. 

We  urge  a  Department  of  Justice  investigation  as  to  whether  First  Amendment 
rights  to  petition  government  for  redress  of  grievances  have  been  violated  by  a  regu- 
lated bank. 

H.  Failure  to  Protect  or  Expand  Minority-Owned  Banks 

President  Clinton's  support  for  Community  Development  Banks  is  a  good  idea, 
but  only  if  its  part  of  a  larger  package  that  includes  stricter  CRA  scrutiny,  of  all 
banks  and  the  development  of  minority-owned  banks. 

Today,  there  are  virtually  no  African-American  or  Mexican-American  banks.  Spe- 
cifically: 

— The  thirty-six  African-American-owned  banks  in  the  United  States  are  all  quite 
small.  Their  total  assets  are  iust  two  billion  dollars,  or  only  one  percent  the  size 
of  Bank  of  America.  New  York  has  no  African-American-owned  banks  and  Califor- 
nia just  one,  Founders  National  Bank  with  only  seventy  million  dollars  in  assets. 
— Excluding  Puerto  Rico-based  and  Miami-based  banks,  there  are  but  eighteen 
Latino-owned  banks.  Their  combined  assets  are  a  mere  one  billion  dollars  ($1.1 
billion),  or  far  less  than  one  percent  the  size  of  Bank  of  America. 

During  the  course  of  major  mergers,  the  Federal  Reserve  tends  to  ignore  this  sad 
reality  of  virtually  no  minority-owned  banks.  It  rarely,  for  example,  encourages 
major  banks  to  help  create  or  expand  minority-owned  banks  as  a  condition  for  a 
mega-merger.® 

I.  Refusal  to  Follow  President  Clinton's  Town  Hall  Concept 

Under  CRA,  protestors  have  a  right  to  public  hearings  and  public  meetings.  Since 
the  Reagan/Bush  era  (1981-1992),  the  Federal  Reserve  has  decided  to  block  effective 
public  participation.  It  has  never  allowed  a  full-scale  Public  Hearing.  And,  it  has  al- 
lowed Public  Meetings  in  only  four  cases  since  1984 — one  bank  public  meeting 
under  Reagan  and  three  under  Bush.® 

This  refusal  to  hold  public  hearings  calls  into  question  the  fairness  of  the  regu- 
latory process. 

A  test  case  involving  Banc  One  is  presently  before  Chairman  Greenspan  and  the 
Federal  Reserve  Board.  Over  eight  hundred  community  people  and  sixteen  commu- 
nity groups,  including  the  NAACP,  Western  Region  and  Consumers  Union,  have 
called  on  the  Federal  Reserve  to  hold  full-scale  public  hearings  in  the  mega-merger 
involving  Banc  One  and  Valley  National  Bank.  So  far,  the  Federal  Reserve  has 
taken  no  action. 

n.  RECOMMENDATIONS  TO  END  REDLINING  AND  TO  GREENLINE 

AND  REBUILD  AMERICA 

All  of  the  regulatory  abuses  referred  to  in  our  testimony  can  quickly  be  resolved 
by  a  combination  of  Presidential  and  Congressional  oversight  and  the  passage  of  leg- 
islation requiring  full  disclosure  of  consumer  and  business  loans,  as  is  presently  re- 
quired of  home  loans.  The  effectiveness  of  legislative  oversight  depends  in  part  on 
the  commitments  and  independence  of  the  new  regulators  you  must  confirm  at  OCC 
and  FDIC  and  the  role  of  the  Attorney  General  in  protesting  mergers  in  violation 
of  CRA. 

On  November  21,  1992,  the  Greenlining  Coalition  placed  a  full  page  ad  in  The 
New  York  Times  (Western  Edition)  setting  forth  ten  CRA  recommendations  to  the 


*To  Bank  of  America's  credit,  it  has  as  part  of  its  recent  merger,  voluntarily  spun  off  some 
of  its  branches  to  an  African-American-owned  bank. 

*From  1984  to  1988,  there  were  37  requests;  only  one  was  granted.  The  Federal  Reserve  has 
not  yet  provided  us  with  data  on  the  number  of  CRA  hearings  requested  under  Bush. 
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President.  All  either  require  or  should  have  this  committee's  support.  Entitled  "Ten 

Point  Plan  to  Rebuild  America"  our  recommendations  were  as  follows: 

— Only  appoint  officials  who  will  make  a  full  commitment  to  ending  redlining  and 
to  fully  enforcing  the  Community  Reinvestment  Act  to  top  vacant  positions  at  the 
Federal  Deposit  Insurance  Corporation,  the  Office  of  the  Comptroller  of  the  Cur- 
rency, the  Office  of  Thrift  Supervision  and  the  Federal  Reserve. 

— Impose  a  100-day  Moratorium  on  the  processing  of  any  bank  mergers  in  order  to 
develop  effective  CRA  regulatory  guidelines. 

— Deny  mergers  to  banks  that  mil  to  develop  and  attain  meaningful,  long-range 
CRA  goals  for  producing  economic  development  and  low-cost  housing. 

— Require  banks  engaged  in  multibillion  dollar  mergers  to  create  community  banks 
by  spinning  off  up  to  10  percent  of  acquired  branches  to  community  or  minority- 
owned  institutions. 

— Reward  banks  that  effectively  serve  their  communities  by  reducing  their  Federal 
Deposit  Insurance  Corp.  assessment;  and  punish  those  that  do  not,  by  raising 
their  FDIC  assessment. 

— Refuse  to  give  a  CRA  passing  grade  to  financial  institutions  that  discriminate  or 
fail  to  serve  and  market  to  all  Americans. 

— Prohibit  any  bank  that  discriminates  from  being  a  host  bank  for  federally  guaran- 
teed student  loans. 

— Require  that  CPA  examinations  be  conducted  by  auditors  that  understand  and  re- 
flect the  ethnic  diversity  of  the  communities  they  serve. 

— Require  CRA  examiners  to  examine  a  bank's  inner-city  minority  contract  program 
and  the  diversity  of  its  board  of  directors  and  top  management. 

— Require,  through  legislation,  that  banks  annually  publish  the  race,  ethnic  back- 
ground and  gender  of  all  business  and  consumer  loan  recipients.  (At  present,  this 
data  is  kept  secret.) 

In  addition  to  these  ten  points,  we: 

(a)  urge  this  Committee  to  investigate  the  charges  of  regulatory  inadequacy  we 
have  made  in  our  testimony; 

(b)  urge  the  regulatory  bodies  led  by  Chairman  Greenspan  to  join  us  in  a  partner- 
ship effort  to  Rebuild  America,  create  jobs  and  stimulate  the  economy;  and 

(c)  urge  banks  across  the  nation  to  follow  the  Sumitomo  Bank  example  by  commit- 
ting ten  percent  of  assets  to  help  Rebuild  America.  If  all  banks  do  this,  over  four 
hundred  oillion  dollars  in  private  funds  will  be  committed  over  the  next  ten  years. 
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EXHIBIT  A 


19  91  HOME  PURCHASE  LOANS  MADE  BY  THE  SEVEN 
UUIGEST  CALIFORNIA  BANKS 


1.    BANK  OF  AMERICA; 

Nujnber  of  home  purchase  loans  made  to: 


AFRICAN-AMER 
344  (2%) 


LATINO 
1,694  (10%) 


2.    WELLS -FARGO  BANX: 


AFRICAN-AMER 
32  (1%) 


LATINO 
95  (3%) 


3.    FIRST  INTERSTATE  BANK; 


AFRICAN-AMER 
34  (2%) 

4.    UNION  BANK; 

AFRICAN-AMER 
23  (3%) 


LATINO 
168  (8%) 


LATINO 
61  (7%) 


5.    BANK  OF  CALIFORNIA; 


AFRICAN-AMER 
1  (1%) 

6.  SANWA  BANK; 

AFRICAN-AMER 
4  (3%) 

7.  SUMITOMO  BANK: 

AFRICAN-AMER 
0  (0%) 


LATINO 
15  (5%) 


LATINO 
16  (12%) 


LATINO 
4  (7%) 


ASIAN 
5,741  (34%) 


ASIAN 
118  (3%) 


ASIAN 
48  (3%) 


ASIAN 
169  (21%) 


ASIAN 
33  (10%) 


ASIAN 
18  (13%) 


ASIAN 
31  (49%) 


TOTAL  ALL  LOANS 
17,311 


TOTAL  ALL  LOANS 
3,906 


TOTAL  ALL  LOANS 
2,135 


TOTAL  ALL  LOANS 
814 


TOTAL  ALL  LOANS 
329 


TOTAL  ALL  LOANS 
143 


TOTAL  ALL  LOANS 
64 


TOTAL  NUMBER  OF  HOME  PURCHASE  LOANS  MADE  TO: 

AFRICAN-AMER        LATINO  ASIAN 

438  (2%)  2,053  (9%)       6,158  (25%) 


*AGGREGATE  TOTAL 
*24,702 


*  TOTAL  OF  ALL  HOME  PURCHASE  LOANS  MADE  BY  THE  SEVEN  BANKS 
STATEWIDE. 
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TESTIMONY  BY  ALLEN  J.  FISHBEIN 
General  Counsel,  Center  for  Community  Change,  WAsraNGTON,  DC 

Good  morning  Mr.  Chairman  and  members  of  the  Committee.  My  name  is  Allen 
J.  Fishbein  and  I  am  General  Counsel  of  the  Center  for  Community  Change  and 
Director  of  the  Center's  Neighborhood  Revitalization  Project.  I  should  also  add  that 
I  am  a  former  member  of  the  Federal  Reserve  Board's  Consumer  Advisory  Council 
and  currently  serve  on  the  Federal  National  Mortgage  Association's  Housing  Impact 
Advisory  Council. 

CCC  is  a  national,  not-for-profit  organization,  based  here  in  Washington,  DC,  that 
provides  research  and  assistance  to  community  groups  in  low  income  and  minority 
communities  across  the  country.  Our  work  in  the  fair  lending  area  spans  nineteen 
years  and  includes  publication  of  several  major  studies  and  reports,  such  as — Oppor- 
tunities for  Abuse:  Private  Profits,  Public  Losses  and  the  Mortgage  Banking  Industry 
(1977),  Response  to  Crisis:  A  Study  of  Public  Policy  Toward  Neighborhoods  and  Fair 
Housing  (1980),  Report  on  Mortgage  Lending  Discrimination  Testing  (1988),  and 
New  Research  Shows  S&Ls  Shun  Lower  Income  and  Minority  Neighborhoods  (1989). 
CCC  is  also  a  founding  member  and  serves  on  the  Board  of  the  National  Community 
Reinvestment  Coalition,  whose  members  are  engaged  in  efforts  nationwide  to  ex- 
pand access  to  credit  for  low  income  and  minority  communities. 

Chairman  Riegle,  I  wish  to  thank  you  for  the  opportunity  to  testify  here  today 
before  this  Committee.  We  commend  you  for  holding  these  oversight  hearings  on  the 
important  subject  of  lending  discrimination.  These  hearings  could  not  be  more  time- 
ly. Although  twenty-five  years  have  elapsed  since  the  passage  of  the  Fair  Housing 
Act,  making  all  aspects  of  housing  discrimination  illegal,  study  after  study  indicates 
that  racial  factors  continue  to  influence  those  who  get  credit  and  where  mortgage 
money  flows  in  our  nation's  cities. 

Further,  it  should  be  clear  that  to  a  considerable  extent  the  ongoing  problem  of 
lending  discrimination  rests  with  weaknesses  in  the  national  enforcement  appara- 
tus, which  has  lacked  both  the  capacity  and  will  to  aggressively  police  the  banks, 
savings  institutions  and  other  lending  institutions.  In  the  words  of  former  Senator 
Alan  Dixon,  who  chaired  this  Committee's  Consumer  Affairs  Subcommittee  and 
demonstrated  significant  leadership  on  these  issues,  "The  problem  today  is  not  lack 
of  laws  ...  it  is  lack -luster  enforcement."  (U.S.  Congress,  Senate  Banking  Commit- 
tee, "Discrimination  in  Home  Mortgage  Lending,"  October  24,  1989,  p.  2).  Strong  ac- 
tion is  needed  by  the  Executive  branch  and  by  Congress  to  prevent  this  shameful 
quarter-century  legacy  from  continuing. 

And  make  no  mistake  about  it,  reforming  the  enforcement  apparatus  is  not  an 
easy  task.  In  my  testimony  here  today  I  will  concentrate  on  reviewing  the  record 
of  federal  fair  lending  enforcement,  or  more  appropriately  non-enforcement,  and 
make  some  recommendations  on  what  must  be  done  in  order  to  restore  the  public's 
confidence  in  the  capacity  of  the  federal  government  to  ensure  that  all  Americans, 
regardless  of  race,  color,  or  creed  are  afforded  equal  opportunities  to  obtain  credit 
from  the  nation's  financial  institutions.  My  remarks  will  focus  on  the  four  banking 
regulatory  agencies  (the  Federal  Reserve  Board,  FDIC,  Office  of  Thrift  Supervision, 
and  Office  of  the  Comptroller  of  the  Currency),  which  supervise  depository  lending 
institutions  (e.g.,  banks  and  savings  associations).  At  the  same  time,  I  certainly  rec- 
ognize that  other  agencies  are,  also  important  to  effective  enforcement,  such  as 
HUD  and  the  Federal  Trade  Commission,  which  monitor  the  practices  of  mortgage 
companies  and  other  types  of  non-depository  financial  institutions. 

Recent  Research  "Changes  The  Landscape" 

Last  October,  the  Federal  banking  r^ulators  released  the  1991  data  reported 
under  the  Home  Mortgage  Disclosure  Act  (HMDA)  by  the  nation's  mortgage  lenders. 
Not  surprisingly,  the  data  looked  mudi  the  same  as  they  did  for  1990.  Nationwide, 
African-American  applicants  were  rejected  for  home  loans  2.2  times  more  often  than 
their  white  applicants,  and  Hispanic  applicants  were  rejected  1.5  times  more  often 
than  their  white  counterparts.  Like  the  previous  year,  the  figures  showed  that  even 
within  the  same  income  categories,  minority  applicants  were  less  likely  to  be  grant- 
ed a  mortgage,  and  that  as  the  percentage  of  minorities  in  a  census  tract  increased, 
the  chances  of  getting  a  loan  decreased. 

The  release  of  1990  HMDA  data  in  the  fall  of  1991  had  created  quite  a  stir.  For 
the  first  time  the  public  had  access  to  information  about  the  race  and  income  of 
mortgage  applicants,  not  just  the  geographic  location  of  mortgages,  as  was  the  case 
for  prior  years.  The  publication  of  the  additional  data  made  it  possible  for  the  public 
to  compare  how  minority  applicants  and  white  applicants  fared  in  their  efforts  to 
obtain  credit.  The  results  did  not  surprise  conununity  and  fair  housing  groups  that 
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had  been  battling  redlining  for  years,  but  the  disparities  in  rejection  rates  indicated 
that  lending  discrimination  was  a  bigger  problem  than  many  had  suspected. 

The  "spin  doctors"  for  banking  industry  and  the  regulatory  agencies  attempted  to 
minimize  the  importance  of  the  1991  HMDA  data  findings.  They  were  quick  to  sug- 

5 est  that  no  definitive  conclusions  about  discrimination  could  be  drawn  from  the 
ata  base,  because  HMDA  did  not  include  important  factors  that  lenders  rely  on  to 
make  credit  decisions,  such  as  an  applicant's  credit  record,  employment  history,  and 
the  value  of  the  property. 

The  industry's  and  regulators'  reaction  was  different  this  past  year.  Both  of  these 
sectors  began  acknowledging  for  really  the  first  time  that  lending  discrimination  is 
a  problem  and  that  greater  corrective  efforts  were  needed.  This  realization  certainly 
should  not  have  come  as  no  surprise  to  them.  For  years  community  advocates  and 
the  civil  rirfits  organizations  had  been  telling  them  that  lending  discrimination  was 

{>revalent.  Bankers  and  regulators  also  knew  all  too  well  about  the  discriminatory 
egacy  of  the  fairly  recent  past  when  explicit  forms  of  discrimination  existed  in  the 
mortgage  lending  industry.  For  example,  as  recently  as  1970,  Prentice-Hall  pub- 
lished a  textbook  for  real  estate  appraisers  which  declared  that  "mixing  of  residents 
with  diverse  historical  backgrouna  within  a  neighborhood  has  immediate  and  de- 
pressing influence  on  value.'  Consequently,  what  caused  this  shift  in  the  public  po- 
sitions of  these  two  sectors  over  the  course  of  twelve  months  between  October  1991 
and  October  1992? 

What  appears  to  have  knocked  the  bankers  and  regulators  off  stride  were  a  series 
of  intervening  events,  which  has  forced  these  sectors  to  adopt  a  different  public  pos- 
ture. For  almost  two  decades  they  dismissed  the  findings  of^  study  after  study  show- 
ing the  disparities  in  lending  activity  between  minority  and  non-minority  areas.  No 
doubt  the  extensive  media  coverage  the  1991  HMDA  disclosures  received  and  public 
attention  generated  by  the  Los  Angeles  disturbances  eroded  their  ability  to  sell  the 
view  that  discrimination  was  not  pervasive  in  the  mortgage  market.  But,  two  other 
events  have  intervened  over  the  course  of  the  last  year  to  force  changes  in  the  in- 
dustry's and  the  regulators'  public  positions  on  the  pervasiveness  of  lending  dis- 
crimination. 

Last  September,  the  U.S.  Department  of  Justice  announced  that  it  had  reached 
a  judicial  settlement  in  the  first  "pattern  or  practice"  suit  it  had  ever  brought 
against  a  mortgage  lender  for  violations  of  the  Fair  Housing  and  Equal  Credit  Op- 
portunity Acts.  The  case  involved  Decatur  Federal  Savings  and  Loan  Association, 
the  second  largest  mortgage  lender  in  the  Atlanta  area.  Before  filing  the  suit,  the 
Justice  Department  had  analyzed  more  than  4,000  Decatur  loan  fues,  which  re- 
vealed that  even  after  controlling  for  all  underwriting  variables,  race  was  a  signifi- 
cant factor  in  the  credit  decision  making  process  of  the  institution.  The  Justice  De- 
partment's complaint  also  charged  the  S&L  had  pursued  marketing  policies  that 
sought  to  limit  tne  volume  of  mortgage  loan  applications  received  from  blacks. 

Decatur  entered  into  a  consent  decree  with  the  Justice  Department  under  which 
it  agreed  to  provide  $1  million  in  damages  to  48  African-American  individuals  whose 
mortgage  loan  applications  had  been  rejected  between  1988  and  1992.  The  settle- 
ment also  required  the  institution  to  adopt  a  new  marketing  strategy  to  affirma- 
tively reach  out  to  the  Black  community,  open  a  branch  office  or  loan  office  in  a 
Black  neighborhood  in  Atlanta,  and  hire  an  outside  auditor  to  monitor  the  process- 
ing of  mortgage  applications  for  discriminatory  treatment. 

On  the  heels  of^tne  Decatur  case,  last  October  the  Federal  Reserved  Bank  of  Bos- 
ton (Boston  Fed)  released  a  comprehensive  study  of  mortgage  lending  discrimination 
in  the  Boston  metropolitan  area.  This  study  was  a  direct  outgrowth  of  the  release 
of  the  1990  HMDA  aata,  which  showed  that  the  Boston  area  nad  particularly  high 
denial  rates  for  African-Americans  and  Hispanics  (2.7  times  greater  than  white  ap- 
plicants). In  anticipation  of  similar  results  lor  the  1991  data,  the  Boston  Fed  under- 
took a  statistical  study  to  determine  the  extent  to  which  this  disparity  would  remain 
if  aU  the  factors  employed  by  lenders  in  reaching  credit  decisions  were  taken  into 
account. 

In  order  to  accomplish  this,  the  Boston  Fed  examined  loan  application  files  for 
some  4,500  mortgage  applications  at  131  Boston  area  financial  institutions.  From 
each  file  the  Boston  Fed  collected  data  on  38  variables,  which  included  extensive 
details  about  each  applicant's  credit  record,  job  history,  appraisal  reports,  etc. 

The  analysis  found  that,  'The  only  personal  characteristic  that  appears  to  enter 
into  the  loan  denial  decision  is  the  race  of  the  applicant.  .  .  .  (A)fter  accounting  for 
obligation  ratios,  wealth,  credit  histories,  stability  of  the  applicants'  incomes,  loan- 
to-value  ratios,  private  mortgage  insurance,  and  neighborhood  characteristics,  the 
race  of  the  applicant  still  plays  a  role  in  the  lender's  decision  to  approve  or  deny 
the  loan."  Thus,  for  an  inaividual  with  average  white  economic  characteristics  and 
minority  race,  the  probability  of  denial  increases  by  56  percent. 
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According  to  a  statement  released  by  Richard  Syron,  the  Boston  Fed's  President, 
The  racial  disparity  found  in  HMDA  data  is  substantially  reduced  when  additional 
economic  factors  are  considered,  but  it  remains  significant  and  it  must  be  faced  di- 
rectly. Unfortunately,  race  plays  a  role,  perhaps  an  unconscious  and  unintended 
role,  but  a  role  nonetheless,  in  mortgage  lending  decisions." 

The  Boston  Fed's  study  also  helps  to  explain  how  discrimination  enters  the  loan 
decision  process.  The  study  found  that  as  much  as  80  percent  of  all  loan  applicants, 
both  white  and  minority,  had  some  flaw  in  their  credit  credentials  and  that  m  many 
cases  these  flaws  were  overlooked.  However,  a  minority  applicant  with  the  same 
strengths  and  weaknesses  as  a  white  applicant  was  much  more  likely  to  be  pre- 
sumed uncreditworthy,  whereas  whites  seem  to  enjoy  a  general  presumption  of  cred- 
itworthiness. 

In  short,  the  Decatur  case  and  the  flndings  of  the  Boston  Fed  study  have  undercut 
the  presumption  the  regulators  and  the  industry  have  strongly  clung  to  that  dispari- 
ties in  the  mortgage  loan  approval  process  between  white  and  people  of  color  are 
not  the  result  oi  mscriminatory  behavior.  As  the  Oflice  of  the  Comptroller  of  the 
Currency  observed  about  the  Boston  study,  "It  changes  the  landscape. 

We're  "Shocked,  Shocked" 

Remember  the  scene  in  the  movie  Casablanca  when  the  French  inspector,  played 
bv  Claude  Raines,  searching  for  a  pretext  to  shut  down  Rick's  Cafe,  professes  to  be 
shocked  upon  learning  that  gambling  is  taking  place  on  the  premises.  Immediately 
after  ordering  the  Cafe  closed,  he  is  handed  his  night's  winnings. 

In  many  respects,  the  regulators  public  reaction  to  the  recent  findings  on  lending 
discrimination  remind  me  of  the  inspector's  reaction.  To  be  sure,  for  years  they  have 
been  seeking  to  reassure  this  Committee  that  their  enforcement  procedures  were 
adeqfuate  and  that  lending  discrimination  was  not  a  serious  problem.  But  the  agen- 
cies internal  data  fair  lending  data  collection  efforts  indicate  that  for  some  time  now 
they  have  either  been  unwilling  or  unable  to  come  to  grips  with  the  reality  of  dis- 
crimination in  the  mortgage  market. 

When  pressed,  as  they,  were  by  Senator  Dixon's  oversight  hearings  in  1989  and 
1990,  they  wUl  seek  to  convince  you  that  they  have  gotten  the  message  and  are  just 
about  to  undertake  bold  new  steps  to  address  whatever  deficiencies  exist  in  their 
enforcement  programs.  In  light  of  the  recent  events,  the  Federal  Reserve  Board  will 
tell  you  that  it  is  in  the  process  of  reorganizing  its  Consumer  and  Community  Af- 
fairs Division  to  include  civil  rights  specialists,  which  the  other  agencies  did  years 
ago. 

The  Office  of  the  Comptroller  of  the  Currency  also  is  reorganizing  itself  to  estab- 
lish a  specialized  unit  for  consumer  compliance  purposes,  something  it  has  already 
done  and  then  undone  in  past  years.  The  FDIC  will  say  that  it  is  placing  higher 
priority  than  ever  before  on  fair  lending  enforcement,  yet  as  I  will  discuss  later  in 
my  testimony,  apparently  is  not  even  following  its  own  procedures  with  respect  to 
fair  lending.  And  the  Office  of  Thrift  Supervision  will  announce  that  it  has  once 
again  discovered  that  fair  lending  enforcement  is  a  part  of  its  supervisory  respon- 
sibilities. And  not  to  be  outdone,  the  Justice  Department,  a  relatively  new  player 
in  fair  lending  enforcement,  will  discuss  its  plans  for  litigating  pattern  and  practice 
suits  against  lenders  who  discriminate. 

I  may  sound  a  little  cynical,  but  the  history  of  the  agencies'  enforcement  in  this 
area  clearly  warrants  it.  And  to  be  clear,  I  am  not  suggesting  this  is  a  partisan 
issue.  The  "trail  of  tears"  of  fair  lending  enforcement  extends  far  enough  back  to 
encompass  the  both  Democrat  and  Republican  Administrations. 

While  the  general  public  has  only  recently  become  aware  of  revelations  about  the 
gross  disparities  in  mortgage  lending  between  whites  and  minorities,  the  banking 
regulatoiy  agencies  have  oeen  sitting  on  data  for  many  years  that  points  to  the  ex- 
istence of  lending  discrimination.  In  fact,  the  four  banking  regulatory  agencies  had 
to  be  taken  to  court  before  they  even  acknowledged  their  responsibility  to  enforce 
the  Fair  Housing  Act.  Except  for  the  rare  occasions  when  this  issue  has  been  in  the 
limelight,  fair  lendii^g  enforcement  has  been  a  very  low  priority  for  all  of  the  bank- 
ing regulators,  as  Attachment  I  illustrates. 

During  the  1970s  and  1980s,  three  of  the  regulators  (the  Fed  refused  to  keep  this 
information)  agreed  to  maintain  systematic  data  on  mortgage  loan  applications  and 
dispositions  as  part  of  the  settlement  to  the  aforementioned  lawsuit  brought  by  civil 
rights  groups  against  them.  This  information  enabled  several  of  the  agencies  to  de- 
termine whether  loan  application  rejection  rates  were  higher  for  minorities  than  for 
whites.  Data  on  rejection  rates  were  generally  not  made  available  to  the  public,  es- 
pecially for  individual  institutions.  Fmally,  in  1989,  the  Atlanta  Journal  Constitu- 
tion following  up  on  its  Pulitzer  Prize  winning  series,  the  Color  of  Money,  used 
the  Freedom  of  Information  Act  to  press  the  Federal  Home  Loan  Bank  Board  to  dis- 
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close  summary  data  on  loan  rejection  rates  for  the  one-hundred  largest  metropolitan 
areas.  The  data  showed  that  on  the  average,  applications  from  people  of  color  were 
rejected  by  savings  institutions  at  a  rate  twice  as  high  as  that  for  white  applicants. 
The  publication  of  this  information  help  focused  attention  on  mortgage  discrimina- 
tion, raised  doubts  about  the  adequacy  of  fair  lending  enforcement,  and  spurred  the 
passage  of  amendments  to  expand  the  types  of  information  reported  by  HMDA. 

The  banking  regulators  continued  to  presume  that  disparities  in  lending  activity 
between  minority  and  white  neighborhoods  and  even  disparities  in  application  rejec- 
tion rates  between  minority  applicants  and  white  applicants  did  not  prove  loan  dis- 
crimination. They  rigidly  maintained  up  until  this  past  year  that  disparities  in  loan 
activity  between  neighborhoods  and  different  categories  of  borrowers  do  not  take 
into  consideration  possible  differences  in  mortgage  loan  demand  or  possible  dif- 
ferences in  the  ability  of  minorities  versus  whites  to  meet  underwriting  criteria.  As 
a  result,  they  declined  to  expand  their  efforts  to  review  the  loan  files  of  individual 
lending  institutions  to  determine  if  racial  factors  play  a  part  in  the  credit  granting 
process,  until  public  opinion  forced  them  to  do  it. 

In  addition  to  intentional  discrimination  or  disparate  treatment  of  minorities,  cer- 
tain policies  and  practices  of  a  lending  institution  may  nonetheless  by  unlawful 
under  certain  circumstances  if  they  have  discriminatory  effects  on  people  of  color 
and  other  categories  of  people  protected  under  federal  law  (e.g.,  minimum  loan  size 
rec[uirements,  tiered  pricing  of  loan  products,  customer  only  policies).  Here  to,  the 
regulators  have  made  little  or  no  efiort  to  carve  but  an  "effects  test"  doctrine  for 
fair  lending  purposes.  As  a  result,  there  have  been  virtually  no  major  judicial  deci- 
sions in  this  important  area  of  civil  rights  law. 

The  lax  enforcement  in  this  area  appears  to  stem  from  the  heavy  emphasis  on 
safety  and  soundness  that  is  imbedded  in  the  "culture"  of  the  agencies.  Fair  lending 
enforcement  is  largely  under  the  overall  supervision  of  the  folks  that  manage  the 
safety  and  soundness  function  within  the  agencies.  They  are  largely  career  profes- 
sionals, mostly  white  males,  and  appear  secure  in  the  belief  that  their  job  perform- 
ance will  be  based  on  safety  and  soundness  related  concerns  and  not  fair  lending 
enforcement. 

Similarly,  the  political  appointees  that  are  selected  to  head  these  agencies  rein- 
force the  institution  culture  of  the  agencies.  Traditionally,  the  chiefs  of  the  banking 
agencies  have  been  drawn  from  an  incredibly  small  pool  of  individuals,  typically 
they  come  from  the  banking  industry,  law  firms,  and  Wall  Street.  While  they  may 
be  knowledgeable  about  the  prudential  side  of  regulation,  they  usually  know  little 
or  nothing  about  consumer  compliance,  CRA,  and  fair  lending  enforcement.  Con- 
sequently, they  have  done  little  to  prod  the  careerists  to  do  a  better  job  at  compli- 
ance. This  must  change  before  you  can  hope  to  see  meaningful  reform  in  the  fair 
lending  area. 

Have  They  Received  the  Message? 

You  are  likely  to  hear  alot  from  the  regulatory  agency  representatives  who  testify 
here  today  about  how  they  are  reconsidering  their  fair  lending  examination  proce- 
dures in  light  of  the  Boston  Fed  study.  For  example,  in  recent  testimony  before  a 
congressional  panel,  Federal  Reserve  Board  Governor  Lawrence  Lindsey  conceded 
fortnrightly: 

"It  is  well  known  that  regulators  have  faced  considerable  difficulties  in  identify- 
ing instances  of  discrimination  .  .  .  (W)e  are  very  concerned  about  the  results  of 
the  Boston  study  and  have  tsiken  a  number  of  steps  that  we  hope  will  help 
strengthen  the  capacity  of  our  examiners  to  detect  ana  deter  discriminatory  treat- 
ment of  applicants." 

The  regulators  will  tell  you  that  they  are  in  the  process  of  "reconceptualizing" 
their  examination  procedures.  Whereas,  in  the  past,  examiners  would  concentrate 
on  whether  unquestionably  qualified  minority  loan  applicants  were  denied  credit  for 
impermissible  reasons,  in  the  future,  more  attention  will  be  paid  to  whether  excep- 
tions to  an  individual  lender's  underwriting  rules  are  applied  equally  for  whites  and 
minority  loan  applicants.  ' 

It  will  be  tempting  to  believe  that  they  have  gotten  the  message.  However,  if  his- 
tory is  any  guide  meaningful  reform  will  not  occur  without  diligent  oversi^t  by  this 
Committee.  Let  me  give  you  a  few  illustrations  about  why  you  should  continue  to 
be  concerned  about  whether  their  commitment  to  fair  lending  enforcement  has 
changed. 

1.  Recent  instances  of  a  federal  regulator  acting  in  clear  contradiction  of  federal  anti- 
discrimination law. 
As  part  of  his  opening  statement  during  last  September's  oversight  hearings  on 
the  status  of  the  Community  Reinvestment  Act,  the  former  Chairman  of  the  Sub- 
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committee  on  Housing  and  Urban  Affairs,  Senator  Alan  Cranston,  stated  that  he 
had  submitted  for  the  record  three  instances  in  which  FDIC  examiners  had  found, 
clear  indications  of  possible  violations  of  the  Equal  Credit  Opportunity  and  Fair 
Housing  Acts,  in  which  the  agency  had  acted  in  direct  contradiction  of  federal  law 
by  failing  to  report  these  occurrences  to  the  Department  of  Justice.  In  response  to 
prodding  from  Senator  Cranston,  the  FDIC  eventually  conceded  that  it  had  acted 
improperly  and  made  the  referrals  to  the  Justice  Department  (U.S.  Congress,  Sen- 
ate Banking  Committee,  "Current  Status  of  the  Community  Reinvestment  Act,"  Sep- 
tember 15,  1992,  p.  2,3.). 

2.  Continuing  evidence  that  the  compliance  examinations  do  not  detect  lending  dis- 

crimination. 

The  compliance  examination  continues  to  be  the  primary  enforcement  tool  the  reg- 
ulators use  to  deter  and  detect  lending  discrimination.  Yet,  evidence  continues  to 
mount  that  the  compliance  examination  as  presently  constituted  appears  to  be  in- 
capable of  spotting  patterns  and  practices  oi  discrimination  against  people  of  color. 
As  previously  cited,  the  Justice  Department's  suit  against  Decatur  Federal  resulted 
in  a  consent  decree  involving  a  series  of  affirmative  remedies  to  be  provided  by  the 
lending  institutions.  In  contrast,  the  S&L's  primary  supervisor,  the  Office  of  Thrift 
Supervision,  conducted  an  on-site  compliance  examination  around  the  same  period 
as  the  Justice  Department's  investigators,  but  the  agency's  exam  appears  to  have 
yielded  no  evidence  of  wrongful  treatment  involving  African-American  mortgage 
loan  applicants. 

Similarly,  in  1991  Peter  and  Dolores  Green  brought  a  fair  lending  suit  against 
Avenue  Bank  of  Oak  Park,  Illinois,  charging  that  the  institution  had  discriminated 
against  them  in  denying  their  mortgage  loan  application  to  finance  the  purchase  of 
a  6-unit  building  in  the  West  Garfield  Park  community  in  Chicago  (Peter  Green  and 
Dolores  Green  v.  Avenue  Bank  of  Oak  Park.  Northern  District  of  Illinois,  Eastern 
Division,  1992).  The  Green's  lawsuit  was  featured  on  the  television  program.  Front- 
line, (Tour  Loan  is  Denied"),  which  aired  on  PBS  stations  on  June  23,  1992.  Last 
December  8,  Avenue's  parent  company,  First  Colonial  Bancshares,  entered  an  offer 
of  judgment  to  the  charges.  The  bank  was  ordered  to  pay  at  least  $250,000  in  dam- 
ages and  attorneys  fees.  Once  again,  the  fair  lending  compliance  examination  con- 
ducted by  the  bank's  regulator,  the  FDIC,  failed  to  uncover  any  evidence  of  discrimi- 
nation or  illegal  credit  practices  (source:  The  CRA  Performance  Evaluation  for  Ave- 
nue Bank  of  Oak  Park,  published  on  December  31,  1991). 

Meanwhile,  the  regulators  have  hired  the  consulting  firm  of  Arthur  Andersen  &. 
Co.  to  advise  them  on  how  to  revamp  their  fair  lending  compliance  examination. 
They  are  paying  Arthur  Andersen  close  to  $100,000  to  provide  these  services,  even 
though  the  firm  has  virtually  no  experience  in  the  fair  lending  area  and  has  been 
desperately  searching  for  knowledgeable  civil  rights  organizations  to  guide  them  on 
this  project. 

3.  An  example  of  an  agency's  failure  to  follow  its  own  complaint  procedures. 

In  addition  to  its  failure  to  detect  discrimination  through  the  exam  process,  there 
is  evidence  to  suggest  that  the  FDIC  in  the  Greens'  case  also  failed  to  adhere  to  its 
own  procedures  for  processing  fair  lending  complaints.  According  to  recent  testi- 
mony provided  to  a  House  Subcommittee  by  Calvin  Bradford,  a  fair  lending  expert 
who  is  familiar  with  the  Greens'  case,  there  is  reason  to  believe  that  the  FDIC  did 
not  properly  handle  the  processing  the  couple's  complaint  (see  Testimony  of  Calvin 
Bradford,  President  of  Community  Reinvestment  Associates,  before  the  Subcommit- 
tee on  Consumer  Credit  and  Insurance  of  the  House  Banking  Committee,  January 
27,  1993,  at  36-37). 

According  to  Mr.  Bradford,  the  FDIC  acknowledged  the  receipt  of  the  complaint, 
but  never  followed  up  with  the  Greens  to  discuss  the  substance  of  it.  The  agency 
did,  however,  contact  the  bank  which  offered  an  explanation  as  to  why  it  had  denied 
the  couple's  loan  application.  Six  months  after  receiving  the  bank's  response,  the 
FDIC  informed  the  Greens  that  in  the  agency's  opinion  the  bank  had  not  engaged 
in  discrimination  in  denying  their  loan  request.  Mr.  Bradford  noted  in  his  testimony 
that  by  not  first  contacting  the  complainant  the  FDIC  had  acted  in  contradiction 
of  their  own  guidelines  for  the  investigation  of  air  housing  complaints.  FDIC  guide- 
lines also  permit,  after  an  investigation  is  completed,  the  complainant  to  obtain  a 
copy  of  the  investigation  report.  Apparently,  the  Greens  were  not  informed  of  their 
right  to  this  report  in  the  final  letter  to  them  closing  the  case.  The  Bradford  testi- 
mony goes  on  to  cite  seven  other  aspects  of  the  guidelines  that  were  not  followed 
in  processing  of  the  Greens  complaint. 
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4.  The  regulators  strict  constructionist  approach  toward  interpreting  new  fair  lending 

legislation  thwarts  effective  enforcement. 

Over  the  years,  legislation  has  been  passed  and  signed  into  law  in  an  effort  to 
provide  new  tools  for  fair  lending  enforcement.  The  regulators,  and  in  particular,  the 
Federal  Reserve  Board  through  its  rulemaking  authority,  consistently  chose  to  con- 
strue these  new  mandates  very  narrowly.  For  example,  when  Congress  amended  the 
Home  Mortgage  Disclosure  Act  in  1989,  it  sought  to  expand  the  coverage  of  this  law 
to  virtually  anyone  in  the  business  of  mortgage  lending.  However,  the  Federal  Re- 
serve Board  interpreted  certain  ambiguities  in  the  statutory  language  in  a  way  that 
captured  only  a  handful  of  the  thousands  of  mortgage  companies  and  other  mort- 
gage lenders  active  in  the  market. 

Once  again,  in  1991  Congress  sought  to  close  the  HMDA  reporting  "loophole"  by 
expanding  coverage  to  additional  mortgage  companies.  This  was  done  by  authorizing 
the  Fed,  in  conjunction  with  the  other  regulatory  agencies,  to  establish  a  new  stand- 
ard for  determining  which  non-depository  mortgage  lenders  should  have  to  report 
under  HMDA.  And  once  again,  in  August  of  last  year,  the  Fed  issued  proposed  regu- 
lations that  would  have  continued  to  exempt  thousands  of  mortgage  lenders  from 
HMDA's  reporting  requirements.  My  organization  and  dozen  of  other  commenters 
pointed  out  that  the  congressional  intent  required  that  a  broader  standard  be  used, 
one  that  would  encompass  more  of  the  non-depository  lenders  that  are  making  up 
an  ever  increasing  share  of  the  mortgage  market.  These  recommendations  were  re- 
jected by  the  Fed  and  final  rules  embodying  the  narrower  standard  were  used. 

Another  example  of  the  Fed's  strict  constructionist  approach  is  it  pending  rules 
to  implement  a  new  statutory  requirement  guaranteeing  borrowers  the  right  to  ob- 
tain copies  of  their  appraisal  reports.  Originally  proposed  by  Senator  Dixon,  the  pro- 
vision was  enacted  in  1991  and  was  clearly  designed  to  help  address  problems  of 
discriminatory  appraisals,  long  a  concern  to  fair  housing  groups.  "Lowball"  apprais- 
als depress  prop)erty  values  in  minority  neighborhood,  making  it  difficult  for  borrow- 
ers in  those  neighborhoods  to  qualify  for  a  mortgage,  and  can  be  a  pretext  used  by 
a  lending  for  denying  otherwise  qualified  borrowers.  The  full  extent  and  nature  of 
the  problem  historically  has  been  difficult  to  document  because  many  lenders  do  not 
give  borrowers  copies  of  their  appraisal  reports.  The  new  law  requires  lenders  to 
make  appraisal  reports  available  ii  the  borrower  has  paid  for  the  report. 

Surprisingly,  some  of  the  Federal  Reserve  Board  Governors  questioned  the  need 
for  any  regulations  to  implement  this  provision  of  the  law  at  all.  While  the  full 
Board  nonetheless  went  ahead  and  proposed  regulations,  it  followed  the  narrowest 
interpretive  path.  Although  clearly  not  restricted  by  the  statute,  the  proposed  rules 
would  only  cover  1—4  family  properties,  which  if  in  effect,  would  probably  would 
have  excluded  the  Greens  from  receiving  a  copy  of  their  appraisal  report.  Also,  the 
Fed  is  proposing  to  limit  the  ability  of  loan  applicants  to  recjuest  such  reports  to 
no  later  than  90  days,  even  though  the  Equal  Credit  Opportunity  Act  requires  lend- 
er to  retain  loan  files  for  25  months.  If  adopted,  both  of  these  approaches  would 
limit  the  usefulness  of  these  requirements  as  mvestigative  tools  for  fair  lending  pur- 
poses. 

5.  The  Federal  regulators  ignored  an  opportunity  to  require  bank  reporting  on  loans 

to  minority-owned  businesses. 

The  focus  of  most  of  the  attention  on  lending  discrimination  has  been  directed  at 
housing  loan  bias.  There  is  a  simple  explanation  for  this — a  more  comprehensive 
data  base  exists  to  measure  discrimination  in  mortgage  lending  than  it  does  for 
other  types  of  credit  extensions.  This  certainly  is  not  to  imply  that  loan  bias  does 
not  exist  for  commercial  lending  or  for  consumer  lending.  If  anj^hing,  the  sketchy 
information  we  have  suggests  that  discrimination  in  lending  to  minoritv-owned  busi- 
nesses may  be  no  less  a  problem  than  it  is  for  mortgage  lending.  The  same  may 
be  true  for  lending  to  consumers. 

According  to  a  recent  article  appearing  in  the  Wall  Street  Journal,  a  recent  study 
conducted  by  Timothy  Bates  of  tne  New  School  for  Social  Research  in  New  York 
found  that  black-owned  firms  are  turned  down  for  bank  loans  more  often  than  are 
white-owned  businesses  and  the  loans  they  receive,  particularly  in  poor,  inner-city 
neighborhoods  are  smaller  (See  Attachment  II).  Other  research  appears  to  indicate 
that  black  entrepreneurs  are  required  to  put  up  more  equity  to  obtain  bank  credit 
than  their  white  counterparts. 

Yet,  the  federal  regulators  seem  determined  to  limit  the  quality  of  information 
that  is  available  about  bank  lending  to  minority  firms.  Sections  122  and  477  of 
FDICIA  authorized  the  regulators  to  require  banks  to  report  on  the  extent  of  their 
lending  to  small  businesses.  Mr.  Chairman,  last  October  you  wrote  the  FFIEC  to 
encourage  that  body  to  include  a  break-out  of  loans  to  minority-owned  businesses 
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in  the  Statement  of  Condition  Reports  banks  are  required  to  submit  to  their  regu- 
lators. At  that  time  you  wrote: 

I  am  distressed  bv  the  FFIEC's  proposal  that  the  Federal  Reserve  acquire  mi- 
nority-owned small  business  loan  information  from  alternative  sources  which  may 
or  may  not  be  reliable.  Regulators  and  taxpayers  should  have  reliable  information 
regarding  the  minority  business  community's  access  to  adequate  credit.  The  fur- 
nishing of  such  information  should  be  included  in  the  call  report  requirements. 
Well,  the  FFIEC  rejected  your  advice.  The  flnal  instructions  issued  last  November 
noticeably  omitted  itemized  reporting  in  call  reports  for  minority-owned  businesses. 

6.  The  regulators  failure  to  incorporate  matched-pair  testing  as  a  technique  for  de- 
tecting mortgage  lending  discrimination. 

The  problem  of  mortgage  lending  discrimination  may  be  even  greater  than  de- 
picted by  the  disparities  in  rejection  rates  between  minority  and  non-minority  loan 
applicants.  There  is  some  evidence  to  suggest  that  blacks  and  other  minorities  are 
discouraged  from  even  filing  an  application  for  a  loan.  The  use  of  matched-pair  test- 
ing is  perhaps  the  single  best  way  to  investigate  for  discrimination  at  the  pre-appli- 
cation  stage.  Testing  is  an  investigative  technique  widely  used  to  detect  discrimina- 
tion in  the  rental  or  sales  of  housmg.  In  testing,  matched  pairs  of  individuals,  simi- 
lar in  all  relevant  respects  save  race,  are  used  to  determine  whether  disparate  treat- 
ment is  occurring. 

Some  limited  demonstration  projects  have  been  completed  that  employed  paired 
testers  who  posed  as  mortgage  applicants  to  investigate  at  the  pre-application  stage 
of  the  mortgage  process.  One  of  tne  studies  was  undertaken  in  1988  in  Louisville, 
under  the  auspices  of  the  Kentucky  Human  Ri^ts  Commission,  in  conjunction  with 
my  own  organization.  The  Louisville  testing  project  revealed  that  African-American 
testers  were  less  likely  to  be  provided  information  about  credit  products  and  less 
likely  to  be  given  helpml  information  about  how  to  qualify  than  their  white  counter- 
parts. 

Unfortunately,  at  least  up  to  now,  the  banking  regulators  at  least  have  steadfastly 
refused  to  employ  the  use  of  testers  to  augment  their  examination  process.  In  fact, 
only  two  years  ago  the  Federal  Reserve  Board  unanimously  rejected  a  recommenda- 
tion from  its  own  Consumer  Advisory  Council  to  undertake  a  pilot  project  to  explore 
the  efficacy  of  testing  as  a  compliance  tool.  While  this  position  may  be  softening  in 
the  face  oi  the  public  outcry  aoout  recent  events,  the  strong  resistance  to  testing 
within  the  banking  agencies  reflects  their  ambivalence  to  toughening  up  their  en- 
forcement procedures  m  this  area. 

Again,  the  illustrations  I  have  presented  are  intended  to  give  Committee  members 
a  sense  of  what  you  are  up  against  in  eflbrts  to  get  these  agencies  to  take  their  fair 
lending  enforcement  resjjonsibilities  more  seriously. 

Recommendations  for  Improving  Fair  Lending  Enfx)rcement 

In  view  of  the  aforementioned,  we  believe  strong  medicine  is  needed  to  restore  the 
public's  confidence  in  the  belief  that  the  nation's  antidiscrimination  laws  are  being 
vigorously  enforced.  We  are  pleased  that  President  Clinton  has  indicated  his  inten- 
tion to  toughen  enforcement  of  the  fair  lending  laws  and  we  believe  that  much  can 
be  accomplished  at  the  administrative  level.  Here  is  what  we  would  like  to  see  the 
new  team  of  regulators  do: 

•  First  and  foremost,  the  fair  lending  enforcement  function  must  be  elevated 
within  the  existing  regulatory  structure  (including  HUD  and  the  Fair  Trade  Com- 
mission for  mortgage  companies).  Separate  consumer  compliance  divisions  should  be 
established  within  each  agency,  the  heads  of  which  would  supervise  the  examiner 
force  and  report  directly  to  the  agency  chief  It  is  also  necessary  to  create  separate 
career  paths  for  fair  lending  examiners,  comparable  to  that  for  the  safety  and 
soundness  examiners. 

While  the  regulators  may  say  they  are  moving  in  this  direction,  to  our  knowledge, 
not  one  of  them  has  instituted  a  division  which  operates  on  a  truly  equal  footing 
with  the  safety  and  soundness  function.  As  long  as  the  compliance  examination 
function  is  subordinate  to  the  safety  and  soundness  hierarchy  within  the  agencies, 
fair  lending  enforcement  will  continue  to  occupy  second-class  status  and  not  much 
will  improve. 

•  Launch  a  major  interagency  effort  to  develop  testing  as  a  fair  lending  enforce- 
ment tool.  A  coordinated  approach  should  be  used  using  the  FFIEC  members,  HUD, 
the  Justice  Department,  and  the  FTC.  The  effort  should  focus  on  testing  at  both  the 
pre-  and  post-application  stages.  The  former  would  be  used  to  augment  the  afore- 
mentionea  gap  in  the  examination  process.  The  latter  would  involve  overcoming 
some  significant  obstacles  that  only  the  federal  government  can  remove  (e.g.,  indem- 
nifying testers  from  liability  for  filing  false  documents,  reaching  an  arrangement 
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with  credit  reporting  agencies  for  developing  fabricated  credit  records,  etc.).  Post-ap- 
plication testing  would  be  especially  useful  in  institutions  whose  loan  volumes  are 
too  low  for  statistical  analysis  to  be  performed. 

•  Commit  more  Department  of  Justice  resources  to  litigating  pattern  and  practice 
lending  discrimination  cases,  including  questionable  practices  involve  appraisal, 
mortgage,  and  property  insurance  providers.  The  federal  government's  active  in- 
volvement in  litigating  discrimination  cases  can  serve  as  an  important  deterrent  to 
discrimination  and  help  establish  important  legal  precedents,  such  as  carving  out 
an  "effects  test"  doctrine  for  determining  loan  policies  whose  disparate  impacts  are 
illegal  for  fair  lending  purposes. 

•  Continue  HUD's  Fair  Housing  Initiatives  Program,  and  expand  it  to  have  a 
stronger  emphasis  on  lending  discrimination.  Secretary  Cisneros  should  be  com- 
mended for  already  indicating  that  he  intended  to  increase  his  agency's  funding  to 
private  fair  housing  organizations  and  public  agencies  for  lending  testing.  Experi- 
ence suggests  that  increased  activity  in  this  area  will  encourage  individuals  to  come 
forward  in  greater  numbers  about  complaints  about  lending  discrimination. 

•  Increase  public  access  to  data  provided  by  HMDA.  Experience  has  shown  that 
the  public  disclosure  of  loan  data  is  critical  to  efforts  to  improve  enforcement. 
Changes  in  HMDA  that  made  in  1989  added  lenders  under  coverage,  and  also  re- 
quired lenders  to  disclose  information  about  the  race,  gender,  and  income  level  of 
applicants  for  mortgage  loans,  whether  those  loans  are  approved  or  denied.  With  the 
lack  of  enforcement  from  the  traditional  regulatory  apparatus,  community  groups 
and  private  fair  housing  agencies  have  had  to  become  de  facto  bank  monitors.  These 
groups  have  to  do  their  own  research  on  mortgage  lending  patterns,  and  often  have 
to  present  data  directly  to  lending  institutions  to  bring  alwut  changes  in  mortgage 
practices.  In  order  to  accomplish  this  task,  however,  tnese  non-for-profit  organiza- 
tions must  have  reliable  access  to  the  data  provided  by  HMDA,  which  is  not  now 
the  case. 

One  problem  with  the  way  the  agencies  are  handling  the  new  HMDA  data  is  the 
difficulty  of  access  to  the  raw  data,  that  is  the  loan  application  registers  that  lend- 
ers submit  to  their  regulatory  agencies.  It  is  only  in  tne  registers  that  the  public 
can  get  complete  race,  gender,  income  and  census  tract  information  for  individual 
loan  applications.  Initially,  the  agencies  refused  to  make  the  raw  data  available,  but 
relentod  after  complaints  from  community  groups.  The  provision  of  these  loan  appli- 
cation registers  to  the  public  was  legislated  in  the  past  Congress,  but  the  law  only 
encourages  and  does  not  require  lenders  to  publish  the  LARs  in  census  tract  order. 
Census  tract  ordering  makes  the  public's  joD  of  analyzing  the  data  infinitely  more 
manageable  and  is  relatively  easy  for  institutions  using  computer  based  programs 
to  compile  their  mortgage  lending  activity.  However,  the  Fed  will  need  to  be  prodded 
by  this  Committee  in  order  to  do  this  by  regulation. 

Finally,  I  suspect  the  members  of  this  Committee  have  been  hearing  from  banking 
trade  groups  about  the  need  to  reduce  the  regulatoiy  burden  on  the  industry.  A 
great  deal  of  the  thrust  seems  aimed  at  laws  like  the  Community  Reinvestment  Act 
and  the  Home  Mortgage  Disclosure  Act,  which  are  designed  to  deter  and  detect  red- 
lining and  other  forms  of  lending  discrimination.  However,  the  history  shows  that 
this  IS  one  area  in  which  recordkeeping  and  reporting  can  make  an  important  dif- 
ferent in  the  way  in  which  lenders  serve  their  local  communities.  Without  HMDA, 
which  the  banking  industry  has  fought  every  step  of  the  way,  the  issue  of  lending 
discrimination  would  not  be  on  the  irontbumer  and  it  is  unlikely  that  this  hearing 
would  be  held. 

Moreover,  I  am  aware  that  this  Committee  has  held  hearings  on  the  anticipated 
Administration  proposal  on  community  development  banking.  Some  in  the  banking 
industry  have  called  for  investments  of  private  capital  into  community  development 
banks  as  a  "buy  out"  from  their  CPA  responsibilities  or  to  provide  them  with  a  "safe 
harbor"  to  avoid  regular  CPA  examination  or  protect  them  from  public  comments 
on  their  expansion  requests.  We  fervently  hope  this  approach  will  not  be  pursued. 
We  believe  CRA  should  remain  a  bottom  line  obligation  that  runs  with  the  public 
charter  an  insured  lending  institution  receives  as  a  condition  for  doing  business. 

Further,  some  have  suggested  that  banks  and  savings  institutions  should  receive 
"CPA  credit"  for  the  extent  to  which  they  make  eqruity  investment  or  otherwise  as- 
sist non-traditional  lending  institutions.  In  fact,  tney  already  do.  The  Interagency 
Questions  and  Answers  Regarding  Community  Reinvestment,  issued  by  the  regu- 
lators last  May,  clearly  discusses  the  wide  range  of  options  available  to  traditional 
financial  institutions  in  meeting  their  CPA  obligations  (FFIEC,  Notice  92—40,  May 
12,  1992).  The  document  lasts  the  provision  of  support  for  community  development 
credit  unions  and  community  development  corporations  as  eligible  activities  for  CPA 
purposes.  A  provision  to  the  Housing  and  Community  Development  Act  of  1992  ex- 
tended this  provision  to  support  for  minority  owned  banks.  We  believe  new  legisla- 
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tion  is  needed  at  this  time  for  traditional  banks  to  receive  CRA  credit  for  invest- 
ments in  community  development  banking  initiatives. 

At  the  same  time,  while  providing  traditional  lenders  with  CRA  credit  for  invest- 
ment and  support  for  non-traditional  lenders  is  consistent  with  current  policy,  we 
believe  these  activities  should  not  receive  undue  weight  in  the  CRA  ratings  process. 
Here  is  how  this  could  happen. 

The  CRA  examination  process  is  far  from  being  an  exact  science  and  the  perform- 
ance standards  that  are  used  by  examiners  are  not  formulaic.  Agency  examiners  are 
required  to  rate  lenders  in  12  areas,  ranging  from  ascertainment  of  credit  needs, 
afiirmative  marketing  efforts,  participation  in  government  sponsored  lending  pro- 
grams, to  direct  evidence  of  discrimination.  In  essence,  the  examiners  attempt  to 
measure  the  level  of  efforts  expended  by  the  institution  in  meeting  its  CRA  obliga- 
tion. 

Without  proper  guidance,  we  fear  that  the  examiners  may  tend  to  give  too  much 
emphasis  to  relatively  small  amounts  of  investments  that  were  made  in  nontradi- 
tional  lending  institutions.  However,  any  attempt  to  quantify  the  weight  that  invest- 
ments in  these  nontraditional  institutions  should  receive  could  unintentionally  un- 
ravel the  entire  CRA  assessment  process.  In  any  event,  we  believe  that  this  issue 
can  best  be  dealt  with  at  an  administrative  level. 

This  ends  my  formal  testimony.  I  will  be  glad  to  answer  any  questions  you  may 
have. 


# 
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rtDtsendix  I 


Center  for  Community  Change 


April    30,     1992 


"THE  TRAIL  OF  TEARS" 
A  CHRONOLOGY  OF  FAIR  LENDING  ENFORCEMENT 


The  history  of  enforcement  of  this  country's  fair  lending  laws  by  the  federal  banking  regtJatory 
agencies  is  little  known  and  littie  publicized.  The  reason  for  this  obscurity  may  be  that  there  has 
never  been  a  time  when  these  laws  have  been  aggressively  enforced.  The  agencies  had  to  be  sued 
before  they  even  acknowledged  their  responsibility  to  enforce  the  laws,  and,  except  for  the  rare 
occasions  when  this  issue  has  been  in  the  limelight,  fair  lending  enforcement  has  been  a  very  low 
priority  for  all  of  the  banking  regulators,  as  the  following  chronology  illustrates. 


1968 


June,  1969 


March,  1971 


June,  1971 


December,  1971 


March,  1972 


June-Nov.,  1974 


Congress  enacts  the  Fair  Housing  Act,  making  it  illegal  to  discriminate  in 
residential  mongage  lending  on  the  basis  of  race,  color,  religion  or 
national  origin. 

HUD  recommends  that  each  of  the  banking  regulatory  agencies  (FRB, 
OCC,  FDIC.  FHLBB*)  adopt  rules,  regulations  and  procedures  to  insure 
that  the  institutions  they  supervise  and  regulate  are  in  compliance  with  the 
Fair  Housing  Act.  Agencies  take  no  action. 

Ten  civil  rights  organizations  (including  the  National  Urban  League,  the 
National  Urban  Coalition,  the  NAACP  and  others)  file  a  petition  with  each 
of  the  agencies  requesting  that  the  agency  adopt  rules,  regulations  and 
procedures  to  insure  against  discriminatory  practices  by  banks  and  thrifts. 

At  the  request  of  HUD,  the  banking  agencies  survey  18,000  lending 
institutions  about  lending  practices  that  might  discriminate  against  minorit>- 
applicants.  Responses  from  more  than  15,000  instiiudons  revealed 
widespread  discrimination,  including  the  use  of  the  racial  or  ethnic 
character  of  a  neighborhood  in  determining  whether  to  make  loans  on 
propeny  located  in  that  neighborhood,  refusal  to  make  loans  in  minority 
communities,  and  consideration  of  the  applicant's  race  in  deciding  whether 
to  make  a  mongage.  In  some  large  cities  with  large  minonty  populations. 
over  half  of  the  S&Ls  admitted  refusing  to  make  loans  in  minority 
neighborhoods. 

Each  of  the  agencies  announces  its  intention  to  consider  fair  lending 
regulations.  With  the  limited  exception  of  the  FHLBB  (described  below), 
none  of  the  agencies  ever  adopted  such  regulations. 

FHLBB  releases  results  of  a  survey  conducted  among  selected  thrifts  about 
their  lending  practices  and  criteria.  Survey  reveals  thrifts  .admit  to  1 1 
different  ways  that  they  discnniinate  illegally  against  minonues,  including 
requiring  lower  loan-io-value  ratios,  requiring  shorter  loan  lenns.  charging 
higher  interest  rates,  and  disqualifying  neighborhoods  on  the  ba.sis  of  their 
racial  characteristics. 

Agencies  conduct  fair  iiousing  infomiation  surveys  covering  lenders  in  IS 
meu"opolitan  aicas  to  dciemiine  whether  institutions  are  in  compliance  with 
fair  lenciin''  laws.  Tlie  results: 
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Federal  Home  Loan  Bank  Board  Survey  (analyzed  53,705  mortgage  applications 

in  6  cities) 

Otv  White  Rejection  Rate  Black  Rejection  Rate 

Atlanta  7.1%  12.4% 

Buffalo  15.1%  28.8% 

Chicago  7.0%  18.4% 

San  Antonio  8.8%  23.3% 

San  Diego  5.4%  18.2% 

Washington,  DC  8.8%  15.1% 

City  White  Rejection  Rate  Hispanic  Rejection  Rate 

San  Antonio  8.8%  18.0% 

San  Diego  5.4%  8.7% 


Federal  Reserve  Board/FDIC  Survey  (analyzed  20,000+  applications  in  6  cities) 

White  Rejection  Rate  Black  Rejection  Rate 


Baltimore 

12% 

24% 

Jersey  City 

12% 

22% 

Tampa-St.  Petersburg 

11% 

18% 

Galveston 

7% 

18% 

Jackson 

14% 

17% 

Valejo-Napa 

24% 

10% 

Office  of  the  Comptroller  of  the  Currency  Survey  (analyzed  12,707  applications 
in  6  cities) 

City  White  Rejection  Rate  Non-white  Reject.  Rate 

Bridgeport 

Cleveland 

Memphis 

Montgomery 

Topeka 

Tucson 


NOTE:  The  OCC  survey  contained  infonnaiion  on  (he  creditworthiness  of  the  borrower,  allowing 
for  a  comparison  between  minonties  and  non-minorities  with  the  same  gross  annual  income,  the 
same  gross  assets,  the  same  outstanding  indebtedness,  the  same  monthly  debt  burden,  and  the 
same  number  of  years  in  present  occupation.  In  every  case,  the  comparison  shows  minonties  are 
rejected  at  a  far  higher  rate  than  whites  with  liie  same  characteristics. 


11.1% 

15.8% 

16.2% 

26.5% 

13.1% 

23.0% 

15.67o 

48.5% 

11.5% 

33.5% 

9.3% 

22.0% 

70-832  0-93-19 
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1974  Congress  enacts  the  Equal  Credit  Opportunity  Act  (ECOA),  prohibiting 

discrimination  in  lending  on  the  basis  of  race,  color,  religion,  national  origin, 
sex,  marital  status,  age,  the  receipt  of  public  benefits,  and  the  exercise  of  rights 
under  the  Consumer  Credit  Protection  Act.  Also  amended  the  Fair  Housing  Act 
to  prohibit  discrimination  based  on  sex. 

1974  FHLBB  enacts  non-discrimination  regulations,  prohibiting  discrimination  based 

on  certain  characteristics  of  the  borrower  or  the  neighborhood  in  which  the 
security  propeny  is  located.  The  agency  did  not,  however,  establish  procedures 
to  monitor  or  enforce  compliance  with  the  regulations. 

July,  1976  The  National  Urban  League  and  nine  other  civil  rights  organizations  file  suit  in 

US  District  Coun  for  the  District  of  Columbia  against  the  four  federal  banking 
regulatory  agencies.  The  suit  charges  the  agencies  with  failure  to  discharge  their 
responsibilities  under  the  Fair  Housing  Act  to  insure  that  the  institutions  they 
regulate  are  in  compliance  with  the  law.  (National  Urban  League  et.  al.  vs.  Office 
of  the  Comptroller  of  the  Currency  ei.  al..  DC  District  Court,  CA  76-0718) 

1977  The  National  Urban  League  and  other  civil  rights  groups  reach  settlement 
agreements  with  three  of  the  agencies  (the  suit  against  the  Fed  was  dropped  for 
lack  of  standing).  The  settlements  call  for  the  agencies  to  establish  examination 
procedures  and  to  train  examiners  in  the  implementation  of  those  procedures,  to 
insure  compliance  with  fair  lending  laws.  The  senlements  also  call  for  each  of 
the  agencies  to  set  up  a  computerized  system  to  collect  and  analyze  information 
about  the  mortgage  lending  practices  of  the  institutions  they  regulate.  Data 
produced  by  these  systems  are  to  serve  as  an  aid  for  examiners,  to  focus  their 
examination  efforts  on  potential  problems  of  discrimination. 

1978  Agencies  establish  computerized  fair  lending  data  collection  systems  described 
above. 

1981-2 

(approx.)  Settlement  agreements  expire. 

1981  to  1984      The  numberof  examiner  hours  spent  on  consumer  compliance,  civil  rights,  and 
community  reinvestment  by  the  Fed  drops  by  25%.  The  number  of  examiner 
hours  spent  by  the  OCC,  FDIC  and  FHLBB  on  these  compliance  exams  drops 
by  74%.  (Source:  BankWatch,  testimony  submitted  to  the  Senate  Banking 
Committee  Subcommittee  on  Consumer  Affairs,  October,  1989.) 

May,  1988  The  Atlanta  Journal/Constitution  publishes  a  Pulitzer  Prize  winning  series,  "The 

Color  of  Money,"  showing  that  minority  neighborhoods  receive  5  times  fewer 
mortgage  loans  than  white  neighborhoods  of  the  same  income  level  in  Atlanta. 

August,  1989      The  Federal  Reserve  Bank  of  Boston  releases  a  study  of  mortgage  lending  in  that 
city  showing  a  24%  difference  in  the  level  of  lending  to  minority  versus  non- 
minority  neighborhoods,  after  controlling  for  income,  wealth,  housing  value  and 
housing  development. 

October,  1989   The  Consumer  Affairs  Subcommittee  of  the  Senate  Banking  Committee  holds  a 
hearing  on  discrimination  in  mortgage  lending.  Subcommittee  Chairman  Senator 
Alan  Dixon  comments.  "I'ln  not  a  suitisticiiin,  but  when  blacks  are  gettini:  their 
loan  applications  rejected  twice  as  often  as  whites  and,  in  some  cities,  it's  three 
and  four  times  as  often,  I  concliule  that  discrimination  is  part  of  the  problem... 
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It's  21  years  since  passage  of  the  Fair  Housing  Act.  Fifteen  years  since  the 
Equal  Credit  Opportunity  Act  was  passed  in  the  Congress:  and  II  years  since  the 
Community  Reinvestment  Act  became  the  law  of  this  land,  and  still  we  liave 
discrimination  in  mortgage  lending.  The  problem  today  is  not  lack  of  laws,  in 
my  view,  it  is  lack-luster  enforcement." 

May,  1990         The  four  federal  banking  regulatory  agencies  testify  before  the  Senate  Banking 
Committee  Subcomminee  on  Consumer  Affairs  that,  within  the  previous  three 
years,  only  one  (the  OCC)  had  referred  a  violation  of  the  Fair  Housing  or  Equal 
Credit  Opponunity  Acts  to  the  Justice  Depanment  for  prosecution. 

October,  1990    Federal  Reserve  Board  Consumer  Advisory  Council  recommends  that  the  Fed 
undertake  a  pilot  project  to  explore  the  usefulness  of  testing  as  a  civil  rights 
compliance  tool. 

Sept.,  1991         Board  of  Governors  of  the  Federal  Reserve  unanimously  rejects  the  CAC's 
recommendation  on  testing. 

Oct.  21,  1991      Federal  Reserve  releases  results  of  analysis  of  1990  Home  Mongage  Disclosure 
Act  data,  showing  that  minorities  are  rejected  for  mongage  loans  more  than  twice 
as  often  as  whites,  and  that  a  poor  white  applicant  is  more  likely  to  be  granted  a 
mongage  than  a  wealthy  black  applicant.  The  Fed  comments  tiiat  the  numbers 
are  "worrisome,"  but  do  not  prove  discrimination.  None  of  the  other  agencies 
issues  a  public  comment,  and  none  of  the  agencies  announces  any  new  fair 
lending  enforcement  initiative. 

*  The  four  banking  regulators  at  that  time  were  the  Federal  Reserve  Board  (FRB),  the  Oftlce  of 
the  Comptroller  of  the  Currency  (OCC),  the  Federal  Deposit  Insurance  Corporation  (FDIC),  and 
the  Federal  Home  Lxjan  Bank  Board  (FHLBB).  The  Bank  Board  was  abolished  in  1989.  and 
regulation  of  federally  chanered  savings  and  loan  associations  was  transferred  to  the  Office  of 
Thrift  Supervision  (OTS). 

This  chronology  of  the  major  events  in  the  history  of  fair  lending  enforcement  by  the  federal 
banking  regulatory  agencies  was  prepared  by  the  Neighborhood  Revitalizarion  Project  of  the 
Center  for  Community  Change  (CCC).    CCC  is  a  national,  non-profit  organization  specializing  in 
fair  lending  and  community  reinvestment.  Rejection  rates  cited  are  quoted  from  a  1976  lawsuit 
filed  by  the  National  Urban  League  and  other  civil  rights  groups  against  the  banking  agencies  over 
their  failure  to  enforce  the  Fair  Housing  Act  (National  Urban  League,  et.  :il.  v.  Oft~.ce  of  the 
Compn-olier  of  the  Currencv  et.  ai.  DC  District  Coun,  CA  76-07 IS). 


For  more  information,  contact  Allen  Fishbein  or  Dcbby  Goldberg,  202-342-0567. 
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X     Ulosing  the  Money  Gap 


Home  Equity 

The  Community  Reinvestment  Act  hasn't  been  \ 

much  help  to  inner-city  businesses.  That  may  change.-. 


By  PfcTlER  Pae 

IN  1977.  jiiud  muUi  hufK  aiwl 
[iruiniie.  CuiigrcM  ikUM.-u  ihe 
CMiunuiiuy  Itcmve^mcnl  Acl. 
Tlte  dd.  wlucli  r«t|uirctl  tunk^ 
jiid  saving  dsui  Uuns  (o  lend 
til  all  aieoi;  in  wliich  lluiy  luke 
depu!>i(3i.  was  dUiM.ii  at  ifcilini; 
.iu>n;  iiivc^ineni  in  the  innur  aiy. 

Siiieen  yKurt  laier.  mctt(  black  enirc- 
{ireiieun  atfii^:  for  ilietn.  the  law  luj» 
been  preuy  iiiucb  ot  a  dutt 

'Tlie  lOLwk  M  CRAI  Uu  nu  been  uit 
lUMUifity  biuiiicM  lending.'  says  Suiuiy- 
llreiu  ManiiiMf.  lurnier  du-ector  of  (he 
Stale  t>l(tce  ui  Minuiiiy  and  Women  Uusi- 
iteks  AMikiance  iii  Ma&iacliusetls. 

Brenda  AUurd.  chairwoman  ut  the 
Aiiieiican  A^sutialiun  u(  Ulack  Women 
Enlrcpreneuni.  puu  it  mure  bluntly.  'I 
luiven  I  ^een  any  iniiwU  (of  Ihe  at(|  on 
our  nicnibcnt.'  ihe  says. 

Encouraged  by  Clinton 

11iat.  Ituwever.  may  be  ciianifuie. 
Cummuniiy  uruuint  aren  t  yel  ready  (o  eel- 
ebraie.  Did  (hey  du  believe  that  chant;e:> 
are  on  the  way  ilui  cuuid  finally  bol:iler 
anull  bukineu  lendmtf  relating  lu  the  l*)77 
le),'i:>|j'iun.  They  are  parlteulariy  eiicour- 
i^ud  by  Prestidenl  (Jlinion'ii  |irumiM:  lu 
strengthen  the  Cainmumty  Reinveijimuni 
prutTiin)  by  acaiing  a  network  uf  lUO 
Cuininunity  Ueveiopniciu  Banks  lo  ifive 
out  small  business  loans  and  murlifJues  in 
pour  urlian  and  rural  areas. 

Moieuver.  iliey  say.  states  are  al- 
ready inovini;  to  enforce  the  proiX'im  on 
Iheir  uwn.  The  New  Yunt  Sldte  Banking 
Dcturtnieni.  fur  cKaniple.  is  pro(>u:kiiig 
clunges  (0  its  bankint;  rules  that  would 
:ilrengihen  and  clanfy  the  pru^ain  with 
Ihe  idea  ui  increasmg  luuiis  to  small  busi- 
nesses m  low  income  areas.  Acknowledg- 
iiilf  "A  inonatju  in  the  jvailabilily  oi 
sm.iil  busmen  loans. '  Ihe  pru(Mi»al  calls 
fur.  amuni;  uiher  Ihmtjs.  ihe  development 
of  bank  coiisiinia  lu  pruvide  small  bust 
(less  loans,  particularly  in  amuunis  lang- 
inif  iruni  ioU.ouO  to  VJUO  000  Banks  ihat 
paitiLiiKite  in  a  consortium  could  help  en- 
hance their  Conimumly  Reinvestment 
ratings. 

The  program  lias  'had  minimal  im- 
pact on  leiidmg  tu  minuniles,  but  ihe 
hanuwntmg  on  the  wall  is  prumismg.' 
says  Juhn  Taylor,  executive  director  ol 
the  National  Cuminuniiy  Reinvestment 
Coalition,  dti  association  of  communiiy 
^uups  m  Washingion.  O.C: 

It^nored  in  Ihe  'SOs 

Prupuiienis  say  it's  atwut  time.  The 
k'^islallun  was  passed  In  1977  iii  response 
to  Luiicerns  ihal  banks  were  "redlining ' 
around  ecunumically  depressed  areas,  ex- 
cludint;  these  poor  neighborhoods  from 
credit,  but  the  act  was  relatively  ignored 
in  the  uereeuiatury  environment  u(  the 

ISlMlS. 

Then  in  {•ita.  as  part  uf  Ihe  ihrill  in- 
dustry Dailout.  niurtgage  tenders  were  re- 
quired to  publicly  report  home  loans  ac- 
curdint:  tu  borrowers  income,  race  and 
location.  At  last,  community  groups  nad 
Ihe  amniuniiion  ihey  needed:  stalisiical 
tvidence  that  black  and  Hispanic  rnurt 
ai^K  applicants,  regardless  ut  income,  are 
much  mure  likely  (o  be  turned  down  ilun 
while  apphcanls  are. 


-hjhi 


Black  and  White 

AovrdifiK  Ut«MM  stiMly.  t>l«cX-wwncd 
limu  fum  luroaad  dwwn  tur  bank  lui*n* 
inwr*  otlcn  Uuut  mrm  wiiuc-wwihhI  Amu 
Morcuvcr.  iht  kuiu  lAcf  rvceiv*. 
pantCuLifly  in  pour.  iiin«r-«U]r 
ncitjldwrttowlA.  ore  auullcr. 

WHITE'CWNCO  FIRMS: 


PcrecaUc*  oi  >pt>licaaU 
tkM  racciv*  bank  louu 

32« 

Averaifc  Uma 

(61630 

AvcnM{«  loiiA  for  borrowvn 
In  low*inco««.  urfaaa  mrKt 

tfiiOStl 

BtJkCK'OWNCO  f  IRMS: 

PerccaU(«  of  applicaACs 
ibm  rocoive  bonk  lu«iu 

iS% 

Aveni|f«  loan 

$20  604 

in  lowincomo.  urbon  arcu 

S2S.324 

urOoa  puttfT  uiM*Jr>M  <ti  M«  Nttm  ittkitoi  far 


At  about  (he  same  iime.  new  bankint; 
provisions  put  mure  tecih  into  the  long-ig- 
nored acl.  The  provisions  called  for  pen- 
ixlk  reviews  and  grading  oi  banks'  lend- 
ing ocuvuies  i^oud  CRa  ratings  became 
one  of  the  key  cnieria  for  obtaining  regu- 
latory approval  for  banks'  merger  and  ac- 
quisition plans. 

Community  groups  knew  a  good 
weapon  when  they  saw  one:  Using  the 
CRA  legislation.  Ihe  groups  could  win  loan 
cuminitmenis  by  ihrealenmg  to  coallenge 
proposed  mergers  and  acquisilions. 

Uul  while  Ihe  act  has  been  used  to  ob- 
tain inner  city  lending  commuments  from 
banks,  muui  ui  the  money  nas  been  lar- 
b'Cied  fur  housing,  with  Utile  going  toward 
small  businesses.  That's  Urgely  because 
banks  aren  I  required  lo  pruvide  oaU  on 
their  small  business  lending  practices,  as 
ttiey  are  with  housing  luans. 

That  inturmatiun  is  cnncal  in  assess- 
ing wnat  IS  and  wnai  isn  t  happening  (o 
minority  business  Icnuing, '  iays  Mr.  Tay- 
lor of  the  National  Community  Keinvesl- 
ineiit  iJualition. 

Adds  Allen  KIshoem.  director  of  the 
Washington.  O.C.  Center  lor  Community 
Qiange.  'We  re  shociing  in  the  dark,  and 
that  s  not  going  to  change  without  gudnti- 
(alive  data.' 

Failed  Amendment 

An  cllort  to  insen  an  amendment  to 
Ihe  m2  banking  Qill  catling  for  banks 
lo  report  ilteir  small  business  lenuing 
recuid  was  unsuccessiol  Bankers  denied 
that  they  redline  ana  argued  ihat  the  pro- 
visiun  wuuid  have  auded  intoieraole  pa- 
perwork. 

They  also  argue  that  tne  amendment 
tsn  I  nenJed.  'We  ve  seen  a  lot  of  exam- 
ples ui  special  programs  to  provide  lend 
Ing  to  minoriiy-owneU  business.'  lays  a 
spokeswoman  fur  :ne  American  bankers 
Association.  'It  Is  a  resuii  of  banks'  in- 
creased sensitivity  lO  CRA 

Community  groups  aav  ihe  oanners 
uversiaie  iheir  contributions.  But  ihey  do 
agree  that  the  Cummunit\  Keinvestmcnt 
ACl^  unpad,  white  minimal,  is  better 
Iliau  nuiliing 

Williuul   CRA.    juu   would   t\l'^c   nu 


b^udu  leuUing.  pcnud."  says  Pete  Put- 
aam.  director  of  Cumumniiy  cluaiition 
for  Kair  Uankmg  in  New  Yutk.  He  says, 
tor  example,  dial  tliaiiks  to  the  act,  llie 
grwip  last  year  was  able  to  get  Bank  u(^ 
New  fork  CAirp.  lu  expand  its  lending 
area  to  certain  lower  iiicoiiie  neiglibor- 
huods  III   New   York,  even  itHHigli  Itie 
bank   didn'l    have    any    ttranches   and 
didn  I  take  depusils  in  ilwse  areas.  Th«N 
group  had  ilireatened  lo  nold  up  Uanl^f 
of  New  York  s  acquisiiiun  of  62  Barclay  , 
Bank     braiicncs.     alleging     the     bank 
rarely  leni  money  in  poor,  mostly  mmur- 
ity.  neighbuihouds. 

Ted  Wysocki.  executive  directur  uf  the  , 
Qucagu  Association  uf  Neii;hbuiluud  De: 
velopmenl  Orgaiiuation.  concurs.  'Thing>.- 
would  be  a  tot  wurse  il  we  didn't  have., 
CRA.'  he  says,  noting  ilial  "without  it.  1  \ 
don  I  know  if  we  could  have  put  tugeihef  • 
our  iiUHivative  prugraiii.' 

Chicago's  Program 

Indeed.  Mr.  Wysucki  s  assucialiuii  tiAi  . 
recenily  been  able  to  get  17  baiiKS.  m  con< , 
juctton  with  the  stale,  to  ilnaiice  a   micro- 
loan'  program  in  Chicago.  Under  ine  pro- . 
gram,    which    helps   banks   fulfill   ihetr 
Commiuuty    Keinvestmcnt   lequirernent. 
[he  state  government  agreed  lo  miect  il9  * 
million  in  state  deposits  with  the  bonks. 
with  the  interest  generated  from  the  de-  ■ 
posits  to  be  used  lo  provide  luans  and) 
training  to  ininuiiiy^wned  business  m 
the  inner  uty. 

Alfneda  Uuckery  was  uue  uf  the  bene-  * 
flcianes.   When  she  staned  her  iravel 
agency-U  Send  Me  Travel  in  the  Jocksoai 
Park    area    uf    Gucagu-iii    la'dl.    she 
couldn  t  gel  a  bank  loan.  Inslead.  she  bor  . 
rowed  SlO  uuO  from  close  inends.  ^ 

Banxs.  she  says,  wouidn  I  even  con- 
sider the  venture  because  she  wasn  l  able.^ 
to  snow  a  track  recurd  of  running  a  ousr 
ne&s  for  two  years 

-It's  son  of  like  Catch-£i."  says  Ms.  - 
L>)ckei7.  'Yr.u  have  to  prove  yuurseif  that 
you  can  run  a  business,  but  how  can  you  r 
do  mat  when  they  wont  lend  lu  >uu  to* 
start  the  business  in  the  tirsl  place 

3ut  last  November.  Ms.  Docket y  re-: 
ceived  a  S^.OUO  banx  loan  ihrouijn  the 
Chicago  program.  Allhuugh  the  loan  was  , 
for  only  half  as  much  as  slie  wanted,  she  ' 
used  It  pnmanly  lo  aud  new  otdce  equip- 
ment. Moreover.  .\ls.  Dockery  says,  il  will  ^ 
be  invaluaoie  m  eventually  persuauing ' 
banks  to  lend  her  more  money,  helping  10 
establish  bank  credit  for  the  company 
Ms.  Dockery  hopes  thai  eventually  she  . 
can  turn  to  the  banks  wiihuut  fear  oi  re- 
lection  when  she  neeos  ilnancing  lo  ex 
paitd  her  business. 

'I  pursued  the  loan  so  that  1  could 
nave  viabihly  with  the  banks."  Ms.  Duck 
ery  says. 

Some  similiar  programs  are  sianing 
to  appear,  sucn  as  the  Massachusetts  Mi- 
nority Enterprise  Investment  Corp..  but  * 
Ihey  have  been  small  and  slow  ij  grow. 
The  Chicago  prugram.  lur  instance,  plan:* 
(0  lend  only  abuui  SIOO.OQO  a  year. 

'We're  providing  lending  that  cuuidn't 
be  done  by  oanks. '  lays  Tom  ihuinperi.  . 
president  ol  the  Massachusetts  program 
'The  difficulty  is  that  the  kind  ul  lending 
we  do  IS  iime-cunsuming  and  takes  -m 
much  hand  holding  "    U 

MH.  l>\t.  ISA  SVAtY  Ht-HllHTtl  IN   HlL  WALL 
STHLLT  JUUliNALs  NlW  Vu«X  UUhLAU 
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TESTIMONY  BY  GALE  CINCOTTA 

Executive  Director,  National  Training  and  Information  Center 

Chairperson,  National  People's  Action 

Discrimination  and  Disinvestment 

After  decades  of  saying  that  we  should  stop  arguing  about  whether  there  is  dis- 
crimination or  not,  and  start  doing  something  about  it,  all  the  publicity  around  the 
HMDA  data  and  the  Boston  Fed  Study  have  finally  brought  us  to  the  point  where 
we  can  do  this. 

Despite  public  attention  to  this  matter  and  general  agreement  on  it,  the  regu- 
latory agencies  that  are  responsible  for  detecting  and  handling  discrimination  show 
no  commitment  to  their  job. 

Lax  enforcement  is  not  the  only  reason  we  haven't  made  more  progress  in  combat- 
ing discrimination  and  disinvestment.  We  also  lack  information.  The  HMDA  data 
has  proved  how  useful  it  is  in  showing  housing  discrimination.  But  we  don't  have 
the  same  data  for  commercial  credit  availability. 

The  ability  of  disinvested  communities  to  revitalize  doesn't  depend  only  on  hous- 
ing development;  there  has  to  be  plenty  of  commercial  development,  as  well.  Small 
businesses  development  is  especially  important,  since  it  lets  neighborhood  residents 
revitalize  their  own  neighborhoods,  and  create  jobs  for  their  neighbors. 

This  discrimination  that  we  have  in  housing  and  business  lending  means  that  the 
South  Central  L.A.'s  of  this  country  are  just  going  to  multiply.  The  American  Dream 
that  anyone  can  accomplish  what  they  want  in  this  country  is  really  the  Big  Lie 
until  we  stop  cutting  off  access  to  success  for  certain  people  and  certain  neighbor- 
hoods. Discrimination  means  that  some  people  can  never  get  the  resources  they 
need  to  make  their  lives  and  their  neighborhoods  better. 

Problems  With  CRA  Enforcement 

Regulation  C 

In  December  1989  the  Federal  Reserve  Board  of  Governors  published  final  regula- 
tion "C"  which  reversed  14  years  of  policy,  and  which  denied  the  public  access  to 
HMDA  data  for  an  additional  8  months.  We  fought  the  change  steadily  with  numer- 
ous meetings  and  letters,  including  letters  of  support  from  Senators  on  the  Banking 
Committee  and  from  then  Secretary  of  HUD  Kemp.  These  letters  expressed  that 
Regulation  C  contradicted  Congressional  intent,  and  needlessly  deprived  commu- 
nity-based organizations  of  HMDA  data,  the  basis  for  all  their  reinvestment  agree- 
ments. None  of  these  efforts  to  reverse  the  1989  regulation  has  been  successful. 

The  reason  given  for  the  new  regulation  was  that  the  FFIEC  would  process  the 
new  HMDA  data  required  under  FIRREA  (which  aggregates  the  number  of  applica- 
tions and  rejections  by  race,  gender,  and  income)  and  release  it  together  with  re- 
ports on  the  "old"  HMDA  (which  documents  the  number,  type,  and  dollar  amount 
of  loans  made  by  an  institution,  by  census  tract). 

There  are  two  reasons  why  this  doesn't  make  any  sense.  First,  the  two  reports 
("old"  HMDA  and  "new"  HMDA)  are  not  meshed  in  any  way.  They  were  always,  and 
still  are,  separate  reports.  Second,  lending  institutions  already  had  HMDA  reports 
ready  for  release  to  the  public,  and  were  told  to  withhold  them,  pending  release  of 
the  new  HMDA  reports  by  the  FFIEC. 

The  one  accommodation  which  has  been  made  to  the  wishes  of  community  groups 
has  been  to  legislatively  mandate  public  release  of  Loan  Application  Registers  (or 
LARs).  LARs  contain  the  raw  data  from  which  HMDA  reports  of  lending  by  census 
tract  are  made,  however  the  information  is  not  ordered  by  census  tract,  and  there 
is  often  a  huge  quantity  of  it.  LARs  are  not  helpful  to  community-based  groups,  who 
cannot  devote  the  enormous  amount  of  labor  that  would  be  necessary  to  make  sense 
out  of  raw  data. 

Watch-Listing  Real  Estate  Loans 

Around  the  same  time  Regulation  C  came  into  effect,  we  became  aware  that  one 
of  the  regulators  was  placing  all  real-estate  loans  on  a  watch  list,  which  required 
lenders  to  be  capitalized  at  a  higher  rate.  Thus  lenders  were  between  a  rocK  and 
a  hard  place.  They  had  to  fulfill  CRA  reqruirements,  but  were  penalized  for  it  by 
having  to  increase  their  reserves  to  back  tnose  same  loans,  regardless  of  their  real 
risk. 

Regulators  still  periodically  place  more  complicated  community  development 
proiects  on  watch  lists  because  of  their  layered  financing,  which  penalizes  banks, 
and  treats  such  loans  as  if  they  were  riskier  than  normal.  In  fact,  the  layered  fi- 
nancing protects  the  bank's  investment,  and  is  especially  safe. 
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Fair  Lending  Violations  Are  Not  Translating  Into  CRA  Ratings 
Fair  Lending  Law 

Since  the  Fair  Housing  Act  of  1968  and  the  Equal  Credit  Opportunity  Act  of  1974, 
all  the  bank  regulators  combined  have  found  one  case  of  likely  race  discrimination 
to  refer  to  the  Justice  Department  for  investigation.  This  is  the  simplest  way  to 
summarize  the  total  lack  of  enforcement  by  regulators  of  the  Fair  Lending  laws. 
Four  specific  examples,  provided  by  Dr.  Calvin  Bradford,  also  show  how  the  regu- 
lators have  not  picked  up  on  blatant  discrimination,  even  when  another  agency  doc- 
uments it. 

1.  Decatur  Federal 

On  the  same  day  that  Justice  Department  officials  pulled  files  at  Decatur  Federal 
to  investigate  discrimination,  the  Federal  Home  Loan  Bank  Board,  who  knew  of  the 
investigation,  began  its  consumer  compliance  exam  of  the  bank.  Two  weeks  later, 
the  regulator  gave  Decatur  the  second  highest  rating  (a  2  out  of  5),  and  shortly  after, 
the  Justice  Department  sued  the  bank  for  violating  the  rights  of  48  applicants  to 
the  tune  of  $1  million,  and  for  showing  a  20-year  pattern  of  discriminatory  practices. 

2.  The  Green  Case 

After  the  Greens,  an  African-American  couple  from  Chicago's  west  side,  were  de- 
nied a  loan  with  no  reason  given,  they  filed  a  complaint  with  the  FDIC.  (It  is  illegal 
to  deny  an  applicant  without  providing  a  written  reason  for  the  denial.)  The  FDIC 
never  contacted  the  Greens  to  respond  to  their  complaint,  and  when  they  examined 
the  bank  one  month  later,  no  record  of  race  discrimination  was  found.  The  Greens 
were  awarded  an  unprecedented  $250,000  settlement,  and  the  Justice  Department 
is  now  investigating  the  bank  for  criminal  fraud  in  lying  to  the  FDIC. 

3.  Meridian  Bank 

New  Jersey  Citizen's  Action  challenged  an  application  by  Meridian  Bank  to  move 
into  New  Jersey  based  on  a  pattern  of  discriminatory  practices  in  Pennsylvania.  Me- 
ridian's 1991  HMDA  data  from  Philadelphia  shows  the  bank  made  more  mortgage 
refinance  loans  than  home  purchase  loans,  but  hardly  any  to  minority  homeowners. 
Meridian  made  223  refinance  loans  that  year,  and  210  home  purchase  loans.  While 
35  percent  of  the  purchase  loan  applications  came  from  minorities,  only  3  percent 
of  the  refinance  applications  did.  Data  for  another  metropolitan  area  was  similar. 

In  defense  of  these  practices,  Meridian  cited  the  following  profile  of  minorities  as: 

more  likely  to  be  single  heads  of  households  and  therefore  less  likely  to  have  dual 

incomes; 
having  significantly  less  income; 
having  higher  unemployment; 
more  likely  to  live  below  poverty  level; 
more  likely  to  live  in  renter-occupied  housing  units. 

In  addition  to  their  obviously  discriminatory  tone,  none  of  these  statements  is  a 
valid  underwriting  criterion.  Even  more  importantly,  however,  each  of  these  state- 
ments is  completely  irrelevant  to  refinance  loans,  where  all  applicants  must  already 
be  homeowners. 

The  Federal  Reserve  Bank  Board  granted  the  bank  an  "Outstanding,"  the  highest 
possible  rating,  in  a  glowing,  35  image  evaluation. 

Support  materials  written  by  Dr.  Calvin  Bradford  are  available,  which  provide 
more  detail  on  the  cases  summarized  above. 

What  Congress  Can  Do 

Stop  Attacks  on  CRA 

It's  ridiculous  how  I  keep  coming  into  town  to  testify  about  all  the  reinvestment 
that  has  happened  under  CRA,  and  that  Congress  asks  for  ways  to  strengthen  it, 
while  the  ABA  constantly  gets  bills  introduced  to  kill  CRA.  We  have,  to  fight  these 
small  bank  exemptions  and  safe  harbor  amendments  all  the  time.  The  most  useful 
thing  you  could  do  would  be  to  put  a  moratorium  on  these  attacks  so  that  we  and 
the  bankers  could  stop  wasting  all  our  time  on  this. 

Commercial  Loan  Disclosure 

We  have  every  reason  to  believe  that  discrimination  in  commercial  lending  is  at 
least  as  bad,  if  not  worse,  than  it  is  in  mortgage  lending.  Business  investment  is 
riskier,  and  there  hasn't  been  much  public  attention  focused  on  credit  availability 
for  business.  The  lack  of  data  has  meant  a  lack  of  exposure  for  this  issue,  little  pub- 
lic discussion,  little  action,  and  little  progress. 
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One  Regulator  for  Fair  Lending  and  CRA 

After  all  the  discussion  about  how  the  regulators  never  find  redlining,  never  find 
discrimination,  I  think  it's  time  to  make  some  sense  out  of  this  regulatory  process. 

We  need  one  agency  devoted  exclusively  to  discrimination  issues,  where  CKA  and 
Fair  Lending  are  merged,  and  don't  have  to  compete  with  Safety  and  Soundness 
anymore.  CRA  and  safety  and  soundness  comoete  now,  because  the  agencies  are 
really  set  up  for  safety  and  soundness  first.  Most  examiners  are  really  trained  in 
safety  and  soundness,  and  CRA  is  just  a  secondary  job  they  have  to  squeeze  in.  Over 
90  percent  of  the  agencies'  time  is  devoted  to  safety  and  soundness.  The  rest  is  split 
amongst  three  different  areas,  one  of  which  is  consumer  compliance. 

K  all  discrimination  enforcement  was  in  one  agency  that  was  set  up  for  that  pur- 
pose, they  could  link  findings  of  individual  cases  of  discrimination  to  CRA  ratings 
and  plans  for  improvement. 

Until  we  can  accomplish  that,  however,  there  is  one  immediate  step  that  could 
be  taken.  The  Agencies  should  be  headed  by  people  who  are  serious  about  enforcing 
CRA  and  other  consumer  laws.  It's  obvious  that  they  aren't  now,  and  this  change 
would  bring  some  immediate  improvements. 

No  CRA  Exemptions 

There  have  been  various  suggestions  made  for  exempting  banks  from  CRA  if  they 
contribute  a  certain  percentage  of  assets  to  community  development  banks.  No  ex- 
emption of  any  kind,  for  any  reason,  is  acceptable. 

tne  full  resources  and  assets  of  every  lender  in  the  existing  banking  system 
should  be  available  for  lending  to  any  qualified  borrower.  How  can  we  evaluate 
what  kind  of  contribution  or  commitment  is  equivalent  to  the  maximum  a  lending 
institution  could  be  doing  to  respond  to  the  lending  needs  of  the  community?  Each 
should  perform  to  the  best  of  its  ability  in  this  area.  All  we  are  asking  is  for  credit 
to  be  available  to  all  qualified  borrowers. 

We  also  cannot  support  a  dual  banking  system  where  the  regular  institutions  are 
for  some  kinds  of  people,  while  a  special  kind  of  institution  is  for  other  kinds  of  peo- 
ple, or  I  might  ada,  people  who  are  perceived  to  be  different. 

"The  narrow  standards  that  the  banking  system  has  operated  on  for  so  long  should 
not  be  enshrined  as  standards  of  "normal '  borrowers  and  "different"  borrowers. 

A  third  point  is  that  community  development  banks  are  a  largely  untried  kind  of 
institution.  There  are  a  handful  of  successful  ones  in  the  nation.  How  can  we  de- 
pend on  these  new,  untested  institutions  when  we  have  financial  giants  with  the 
abUity  and  expertise  to  do  lending  of  all  types? 

Even  if  a  new  network  of  community  development  banks  is  created,  I  want  to  em- 

Shasize  again  that  the  conventional  lending  institutions  still  have  to  be  required  to 
o  their  part.  Community  development  banks  will  never  be  big  enough  to  replace 
the  institutions  we  have  now  with  billions  in  assets.  Existing  institutions  have  got 
to  remain  open  to  legitimate  development  projects. 

Community  Development  Banks 

This  leads  me  to  another  point  on  CD  banks.  I  do  not  believe  that  creating  a 
whole  new  system  of  banks  is  necessary  or  even  desirable. 

We  have  a  highly  developed  banking  system  with  extensive  resources  in  place 
now.  If  we  set  up  a  whole  network  of  new  institutions,  we  will  spend  an  enormous 
amount  of  capital  simply  putting  them  in  place.  Whole  new  facilities  will  have  to 
be  estabUshea,  new  computer  systems  bought  and  set  up,  new  management  struc- 
tures staffed  and  paid  for. 

With  small  adoitions  in  space,  equipment,  and  personnel,  existing  institutions 
could  add  more  lending  for  less  money.  To  take  money  from  existing  banks  to  set 
up  entire  new  ones,  will  swallow  a  lot  of  capitol  that  could  have  been  more  produc- 
tive by  devoting  a  greater  portion  directly  to  lending. 

Community  Development  banks  also  require  unusually  visionary  and  skilled  peo- 
ple to  lead  tnem.  South  Shore  Bank  in  Chicago  is  the  nationwide  example  for  this 
kind  of  lending.  Where  are  we  going  to  find  more  Ron  Grzywinskis,  not  to  mention 
the  rest  of  his  staff,  to  multiply  across  the  country? 

Thank  you  Mr.  Chairman  and  members  of  the  Committee  for  hearing  my  testi- 
mony. 
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National  Training  and  Information  Center 

810  N.  Milwaukee  Ave.  C  Chicago,  Illinois  60622-4103  G  (312)  243-3035 


NEIGHBORHOOD  LENDING  PROGR^^M: 
TOTAL  LOANS  AND  GR.\NTS  PLEDGED  SINCE  PROGR.\M  INCEPTION 


Total  Loans  Tin  millions) 

1.  First  National  Bank  of  Chicago 

2.  Northern  Trust  Company 

3.  Harris  Trust  and  Savings  Bank 

4.  Continental  Bank 

TOTAL: 


1984-1989 

1989-199<i 

100mm 

150mm 

18mm 

25mm 

35mm 

50mm 

20mm 

25mm 

153mm 

225mm 

Total  Grants 

1.  First  National  Bank  of  Chicago  2mm  3mm 

2.  Northern  Trust  Company  400,000  1mm 

3.  Harris  Trust  and  Savings  Bank  600,000  1mm 

TOTAL:  3mm  5mm 

(TOTAL  PRODUCED):  3.7mm 


December,    1992 
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RESPONSE  TO  WRITTEN  QUESTIONS  FROM  SENATOR  RIEGLE 

BY  RICHARD  F.  SYRON 

Q.l.  According  to  the  Boston  Fed  study,  more  than  80  percent  of 
mortgage  loan  appHcants — white  and  black — ^have  imperfect  credit 
records.  Both  the  study  and  the  Decatur  case  suggest  that  loan  offi- 
cers are  treating  black  applicants  less  favorably  than  white  appli- 
cants. What  can  be  done  to  detect  whether  financial  institutions 
are  practicing  this  kind  of  discrimination? 

A.1.  The  Boston  Fed  study  found  that  most  applicants,  white  as 
well  as  minority,  exceed  some  guideline  for  obligation  or  loan-to- 
value  ratios  or  credit  history,  or  possess  a  characteristic  that  re- 
quires additional  documentation.  Accordingly,  loan  originators 
must  exercise  considerable  discretion  in  evaluating  loan  applica- 
tions. This  discretion,  while  desirable,  makes  the  detection  of  dis- 
crimination using  traditional  examination  techniques  difficult,  as 
most  rejected  applications  contain  plausible  reasons  for  denial. 
However,  statistical  methods  that  aggregate  over  many  applica- 
tions, as  was  done  in  the  Boston  Fed  study,  can  be  used  to  deter- 
mine whether  the  same  imperfections  are  treated  the  same  way  for 
applicants  of  different  races. 

The  Boston  Fed  study  was  intended  to  assess  lending  patterns  in 
the  Boston  metropolitan  area  as  a  whole  and  was  not  designed  to 
reveal  discrimination  at  the  institution  level.  Nevertheless,  such 
methodologies  can  be  used  to  assess  the  presence  of  discrimination 
in  individual  institutions  when  sufficient  numbers  of  both  minority 
and  white  loan  applications  exist.  The  procedure  cannot  be  used  for 
small  lenders  or  for  lenders  which  receive  few  minority  applica- 
tions. For  a  lender  with  sufficient  applications,  the  methodology  re- 
quires that  information  be  gathered  on  all  applicant  characteristics 
that  are  important  to  the  institution's  credit  decision;  the  analysis 
will  then  reveal  the  credit  standards  of  the  institution,  including 
the  role  played  by  race. 

Lenders  can  take  various  steps  to  help  ensure  that  they  are 
treating  people  of  different  races  fairly;  and  an  active  program  of 
self-assessment  and  outreach  to  minority  communities  would  seem 
to  provide  some  indication  that  the  institution  is  not  engaged  in 
discriminatory  practices.  Elements  of  such  a  program  would  in- 
clude training  loan  origination  staff  about  the  federal  and  state 
laws  that  protect  prospective  borrowers  from  biased  treatment, 
adopting  hiring  and  promotion  practices  that  foster  racial  diversity 
within  the  institution,  instituting  second  review  processes,  conduct- 
ing self-examinations  along  the  lines  of  the  Boston  study,  and  test- 
ing for  discrimination  in  the  pre-application  state. 

Q.5.  According  to  the  Boston  Fed's  study,  an  applicant  turned  down 
by  a  private  mortgage  insurance  company  was  600  percent  more 
likely  to  be  turned  down  for  a  loan  than  an  applicant  who  was  able 
to  obtain  insurance.  It  is  crucial  that  private  mortgage  insurers  not 
discriminate  in  making  their  decisions  about  who  to  insure. 

The  Mortgage  Insurance  Companies  of  America  announced  yes- 
terday that  they  will  voluntarily  provide  to  the  FFIEC  the  same  in- 
formation that  mortgage  lenders  are  required  to  provide  by  the 
Home  Mortgage  Disclosure  Act.  What  are  your  views  on  whether 
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this  action  will  help  to  promote  access  to  mortgages  for  minorities 
and  low-income  people. 

A.5.  Care  should  be  exercised  in  interpreting  the  Boston  Fed 
study's  finding  that  an  applicant  denied  private  mortgage  insur- 
ance is  almost  certain  to  be  denied  a  mortgage.  Only  2  percent  of 
the  applications  in  the  Boston  study  experienced  this  problem.  Ex- 
cluding these  applications  from  the  analysis  did  not  change  the  re- 
sults: the  higher  denial  rate  experienced  by  black  and  Hispanic  ap- 
plicants, holding  constant  economic  and  other  characteristics,  can- 
not be  attributed  to  the  denial  of  private  mortgage  insurance.  Nev- 
ertheless, since  the  minority  applications  in  the  Boston  Fed  study 
had,  on  average,  higher  loan-to-value  ratios  than  white  applica- 
tions, minority  applicants  are  more  likely  to  apply  for  mortgage  in- 
surance. Thus,  the  fairness  of  the  mortgage  insurance  decision  is 
very  important  to  minority  applicants. 

The  data  that  the  Mortgage  Insurance  Companies  of  America 
have  offered  to  supply  may  provide  some  insight  into  whether  dif- 
ferential treatment  exists.  At  a  minimum,  the  providing  of  this  in- 
formation suggests  that  the  mortgage  insurance  companies  are  con- 
scious of  their  responsibility  to  serve  minorities  fairly.  However, 
the  limitations  of  the  Home  Mortgage  Disclosure  Act  data  must  be 
recognized.  These  data  have  not  resolved  whether  discrimination 
exists  among  mortgage  lenders.  Since  information  is  not  collected 
on  variables  known  to  be  important  to  the  lending  decision,  racial 
differences  in  denial  rates  can  be  dismissed  as  attributable  to  the 
missing  factors. 

RESPONSE  TO  WRITTEN  QUESTIONS  FROM  SENATOR  RIEGLE 

BY  RETHA  WILSON 

Q.l.  How  does  mortgage  and  other  lending  discrimination  impact 
the  economic  health  of  low-income  and  minority  communities? 
A.1.  Mortgage  and  other  lending  discrimination  can  set  in  motion 
a  spiral  of  neighborhood  decay  and  abandonment  that  is  difficult 
to  stop.  Discrimination  in  the  mortgage  market  leads  to  housing 
abandonment,  and  to  the  decline  of  urban  tax  bases  as  residents 
move  to  the  suburbs.  Abandoned  houses  pose  a  real  and  present 
danger  to  urban  communities,  serving  as  havens  of  drugs  and 
crime.  At  the  same  time,  home  ownership  is  traditionally  the  first 
step  in  the  accumulation  of  assets  that  may  culminate  in  owner- 
ship of  a  small  business.  The  lack  of  access  to  mortgage  credit, 
then,  denies  not  only  housing  opportunities  for  individuals,  but  also 
employment  opportunities  for  whole  communities. 

LacK  of  access  to  small  business  credit  for  minorities  has  an 
equally  devastating  impact.  Would-be  entrepreneurs  who  cannot 
access  credit  simply  cannot  start  up  or  expand  a  small  business. 
This  contributes  to  widespread  unemployment,  and  the  erosion  of 
urban  tax  bases — which  in  turn  contribute  to  social  deterioration  in 
urban  communities. 

Without  access  to  conventional  bank  credit,  potential  home- 
owners and  entrepreneurs  are  forced  to  resort  to  a  "fringe"  banking 
sector — a  predatory  collection  of  pawnshops,  rent-to-own  compa- 
nies, and  finance  companies — that  may  charge  usurious  rates  an 
fees  to  minority  consumers. 
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Q^.  Last  week  the  Committee  held  hearings  on  reverse  redlining 
and  home  equity  scams.  We  heard  about  unregulated  lenders  who 
target  primarily  low-income  and  minority  individuals  and  provide 
second  mortgages  at  exorbitant  rates.  Have  you  heard  about  this 
practice  in  your  community? 

A.2.  We  have  heard  only  sketchy  and  anecdotal  evidence  of  such 
practices  in  Detroit.  Given  the  extreme  paucity  of  conventional 
credit  available  in  Detroit,  however,  there  is  ample  reason  to  be- 
lieve that  many  homeowners  would  be  vulnerable  to  such  practices. 

Q.3.  How  does  discrimination  by  insured  institutions  contribute  to 
this  problem? 

A,3.  Clearly  individuals  and  communities  that  are  unable  to  obtain 
credit  from  conventional  sources  are  especially  vulnerable  to  a 
range  of  credit  scams — including  second  mortgage  scams.  Indeed, 
the  consummate  irony  of  "reverse  redlining"  is  that  many  conven- 
tional lenders  who  were  unwilling  to  provide  credit  to  minorities  di- 
rectly, served  as  a  key  resource  lor  predatory,  unregulated  lenders. 
And  the  same  conventional  banks  who  refused  to  lend  to  minorities 
due  to  stereotypes  about  risk,  were  proved  wrong  by  heroic  home- 
owners who  did  all  they  could  to  make  their  payments — even  under 
the  most  abusive  of  conditions. 

Q.4.  What  lessons  can  we  draw  from  the  Boston  Fed  study  and  the 
Decatur  case  about  how  we  can  better  detect  and  combat  mortgage 
discrimination?  Given  the  widespread  agreement  that  discrimina- 
tion exists,  why  are  the  banking  regulators  not  finding  discrimina- 
tion in  their  compliance  exams? 

A.4.  The  principal  lesson  of  both  the  Boston  Fed  study  and  the  De- 
catur case  is  that  racial  and  ethnic  discrimination  does  in  fact 
exist,  and  is  pervasive. 

The  second  important  finding  is  that  the  form  of  such  discrimina- 
tion is  not  the  rejection  of  perfect  minority  applicants  by  loan  offi- 
cers hurling  racial  epithets  at  them.  For  many  years,  this  is  appar- 
ently all  that  the  agencies  considered  to  be  discrimination. 

Instead,  loan  discrimination  takes  the  form  of  disparate  treat- 
ment of  applicants  of  different  race  or  ethnicity,  with  comparable 
flaws  in  their  applications.  Generally,  white  applicants  are  given 
the  opportunity  to  explain  away  credit  blemishes  more  frequently 
than  are  minority  applicants. 

Therefore,  it  is  imperative  that  compliance  examinations  look  not 
merely  for  technical  compliance  with  ECOA  and  the  Fair  Housing 
Act,  but  for  instances  of  disparate  treatment  based  on  a  comparison 
of  similarly  situated  white  and  minority  applicants. 

Such  a  comparative  technique  may  be  made  difficult  in  the  case 
of  small  mortgage  lenders,  or  lenders  receiving  few  applications 
from  minorities.  In  such  cases,  a  review  of  loan  files  over  several 
years — and  pre-application  mortgage  testing — will  prove  to  be  es- 
sential compliance  techniques. 

The  main  reason  that  the  agencies  have  not  found  mortgage  dis- 
crimination is  that  examiners  have  not  been  instructed  to  look  for 
it.  Instead,  examiners  have  traditionally  looked  for  technical  com- 
pliance on  the  part  of  lenders,  and  the  existence  of  non-discrimina- 
tion policies  and  procedures.  Consequently,  reviews  of  loan  applica- 
tions generally  got  short  shrift  in  exams. 
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At  the  same  time,  examiners  were  instructed  to  look  for  perfect 
minority  applicants  who  were  rejected,  rather  than  to  take  a  com- 
parative approach  to  the  analysis  of  loan  files, 

Q.5.  What  are  the  weaknesses  in  our  current  system  of  enforce- 
ment of  fair  lending  and  fair  housing  laws?  How  can  current  en- 
forcement mechanisms  be  strengthened? 

A.5.  The  main  weakness  in  the  enforcement  of  the  fair  lending  and 
fair  housing  laws  has  been  that  we  have  had  agencies  that  have 
strongly  resisted  devoting  sufficient  resources  or  attention  to  en- 
forcement. The  record  of  nostility  to  enforcement  of  these  laws  by 
the  banking  agencies  dates  back  to  their  collective  refusal  to  pro- 
mulgate regulations  to  enforce  the  Fair  Housing  Act. 

Among  the  steps  that  might  be  taken  to  strengthen  enforcement 
are: 

•  creation  of  a  separate  consumer  compliance  division  within  each 
agency,  whose  head  reports  directlv  to  the  head  of  the  agency, 
with  oversight  over  specially  trainea  examiners; 

•  increased  use  of  testers  to  detect  loan  bias  and  "prescreening"; 

•  reforms  to  examination  technique  to  focus  on  comparative  analy- 
sis of  loan  files;  and 

•  increased  personnel  at  each  agency  devoted  to  compliance. 

In  the  past,  ACORN  has  advocated  stripping  the  four  banking 
agencies  of  their  fair  lending  responsibilities.  Given  the  stated  com- 
mitment of  the  new  Comptroller  of  the  Currency  to  improve  mat- 
ters in  this  area,  it  may  be  appropriate  for  Congress  to  delay  action 
pending  a  review  of  agency  performance  in  six  months  or  so. 
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San  Francisco.  CA  94103 

Phone:(415)431-7430 
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March  17,  1993 


Chairman  Donald  W.  Riegle,  Jr. 
United  States  Senate 
Committee  on  Banking,  Housing 

and  Urban  Affairs 
Washington,  DC  20510-6075 

Attention:  Ms.  Breneman  and  Chief  of  Staff  Steve  Harris 

Re:       ANSWERS  TO  MARCH  1,  1993  INQUIRY  ON 
FEBRUARY  24,  1993  CRA  HEARING 

Dear  Chairman  Riegle: 

These  responses  to  your  March  1,  1993  questions  regarding  the 
Banking  Committee's  February  24,  1993  CRA  hearing  are  from  Latino 
Issues  Forum,  the  Greenlining  Coalition  and  other  groups  upon  whose 
behalf  we  testified. 

Question  1:   How  does  mortgage  and  other  lending  discrimination 
impact  the  economic  health  of  low-income  and  minority 
communities? 

Inner  city  businesses,  particularly  African-American  and  Latino- 
owned  businesses,  cannot  secure  credit  for  business  loans.    In 
California,  for  example,  far  less  than  one  half  of  one  percent  (00.5%) 
of  the  dollar  value  of  all  business  loans  are  made  to  African- American- 
owned  businesses  and  less  than  one  percent  to  Latino-owned  businesses. 
(There  are  over  500,000  minority-owned  businesses  in  California.)   As 
a  result,  there  are  few  viable  businesses  in  inner  city  communities  such 
as  South  Central  Los  Angeles.   The  recent  bank  and  regulatory  decision 
to  loosen  credit  by  relying  on  the  character  of  the  owner  may  only 
further  discrimination.   Subjective  character  standards  are  often  an 
euphemism  for  "white  male." 

In  1991,  the  seven  largest  California  commercial  banks  averaged 
only  one  home  mortgage  loan  per  four  branches  to  African-Americans 
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and  only  one  per  branch  for  Latinos.    Since  there  are  few  branches  in  inner  cities,  the  result 
is  essentially  zero  home  mortgage  loans  in  inner  cities.    At  least  three  of  California's  seven 
largest  banks  (all  with  assets  of  five  billion  or  more)  made  no  home  mortgage  loans  in  South 
Central  Los  Angeles,  a  community  whose  population  exceeds  that  of  either  Boston  or 
Washington,  D.C. 

Combined  with  insurance  redlining,  the  above  "benign  neglect"  has  artificially 
disempowered  low-income  communities,  and  adversely  affected  economic  growth  and  job 
development. 

Question  2:   Last  week  the  Committee  held  hearings  on  reverse  redlining  and  home 
equity  scams.   We  heard  about  unregulated  lenders  who  target  primarily  low-income 
and  minority  individuals  and  provide  second  mortgages  at  exorbitant  rates.   Have  you 
heard  about  this  practice  in  your  community? 

Yes.   In  large  measure  it  is  attributable  to  the  absence  of  a  strong  bank  presence. 

Question  3:   How  does  discrimination  by  insured  institutions  contribute  to  this  problem? 

See  answer  to  Question  1. 

Question  4:   What  lessons  can  we  draw  from  the  Boston  Fed  study  and  the  Decatur  case 
about  how  we  can  better  detect  and  combat  mortgage  discrimination?   Given  the 
widespread  agreement  that  discrimination  exists,  why  are  the  banking  regulators  not 
finding  discrimination  in  their  compliance  exams? 

In  two  recent  merger  cases  we  raised  the  Boston  Federal  Reserve  study  with  the 
Federal  Resei've  and  OCC  (Banc  One/ Valley  National  and  Westamerica/Napa  Valley).    In 
both  cases,  the  regulatory  agencies  ignored  the  Boston  Fed  study  and  approved  mergers 
where  the  home  mortgage  declination  rate  between  minorities  and  whites  was  as  high  as  in 
Boston.    In  both  cases,  despite  our  requests  and  protests,  the  regulatory  bodies,  without 
examination  or  reference  to  the  Boston  study,  gave  the  banks  a  clean  bill  of  health. 

The  reasons  for  the  burying  or  ignoring  of  the  Federal  Reserve  study  are  unknown. 
However,  in  the  Banc  One  case,  had  it  been  used  as  a  model  for  determining  if 
discrimination  existed,  it  is  highly  likely  that  the  merger  would  not  have  been  approved. 

Question  5:   What  are  the  weaknesses  in  our  current  system  of  enforcement  of  fair 
lending  and  fair  housing  laws?   How  can  current  enforcement  mechanisms  be 
strengthened? 

A.         Refusal  to  Permit  Public  Hearings 

Over  the  last  eight  years,  the  Federal  Reserve  has  never  granted  any  community 
group's  request  for  a  Public  Hearing  and  granted  only  four  Public  Meetings.    On  March  1, 
1993,  the  Federal  Reserve  refused  to  allow  any  public  participation  in  the  Banc  One  case. 
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Over  800  individuals  from  Ohio,  Tennessee,  Arizona  and  California  sought  hearings.   In 
addition,  the  Mayor  of  Cleveland.  Consumers  Union,  the  Phoenix  and  Sacramento  Urban 
Leagues,  the  San  Francisco  Black  Chamber  of  Commerce,  the  NAACP,  Latino  Issues 
Forum,  the  Mexican  American  Political  Association  and  numerous  other  community  groups 
sought  hearings.   Hearings  were  perfunctorily  denied. 

This  blanket  refiisal  is  inconsistent  with  President  Clinton's  call  for  greater  public 
participation  and  CRA's  own  specific  provisions  supporting  Public  Hearings. 

Legislation:   We  urge  that  you  enact  legislation  that  requires  Public  Hearings  in  all 
major  mergers  whenever  credible  community  groups  call  for  such  and  to  otherwise 
strengthen  the  public  participation  sections  of  CRA. 

B.  Refusal  to  Audit  Lack  of  Business  Loans 

The  Federal  Reserve,  as  well  as  the  FDIC  and  OCC,  have  refused,  despite 
community  requests  since  1989,  to  audit  the  lack  of  business  and  consumer  loans  to 
minorities.   In  Banc  One,  for  example,  it  was  contended  that  in  Ohio,  African  Americans 
received  less  than  one  percent  of  Banc  One  business  loans,  and  in  Arizona,  Valley  National 
made  essentially  no  business  loans  to  African  Americans.   The  Federal  Reserve  and  OCC 
ignored  these  contentions  and  refused  to  make  any  inquiries.   This  will  continue  until  there  is 
HMDA-type  disclosure  legislation  for  business  and  consumer  loans. 

Legislation:  Enact  legislation  to  require  full  disclosure  of  all  business  and  consumer 
loans  in  a  manner  consistent  with  HMDA  disclosure. 

C.  Refusal  to  Use  Boston  Federal  Reserve  Study  on  Discrimination 

Despite  home  mortgage  discrimination  rates  in  Banc  One  that  rivaled  those  in  Boston, 
the  Federal  Reserve  summarily  approved  Banc 

One's  home  mortgage  lending  patterns.    In  its  36-page,  32-footnote  opinion,  it  failed  to  even 
mention  the  Boston  Federal  Reserve  study  and/or  its  implications.    In  effect,  the  Federal 
Reserve  has  buried  its  own  study  documenting  discrimination. 

Legislation:  Enact  provisions  that  ban  any  merger  unless  the  acquiring  and  acquired 
banks  can  convincingly  demonstrate  that  lack  of  minority  lending  or  substantial  disparities  in 
lending  are  not  due  to  discrimination. 

D.  Federal  Reserve  Stamp  of  Approval  for  Discrimination  Due  to  Inflated 
CRA  Rating 

Inflated  CRA  ratings  (90%  of  banks  receive  a  "satisfactory"  or  better  rating  and  less 
than  one  percent  fail),  continue  to  be  used  as  a  basis  for  approving  major  mergers.  In  Banc 
One,  the  Federal  Reserve  stated  that  it  gave  great  weight  to  the  CRA  ratings  received  by 
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Banc  One  affiliates  (no  failures  and  98  percent  satisfactory  or  better  among  its  61  affiliates). 
These  ratings  occurred  despite  2  to  1  disparities  in  home  lending  and  virtually  no  business 
loans  to  African  Americans  or  Latinos. 

Legislation:   Enact  legislation  requiring  a  "Needs  to  Improve"  or  lower  rating 
whenever  an  institution  has  an  unexplained  disparity  in  home,  consumer  or  business  lending 
and  bar  mergers  where  a  "Needs  to  Improve"  rating  is  received. 

E.        Federal  Reserve  Ignores  All  White  Boards  of  Directors  and  Their  Impact 
on  CRA 

The  Federal  Reserve  and  other  regulatory  bodies  have  virtually  no  minorities  in  top 
policy  positions.   This  lack  of  diversity  may  have  influenced  recent  decisions  holding  that  all 
white  boards  of  directors  and  top  management  deciding  CRA  issues  is  irrelevant  to  CRA.   In 
Banc  One,  for  example,  none  of  the  601  Board  members  on  Banc  One's  affiliate  Boards  was 
Latino.   The  Federal  Reserve  found  that  this  absence  was  beyond  the  scope  of  CRA. 

Legislation:   Secure  annual  legislative  reports  on  diversity  for  each  regulatory  body 
(OTS,  FDIC,  OCC  and  Federal  Reserve)  and  enact  legislation  that  requires  annual  full 
disclosure  by  all  financial  institutions  as  to  the  diversity  of  their  Board  and  top  management 
as  part  of  CRA. 
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Sincerely, 

/    /■, 

John  Gamboa,  Executive  Director, 
Latino  Issues  Forum  &  Co-Chairman, 
Greenlining  Coalition 

^'  '^ 

Robert  Gnaizda 
General  Counsel 
Greenlining  Coalition 
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RESPONSE  TO  WRITTEN  QUESTIONS  FROM  SENATOR  RIEGLE 

BY  JOHN  P.  LaWARE 

Dear  Mr.  Chairman:  I  am  pleased  to  submit  the  following  an- 
swers in  response  to  the  questions  set  forth  in  your  letter  of  March 
1,  1993. 

Q.l.  According  to  the  Boston  Fed  study,  more  than  80  percent  of 
mortgage  loan  applicants — white  and  black — ^have  imperfect  credit 
records.  Both  the  study  and  the  Decatur  case  suggest  that  loan  offi- 
cers are  treating  black  applicants  less  favorably  than  white  appli- 
cants. What  can  be  done  to  detect  whether  financial  institutions 
are  practicing  this  kind  of  discrimination? 

A.1.  As  your  question  indicates,  many  mortgage  loan  applicants 
have  attributes  that  negatively  but  legitimately  affect  a  lender's 
perception  of  the  applicant's  willingness  and/or  ability  to  repay  a 
loan.  Possessing  one  or  more  of  these  attributes  does  not  nec- 
essarily disqualify  an  applicant  from  receiving  a  loan,  but  it  does 
require  the  lender  to  rationalize  why  this  negative  attribute  should 
not  disqualify  the  applicant.  This  process  of  judging  the  overall 
merit  of  an  applicant  when  there  is  evidence  in  the  application  to 
suggest  a  possibility  of  default  can  be  highly  subjective.  In  addi- 
tion, the  decision  whether  to  try  to  overcome  it  can  also  be  subjec- 
tive. 

A  decision  that  a  loan  application  will  be  approved  despite  an  im- 
perfect credit  record  might  be  based  on  any  number  of  factors.  For 
example,  the  lender  might  consider  extenuating  circumstances  for 
the  poor  record,  or  decide  that  there  are  strengths  in  the  appli- 
cant's overall  record  that  overcome  the  deficiencies.  Lenders,  in  vir- 
tually all  circumstances,  can  articulate  reasons  why  one  applicant 
with  a  negative  attribute  was  granted  a  loan  and  another  with  that 
same  attribute  was  denied  by  pointing  to  some  factor  that  the  lend- 
er felt  made  the  difference.  Since  no  two  applicants  are  identical, 
these  differences  always,  at  least  potentially,  provide  a  rational 
basis  for  the  different  treatment.  The  examiner's  job,  then,  is  to  de- 
termine whether  the  lender's  stated  reason  for  denying  loans  to  mi- 
norities and  others  with  characteristics  protected  from  discrimina- 
tion by  the  law  was  accurate  and  whether  any  exceptions  from 
stated  policy  are  made  evenhandedly. 

In  light  of  the  results  of  the  Boston  study,  we  have  taken  several 
measures  to  strengthen  our  fair  lending  examination  procedures. 
First,  we  have  begun  testing  a  statistical  model — similar  to  that 
used  in  the  study — that  we  are  very  hopeful  will  significantly  im- 
prove our  fair  lending  examination  procedures  for  mortgage  loans, 
particularly  in  our  larger  banks.  This  model  should  enhance  the 
ability  of  our  examiners  to  identify  similarly  situated  pairs  of  mi- 
nority and  white  applicants  to  analyze  and  detect  disparate  treat- 
ment. Second,  we  are  participating  with  the  other  agencies  on  a 
thorough  outside  review  intended  to  identify  areas  where  improve- 
ments can  be  made  to  our  policies,  examination  procedures  and  ex- 
aminer training  relating  to  enforcement  of  fair  lending  laws.  Third, 
we  have  developed  a  sophisticated  computer-based  HMDA  data 
analysis  system  to  help  identify  suspicious  files  and  institutions. 

It's  important  to  keep  in  mind,  however,  that  detecting  this  type 
of  subtle  credit  discrimination  is  very  difficult.  This  difficulty  is 
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compounded  by  fact  that  there  is  little,  if  any,  direct  guidance  in 
the  court  cases  on  such  issues.  The  fact  that  it  took  the  Justice  De- 
partment severalyears  to  develop  the  Decatur  case  is  an  example 
of  the  problem.  The  Board  has  committed  a  significant  amount  of 
resources  to  implementing  and  improving  its  efforts  in  fair  lending 
enforcement.  However,  routinely  spending  the  level  of  resources 
implied  by  the  Justice  Department's  investigation  to  develop  suffi- 
cient evidence  to  sustain  a  charge  of  discrimination  against  a  single 
financial  institution  through  the  examination  process  is  simply  not 
practical.  Clearly,  however,  there  are  improvements  that  can  be 
made  in  the  process,  and  we  are  actively  seeking  them. 

Q.2,  What  kind  of  coordination  exists  between  the  banking  regu- 
latory agencies  and  Justice  on  fair  lending  enforcement  efforts? 
A.2.  Until  statutory  changes  made  in  late  1991,  the  Board  was  au- 
thorized to  make  a  referral  of  a  violation  of  the  Equal  Credit  Op- 
portunity Act  to  the  Department  of  Justice  if  it  was  unable  to  ob- 
tain compliance  itself.  Heretofore,  when  Federal  Reserve  examiners 
have  discovered  violations,  we  have  successfully  brought  banks  into 
compliance  with  the  law.  FDICIA  changed  the  law  to  require  the 
Board  to  refer  any  matters  which  it  has  reason  to  believe  involves 
a  pattern  or  practice  of  discrimination  and  to  permit  it  even  in  in- 
dividual instances. 

Since  late  1991,  the  Federal  Reserve,  along  with  other  agencies, 
has  met  periodically  with  the  Department  of  Justice  to  discuss  is- 
sues related  to  fair  lending.  These  discussions  have  led  to  an  agree- 
ment to  work  together  to  investigate  possible  illegal  credit  discrimi- 
nation by  lenders  which  were  jointly  identified  for  closer  scrutiny. 
In  fact,  we  are  currentlv  in  the  process  of  reviewing  a  list  of  poten- 
tial target  institutions  mr  joint  investigation. 

Q.3.  Do  the  banking  regulators  have  an  agreement  with  the  Justice 
Department  on  enforcement  procedures  and  referrals  similar  to  the 
agreement  they  have  with  HUD? 

A.3.  The  Federal  Reserve's  agreement  to  cooperate  with  the  De- 
partment of  Justice  is  set  forth  in  the  enclosed  letter. 

Q.4.  How  can  coordination  between  the  agencies  and  Justice  be  im- 
proved? 

A.4.  The  discussions  referenced  in  our  answer  to  question  2  are  on- 
going, and  we  believe  these  discussions  will  further  improve  coordi- 
nation between  the  agencies  and  Justice.  In  addition,  our  agree- 
ment referred  to  in  question  3  contemplates  continued  cooperation 
on  matters  associated  with  fair  lending  examinations. 

Q.5.  According  to  the  Boston  Feds  study,  an  applicant  turned  down 
by  a  private  mortgage  insurance  company  was  60  percent  more 
likely  to  be  turned  down  for  a  loan  than  an  applicant  who  was  able 
to  obtain  insurance.  It  is  crucial  that  private  mortgage  insurers  not 
discriminate  in  making  their  decision  about  who  to  insured. 

The  Mortgage  Insurance  Companies  of  America  announced  yes- 
terday that  they  will  voluntarily  provide  to  the  FFIEC  the  same  in- 
formation that  mortgage  lenders  are  required  to  provide  by  the 
Home  Mortgage  Disclosure  Act.  What  are  your  views  on  whether 
this  action  will  help  to  promote  access  to  mortgages  for  minorities 
and  low-income  people? 
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A.5.  We  believe  that  there  are  a  number  of  factors  which  cumula- 
tively result  in  reduced  access  to  mortgage  loans  by  minorities  and 
low-income  people.  It  does  seem  apparent  that  the  ability  of  an  ap- 
plicant to  obtain  mortgage  insurance  may  have  an  impact  on  their 
ability  to  qualify  for  a  mortgage  loan,  particularly  if  the  applicant 
can  only  aiford  a  small  down  payment.  Increased  information  in 
this  area  may  be  helpful  in  better  understanding  how  access  to 
mortgage  insurance  affects  the  lending  process  and  to  identify  ways 
in  whicn  any  negative  impact  might  be  minimized.  I  might  add, 
however,  that  since  the  information  proffered  by  the  mortgage  in- 
surance industry  will  pertain  to  approvals  and  denials  of  insurance 
policies,  it  may  not  be  identical  to  the  loan  application  data  submit- 
ted by  mortgage  lenders.  The  Federal  Financial  Institutions  Exam- 
ination Council  staff  is  meeting  with  the  mortgage  insurers'  rep- 
resentatives to  work  out  the  details  at  this  time. 

Q.6.  The  Federal  Financial  Institutions  Examination  Council  is 
charged  with  promoting  coordination  and  uniformity  of  procedures 
among  the  various  banking  regulatory  agencies.  Although  there  are 
uniform  examination  and  enforcement  procedures  for  safety  and 
soundness,  I  believe  there  are  no  such  uniform  procedures  for  fair 
lending  compliance.  Is  this  true?  If  so,  why  has  FFIEC  not  given 
equal  attention  to  coordinating  fair  lending  enforcement? 

A.6,  The  FFIEC  does  not,  at  this  point  in  time,  have  uniform  exam- 
ination procedures  for  fair  lending  enforcement.  The  agencies  are, 
however,  developing  uniform  enforcement  guidelines  for  use  when 
violations  of  fair  lending  laws  are  discovered.  This  process  is  well 
under  way  and  we  anticipate  these  guidelines  will  be  adopted  by 
the  FFIEC  in  the  near  future.  In  addition,  the  FFIEC  has  hired  a 
consultant  to  review  the  agencies'  fair  lending  examination  proce- 
dures and  to  develop  a  uniform  approach  to  examiner  training  and 
examination  procedures  for  fair  lending. 

Q.7. 1  recently  asked  the  regulatory  agencies  what  instances  of  dis- 
crimination by  the  Boston  institutions  their  examination  had  un- 
covered for  the  period  covered  by  the  Boston  study.  I  was  shocked 
to  hear  that  the  examiners  had  foimd  no  discrimination  by  any  in- 
stitutions. 

Given  the  widespread  agreement  that  the  study  shows  discrimi- 
nation exists,  why  are  banking  regulators  not  finding  discrimina- 
tion in  their  compliance  exams? 

A.7.  In  this  regard,  I  should  note  that  none  of  the  banks  in  the 
Boston  study  are  subject  to  the  supervisory  authority  of  the  Fed- 
eral Reserve  with  respect  to  fair  lending  laws.  Moreover,  we  do  not 
have  anv  specific  knowledge  regarding  any  results  of  the  other 
agencies  fair  lending  examinations  in  the  Boston  area. 

However,  as  a  general  matter,  systematic  bias  in  mortgage  lend- 
ing is  verv  difficult  to  prove  conclusively  at  the  institution  level, 
particularly  when  the  number  of  minority  applications  is  small,  as 
it  is  in  the  vast  majority  of  institutions.  Finding  a  statistically  sig- 
nificant disparity  in  lending  based  on  race  for  an  entire  market 
using  a  large  number  of  applications  in  a  regression  analysis,  as 
was  done  in  the  Boston  study,  does  not  translate  perfectly  to  using 
the  same  technique  in  individual  institutions  many  of  which  have 
too  few  applications  to  do  such  an  analysis.  And  it  is  only  individ- 
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ual  institutions,  and  not  the  market  in  general,  that  can  violate  the 
law.  In  addition,  I  would  refer  you  to  my  answer  to  question  1 
which  sets  forth  in  some  detail  a  number  of  the  challenges  faced 
by  an  examiner  in  detecting  credit  discrimination. 

Q.8.  The  Justice  Department  did  a  great  job  in  putting  together  its 
case  against  Decatur  Federal.  I  am  disturbed,  however,  by  the  per- 
formance of  the  banking  regulators  in  this  case.  My  staff  recently 
reviewed  the  Office  of  Thrift  Supervision's  fair  lending  and  Com- 
munity Reinvestment  Act  compliance  examinations  of  Decatur  for 
the  period  covered  by  the  Justice  Department  suit.  The  OTS  gave 
Decatur  better  than  satisfactory  ratings  for  both  CRA  and  fair 
lending.  OTS  foimd  no  evidence  of  discrimination. 

In  your  view,  why  was  the  Justice  Department  able  to  find  suffi- 
cient evidence  of  discrimination  to  gain  a  favorable  settlement 
when  OTS  was  unable  to  find  evidence  of  discrimination? 

A.8.  As  I  indicated  earlier,  we  are  unable  to  answer  specific  ques- 
tions concerning  the  results  of  other  agencies'  fair  lending  examina- 
tions. Consequently,  we  have  referred  this  question  to  the  Office  of 
Thrift  Supervision  for  their  response  which  follows: 

The  Office  of  Thrift  Supervision's  (OTS)  December  26,  1989  ex- 
amination of  Decatur  was  completed  on  March  19,  1990.  This  was 
a  special  examination  to  analyze  lending  disparities  that  the  OTS 
identified  in  Decatur's  loan  application  records.  These  disparities 
were  apparent  in  data  compiled  by  the  OTS  under  its  own  fair 
lending  regulations.  The  OTS  also  conducted  a  Community  Rein- 
vestment Act  assessment  and  reviewed  the  institution  for  compli- 
ance with  consumer  protection  laws. 

At  the  time  our  examination  began,  the  Department  of  Justice 
(Justice)  was  in  the  early  stages  of  its  investigation  into  the  mort- 
gage lending  practices  of  Atlanta-area  financial  institutions.  Justice 
indicated  to  OTS  that  it  wanted  to  explore  the  use  of  an  analytical 
model  to  see  if  systematic  patterns  of  discrimination  could  be  iden- 
tified in  a  financial  institution's  application  records.  Their  approach 
involved  the  compilation  of  a  significant  number  of  lending  vari- 
ables and  criteria  pertaining  to  loan  applicants  not  collected  under 
the  Home  Mortgage  Disclosure  Act  or  the  supplementary  OTS  fair 
housing  data  system,  and  the  introduction  of  these  variables  and 
criteria  into  a  regression  model.  In  order  to  use  their  model.  Justice 
needed  a  subject  institution  that  had  a  high  volume  of  application 
activity  fi*om  minority  individuals  and  good  internal  records  to  fa- 
cilitate data  input. 

We  became  interested  in  Justice's  approach  and  believed  that  De- 
catur might  be  an  appropriate  institution  in  which  to  test  the 
model.  We  were  particularly  interested  in  whether  it  would  be  fea- 
sible to  use  an  analytical  model  to  supplement  our  credit  discrimi- 
nation examination  process.  We  informed  Justice  of  our  examina- 
tion of  Decatur  and  our  belief  that  its  application  activity  might  be 
sufficient  to  use  the  analytical  methods  proposed  by  Justice. 

OTS  and  Justice  mutually  agreed  we  would  both  benefit  from  co- 
operating with  each  other  and  that  Decatur  would  be  the  test  case. 
Justice  was  very  interested  in  learning  about  our  examination  proc- 
ess and  how  we  test  for  discriminatory  treatment  of  mortgage  loan 
applicants.  To  our  knowledge.  Justice  had  never  participated  with 
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a  Federal  banking  regfulator  in  a  field  examination  and  the  Decatur 
examination  offered  them  an  unprecedented  learning  opportunity 
to  bolster  their  experience  level  and  strengthen  the  overall  inves- 
tigation. 

We  agreed  that  OTS  would  follow  its  standard  discrimination  de- 
tection procedures  while  Justice  would  use  their  new  approach.  In 
our  view,  this  was  a  good  opportunity  to  see  if  our  procedures  yield- 
ed the  same  results  as  Justice's  approach,  and  whether  Justice's 
model  was  successfiil  at  finding  discrimination. 

We  concluded  our  examination  on  March  19,  1990.  However,  Jus- 
tice continued  its  investigation  of  Decatur.  In  May  1992,  Justice  in- 
formed Decatur  of  its  conclusion  that  the  institution  had  violated 
the  Fair  Housing  Act  and  the  Equal  Credit  Opportunity  Act  and 
gave  Decatur  the  opportunity  to  settle  the  matter  without  pro- 
tracted, costly  litigation.  Decatur  opted  for  this  approach  and  a  set- 
tlement agreement  was  reached  between  Decatur  and  Justice  in 
September  1992.  Decatur  also  categorically  denied  all  the  allega- 
tions brought  by  Justice. 

For  the  record,  we  have  not  physically  examined  any  of  the  sta- 
tistical evidence  compiled  by  Justice  to  support  its  allegations 
against  Decatur;  Justice  has  only  orally  briefed  us  on  its  quan- 
titative method  and  findings.  Consequently,  we  are  not  able  to  com- 
ment on  the  strength  of  their  findings  or  the  applicability  of  their 
model  to  our  examination  process. 

Our  examination  resulted  in  "satisfactory"  CRA  and  compliance 
ratings  for  Decatur  and  we  did  not  uncover  any  discriminatory 
lending  practices.  However,  our  findings  were  consistent  with  the 
approach  that  we  used.  During  informal  conversations.  Justice  con- 
firmed that  our  examination  findings  were  valid  based  on  our  pro- 
cedures. 

Since  the  Decatur  investigation,  we  have  had  several  meetings 
with  Justice  and  are  committed  to  continuing  our  working  relation- 
ship with  them.  We  are  in  the  process  now  of  helping  them  identify 
additional  institutions  that  might  serve  as  the  bases  for  targeted 
investigations  where  their  analytical  model  could  be  used. 

In  addition,  we  are  taking  affirmative  steps  to  strengthen  our 
discrimination  detection  techniques.  To  improve  in  this  area,  we 
will: 

(1)  Expand  our  compliance  examiner  training  curricula  by  devel- 
oping an  advanced  school  on  credit  discrimination; 

(2)  Explore  other  discrimination  detection  techniques,  such  as 
testing,  with  the  Department  of  Housing  and  Urban  Development, 
Justice,  and  civil  rights  experts; 

(3)  Explore  the  use  of  statistical  methods  in  our  examination 
process.  We  are  are  interested  in  approaches  that  enable  the  identi- 
fication of  similarly-situated  approved  and  rejected  applicants  with 
imperfect  credit  criteria  to  evaluate  whether  lending  standards 
have  been  applied  in  an  even-handed  manner,  regardless  of  the  ra- 
cial characteristics  of  the  applicants;  and 

(4)  Support  the  Federal  Financial  Institution  Examination  Coun- 
cil's effort  to  review  and  improve  the  fair  lending  examination  proc- 
ess. 

We  are  also  taking  steps  to  strengthen  our  fair  lending  enforce- 
ment efforts.  We  have  developed  an  internal  system  for  making  re- 
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ferrals  to  Justice  under  the  Equal  Credit  Opportunity  Act,  and 
have  made  our  first  referral  to  Justice.  We  will  ensure  that  our 
staff  receives  adequate  guidance  and  support  in  the  use  of  available 
formal  enforcement  actions,  including  civil  money  penalties,  for  fair 
lending  violations. 

Jonathan  L.  Fiechter 
Acting  Director,  OTS 

On  a  different  matter,  I  would  like  to  take  this  opportunity  to 
correct  a  chart  sent  to  you  in  recent  correspondence  (February  16, 
1993)  from  Chairman  Greenspan.  The  chart  set  forth  on  page  11 
of  the  letter  was  inaccurate  in  that  it  showed  that  in  the  period 
1989-1992  the  Federal  Reserve  invoked  corrective  action  due  to 
findings  of  discrimination  based  on  race  on  one  occasion  (in  1990). 
The  chart  should  have  included  another  instance  of  the  same  find- 
ing in  1992.  For  your  information,  I  have  attached  a  new,  corrected 
page  11.  Please  accept  my  apologies  for  this  error. 

In  conclusion,  I  would  reiterate  that  the  Board  is  committed  to 
vigorous  enforcement  of  fair  lending  laws.  We  know  that  our  efforts 
in  this  regard  can  be  improved  and  have  already  begun  using  infor- 
mation and  insights  from  the  Boston  study  and  the  DOJ  case  to  en- 
hance our  fair  fending  enforcement  efforts.  In  addition,  I  can  as- 
sure you  that  the  Board  recognizes  the  importance  of  this  issue  to 
the  Congress  and  the  country. 

Sincerely, 
John  P.  LaWare 
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Table  included  in   February  16,    1993   letter  from  Chairman  Greenspan. 
Corrected  belotf-Harch  22,    1993 . 


forty-two  banks  in  1990,  and  forty-seven  banks  in  1989.   The 
principal  reason  why  the  policy  guide  was  invoked  are  listed  in  the 
table  below.   This  table  includes  violations  found  in  relation  to 
all  types  of  loans.   Infoirmation  is  not  available  on  violations 
that  invoked  corrective  action  under  the  Regulation  B/FHA  policy 
guide  prior  to  1989. 

CORRECTIVE  ACTION  REQUIRED 
UNDER  THE  REGULATION  B/FHA  POLICY  GUIDE 
1989  -  1992 


PRINCIPAL  REASON  POLICY  GUIDE 
INVOKED 

1989 

1990 

1991 

1992 

Failed  to  Provide  Proper 
Adverse  Action  Notices 

25 

21 

32 

26 

Improperly  Obtaining  the 
Signature  of  a  Spouse  or 
Other  Person 

17 

13 

16 

18 

Improperly  Furnishing  Credit 
History  Information 

3 

4 

10 

9 

Improperly  Considering  Age  or 
Whether  Income  is  Derived 
From  Public  Assistance 

0 

2 

0 

2 

Improperly  Considering  Income 
in  the  Evaluation  of  Credit 
Applications 

1 

1 

2 

2 

Discrimination  on  the  Basis 
of  Sex' 

0 

1 

0 

0 

Discrimination  on  the  Basis 
of  Race' 

0 

1 

0 

1 

Discrimination  on  the  Basis 
of  Marital  Status 

1 

0 

1 

3 

Discrimination  on  the  basis 
of  Age 

0 

3 

1 

2 

'The  two  instances  of  discrimination  involved  the 
inconsistent  application  of  the  banks'  loan  policies  relating  to 
installment  lending.   Specifically,  in  the  1990  case,  violations 
of  discrimination  on  the  basis  of  race  and  sex  were  found 
involving  eight  applicants  who  were  black,  Hispanic,  or  female. 
In  the  1992  case  violations  of  discrimination  on  the  basis  of 
race  were  found;  three  applicants  who  were  black  or  hispanic  were 
affected. 
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U.S.  Department  of  Justice 

Civil  Rights  Division 


i)jfice  fif  the  Assistant  Attttnit^'  Ctntml 


iMismntdim.  DC    21)035 

April  5,  1993 


Senator  Donald  W.  Riegle,  Jr. 
Chairman,  Committee  On  Banking, 
Housing,  and  Urban  Affairs 
Washington,  D.C.  20510-6075 

Dear  Senator  Riegle: 

This  responds  to  your  letter  of  March  1,  1993,  posing 
questions  stenuning  from  my  testimony  before  the  Committee  on 
Banking,  Housing,  and  Urban  Affairs  on  February  24,  1993.  I 
appreciated  the  opportunity  to  testify  before  the  Committee 
regarding  the  very  important  subject  of  discrimination  in 
mortgage  lending  and  the  efforts  of  the  Department  of  Justice  to 
combat  this  problem.  Answers  to  the  questions  are  enclosed. 
Please  let  me  know  if  I  can  be  of  further  assistance. 


Sincerely, 


/ 


James  P.  Turner 

Acting  Assistant  Attorney  General 

Civil  Rights  Division 


Enclosure 
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RESPONSE  TO  WRITTEN  QUESTIONS  FROM  SENATOR  RIEGLE 

BY  JAMES  P.  TURNER 

Q.l.  According  to  the  Boston  Fed  study,  more  than  80  percent  of 
mortgage  loan  appHcants — white  and  black — ^have  imperfect  credit 
records.  Both  the  study  and  the  Decatur  case  suggest  that  loan  offi- 
cers are  treating  black  applicants  less  favorably  than  white  appli- 
cants. What  can  be  done  to  detect  whether  financial  institutions 
are  practicing  this  kind  of  discrimination? 

A.1.  Statistical  analysis  is  an  important  technique  that  can  be  used 
to  detect  broad  patterns  of  discrimination.  If  an  institution  receives 
a  sufficient  number  of  loan  applications,  including  a  large  number 
from  minority  applicants,  a  technique  known  as  logistic  multiple 
regfression  analysis  can  be  used.  This  technique  allows  investiga- 
tors to  identify  which  factors — including  race — affect  loan  decisions. 
We  have  used  this  methodology  in  numerous  civil  rights  cases 
brought  by  this  Division,  most  often  in  the  area  of  employment  dis- 
crimmation,  and  we  see  no  reason  why  it  cannot  be  used  success- 
fully in  future  pattern  or  practice  mortgage  lending  investigations. 

It  is  also  important  to  supplement  any  statistical  analysis  with 
an  in-depth  review  of  a  sample  of  similar  white  and  minority  loan 
application  files  to  determine  if  they  have  received  comparable 
treatment.  This  examination  can  test  the  validity  of  the  results  of 
the  statistical  comparisons.  It  can  also  jdeld  further  evidence  of  dis- 
crimination that  may  not  be  detected  by  the  statistical  model,  such 
as  loan  officers  counselinjpj  white  applicants  to  provide  explanations 
for  poor  credit  or  pay  ofTcertain  consumer  debts  to  enhance  their 
applications,  but  failing  to  provide  the  same  assistance  to  similarly 
situated  black  applicants.  This  level  of  disparate  treatment  is  often 
difficult  to  detect  through  a  logistic  multiple  regression  analysis, 
which  accepts  the  loan  qualification  data  in  the  files  at  face  value. 

Logistic  multiple  regression  analysis  to  determine  disparate 
treatment  in  loan  underwriting  is  frequently  less  useful  in  inves- 
tigations of  small  banks  with  few  mortgage  applications,  or  lenders 
who  do  not  attract  large  numbers  of  minority  applicants.  As  to  the 
latter,  careful  examination  of  the  lender's  marketing,  branching, 
advertising,  and  Community  Reinvestment  Act  activities  may  be 
required  to  determine  compliance  with  fair  lending  laws,  particu- 
larly if  the  lender  operates  in  areas  with  significant  minority  popu- 
lation. In  such  situations,  it  may  still  be  possible  to  develop  a  sta- 
tistical model  based  on  the  qualifications  of  white  applicants  in  the 
lender's  files.  The  qualifications  of  the  minority  applicants  can  be 
run  through  the  white  model  to  determine  if  they  are  being  evalu- 
ated under  the  same  standards  applied  to  white  applicants. 

If  a  statistical  analysis  is  not  possible  or  feasible,  then  a  pains- 
taking review  and  analysis  of  all  available  files  may  be  necessary 
to  detect  a  pattern  or  practice  of  disparate  treatment.  We  also  wish 
to  emphasize  that  in  any  investigation  of  a  lender's  treatment  of 
white  and  minority  loan  applicants,  it  is  always  important  to  re- 
view and  analyze  a  large  number  of  loan  files.  In  most  cases,  lend- 
ers will  have  an  alleged  justification  for  every  loan  they  make  and 
a  seemingly  legitimate  explanation  for  every  loan  application  they 
reject.  The  detection  of  a  pattern  or  practice  of  unlawful  bias  in 
such  cases  is  difficult  and  requires  an  intensive  analysis  of  individ- 
ual loan  files. 
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We  do  not,  however,  suggest  that  a  complex  review  is  required 
each  time  a  person  claims  to  be  a  victim  of  discriminatory  lending 
practices.  As  we  have  stated  previously  to  this  Committee,  if  the 
focus  is  solely  on  an  individual  case  of  alleged  discrimination,  it 
may  be  easier  to  compare  the  alleged  victim  s  treatment  with  the 
lender's  published  standards  or  even  to  examine  a  sampling  of  files 
to  evaluate  disparate  treatment.  In  our  view,  however,  complex  and 
detailed  analysis  is  required  in  virtually  every  investigation  that  is 
based  on  the  type  of  racial  disparity  described  by  the  HMDA  data. 

Q.2.  What  kind  of  coordination  exists  between  the  banking  regu- 
latory agencies  and  Justice  on  fair  lending  enforcement  efforts? 
A.2.  Beginning  in  November,  1991,  the  Department  of  Justice,  fol- 
lowing an  initiative  from  the  Attorney  Greneral,  coordinated  ap- 
proximately twelve  meetings  with  the  federal  financial  regulators, 
both  individually  and  as  a  group.  We  have  met  with  representa- 
tives of  the  Federal  Reserve  Board,  Federal  Trade  Commission,  De- 
partment of  Housing  and  Urban  Development,  Federal  Deposit  In- 
surance Corporation,  Office  of  the  Comptroller  of  the  Currency,  Of- 
fice of  Thrift  Supervision,  and  National  Credit  Union  Administra- 
tion. Most  recently  we  met  with  the  regulators  individually  to  dis- 
cuss specific  targets  for  possible  pattern  or  practice  investigations, 
and  we  have  invited  the  regulators  to  join  us  in  pursuing  those  in- 
vestigations. In  response  to  inquiries  from  Committee  staff,  at- 
tached is  a  chronology  and  copies  of  correspondence  with  the  regu- 
latory agencies  on  this  initiative. 

While  we  have  not  yet  reached  full  agreement  with  these  agen- 
cies on  a  coordinated  enforcement  program,  our  discussions  with 
them  are  continuing  and  we  have  made  some  progress,  particularly 
in  the  area  of  targeting  institutions  for  possible  joint  pattern  or 
practice  investigations. 

Q.3.  Do  the  banking  regulators  have  an  agreement  with  the  Justice 
Department  on  enforcement  procedures  and  referrals  similar  to  the 
agreement  they  have  with  HUD? 

A.3.  No.  We  are  continuing  to  meet  with  the  regulatory  agencies 
to  discuss  a  coordinated  enforcement  program  that  we  hope  will  re- 
sult in  the  referral  of  sound,  well-investigated  cases. 

Q.4.  How  can  coordination  between  the  agencies  and  Justice  be  im- 
proved? 

A.4.  The  regulatory  agencies  are  the  frontline  of  federal  enforce- 
ment of  our  nation  s  fair  lending  laws.  As  such,  they  must  be  com- 
mitted to  developing  sound  investigative  techniques  to  detect  un- 
lawful lending  discrimination,  including,  where  necessary,  detailed 
statistical  analysis  of  underwriting  and  other  lending  practices  that 
would  support  a  pattern  or  practice  referral.  They  must  also  be 
committed  to  providing  that  information  to  the  Department  of  Jus- 
tice for  enforcement  action.  In  this  way,  both  the  number  and  the 
quality  of  cases  that  this  Department  will  be  able  to  consider  for 
litigation  will  be  greatly  improved.  This  has  been  the  goal  of  our 
meetings  with  the  regulatory  agencies  and  to  facilitate  that  process 
we  have  made  available  our  views  and  experience  on  developing 
pattern  or  practice  cases  and  solicited  their  advice  and  input  on  ef- 
fective enforcement  strategies. 
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Q.5.  According  to  the  Boston  Fed's  study,  an  applicant  turned  down 
by  a  private  mortgsige  insurance  company  was  600  percent  more 
likely  to  be  turned  down  for  a  loan  than  an  applicant  who  was  able 
to  obtain  insurance.  It  is  crucial  that  private  mortgage  insurers  not 
discriminate  in  making  their  decisions  about  who  to  insure. 

The  Mortgage  Insurance  Companies  of  America  announced  yes- 
terday that  they  will  voluntarily  provide  to  the  FFIEC  the  same  in- 
formation that  mortgage  lenders  are  required  to  provide  by  the 
Home  Mortgage  Disclosure  Act.  What  are  your  views  on  whether 
this  action  will  help  to  promote  access  to  mortgages  for  minorities 
and  low-income  people? 

A.5.  If  private  mortgage  insurers  are  engaging  in  unlawful  dis- 
crimination, it  will  have  an  obvious  and  direct  impact  on  the  ability 
of  mortgage  applicants  to  obtain  loans  without  regard  to  race  or 
other  prohibited  characteristics.  Thus,  the  reporting  of  information 
on  the  activities  of  mortgage  insurers  may  enhance  the  govern- 
ment's ability  to  combat  mortgage  lending  discrimination.  However, 
at  this  point  we  know  very  little  about  the  extent  to  which  unlaw- 
ful discrimination  may  exist  in  this  industry. 

Chronology  of  Department  of  Justice  Meetings  With 
Federal  Financial  Regulators 

1.  11/12/91 — Meeting  at  Department  of  Justice  with  representa- 
tives from  the  Federal  Reserve  Board  (FRB),  Federal  Trade  Com- 
mission (FTC),  Department  of  Housing  and  Urban  Development 
(HUD),  Federal  Deposit  Insurance  Corporation  (FDIC),  Office  of 
the  Comptroller  of  the  Currency  (OCC),  Office  of  Thrift  Supervision 
(OTS),  and  National  Credit  Union  Administration  (NCUA)  to  dis- 
cuss coordinated  enforcement  effort.  Introduction  of  working  group 
members. 

2.  11/26/91 — Meeting  with  same  attendees  to  continue  discus- 
sions of  coordinated  enforcement  effort. 

3.  1/29/92 — Meeting  with  same  attendees  to  continue  discussions 
of  coordinated  enforcement  effort.  Discussion  of  targeting  and  in- 
vestigatory strategies.  Decatur  Federal  statistical  expert  Bernard 
Siskin  attended. 

4.  6/11/92 — ^Meeting  with  OCC  to  discuss  two-phase  investigatory 
plan,  with  initial  review  of  lenders  to  be  followed  by  in-depth  sta- 
tistical analyses. 

5.  6/12/92— Separate  meetings  with  FDIC  and  FRB  to  discuss 
two-phase  investigatory  plan. 

6.  6/16/92 — ^Meeting  with  OTS  to  discuss  two-phase  investigatory 
plan. 

7.  7/15/92 — Meeting  with  all  working  group  members  to  continue 
discussions  of  coordinated  enforcement  effort.  Decatur  Federal  sta- 
tistical expert  Bernard  Siskin  attended  and  was  questioned  in  de- 
tail on  the  methodology  used  in  that  case. 

8.  12/4/92 — Meeting  with  OCC  to  discuss  specific  lenders  in- 
volved in  the  FRB  study  of  Boston-area  lending  discrimination. 

9.  1/9/93 — Meeting  with  OTS  to  discuss  possible  targets  for  phase 
one  investigations. 

10.  2/3/93 — Meeting  with  OCC  to  discuss  possible  targets  for 
phase  one  investigations. 
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11.  2/5/93 — ^Meeting  with  FRB  to  discuss  possible  targets  for 
phase  one  investigations. 

12.  2/8/93 — Meeting  with  FDIC  to  discuss  possible  targets  for 
phase  one  investigations. 

Correspondence  Between  Department  of  Justice  and  Federal  Financial 

Regulatory  Agencies 

1.  11/6/91 — Letter  from  John  R.  Dunne,  A^'iiStant  Attorney  Gren- 
eral,  Civil  Rights  Division,  Department  of  Justice  (DOJ)  to  John  P. 
LaWare,  Member,  Board  of  Grovernors,  Federal  Reserve  Board 
(FRB).  Letter  with  same  text  sent  to  David  Medine,  Acting  Associ- 
ate Director  of  Credit  Practices,  Federal  Trade  Commission  (FTC); 
Gordon  Mansfield,  Assistant  Secretary  for  Fair  Housing  &  Equal 
Opportunity,  Department  of  Housing  and  Urban  Development 
(HUD);  John  F.  Bovenzi,  Deputy  to  the  Chairman,  Federal  Deposit 
Insurance  Corporation  (FDIC);  Susan  F.  Krause,  Senior  Deputy 
Comptroller  for  Bank  Supervision  Policy,  Office  of  the  Comptroller 
of  the  Currency  (OCC);  and  Jerauld  C.  Kluckman,  Deputy  Assist- 
ant Director  for  Policy  Specialized  Programs,  Office  of  Thrift  Super- 
vision (OTS). 

2.  11/8/91^ — Letter  from  John  R.  Dunne,  DOJ,  to  Alonzo  Swann, 
Director  of  Operations,  National  Credit  Union  Administration 
(NCUA). 

3.  11/12/91— Letter  from  Susan  F.  Krause,  OCC,  to  John  R. 
Dunne,  DOJ. 

4.  11714/91— Letter  from  John  P.  LaWare,  FRB,  to  John  R. 
Dunne,  DOJ. 

5.  11/18/91 — Letter  from  John  R.  Dunne,  DOJ,  to  Alonzo  Swann, 
NCUA.  Letter  with  same  text  sent  to  David  Medine,  FTC;  Lea 
Guarraria,  General  Deputy  Assistant  Secretary  for  Fair  Housing 
and  Equal  Opportunity,  HUD;  John  F.  Bovenzi,  Deputy  to  the 
Chairman,  FDIC;  Susan  F.  Krause,  OCC;  Jerauld  C.  Kluckman, 
OTS;  and  John  P.  LaWare,  FRB. 

6.  12/10/91 — Letter  from  Lawrence  Riedman,  Fair  Lending  Spe- 
cialist, OCC,  to  Paul  Hancock,  Chief,  Housing  and  Civil  Enforce- 
ment Section,  Civil  Rights  Division,  DOJ. 

7.  1/14/92— Letter  from  Paul  F.  Hancock,  DOJ,  to  David  Medine, 
FTC.  Letter  with  same  text  sent  to  Lea  Guarraia,  HUD;  John  F. 
Bovenzi,  FDIC;  Susan  F.  Krause,  OCC;  Jerauld  C.  Kluckman,  OTS; 
Alonzo  Swann,  NCUA;  and  John  P.  LaWare,  FRB. 

8.  6/25/92 — Letter  from  John  R.  Dunne,  DOJ,  to  Glenn  Loney, 
Assistant  Director,  Division  of  Consumer  and  Community  Affairs, 
FRB.  Letter  with  same  text  sent  to  William  Taylor,  Chairman, 
FDIC;  Jerauld  C.  Kluckman,  OTS;  and  Ralph  E.  Sharpe,  Director, 
Enforcement  and  Compliance  Division,  OCC. 

9.  7/2/92— Letter  from  Paul  F.  Hancock,  DOJ,  to  Griffith  L. 
Garwood,  Director,  Division  of  Consumer  and  Community  Affairs, 
FRB.  Letter  with  same  text  sent  to  Larry  D.  Pearl,  Director,  Office 
of  Program  Standards  and  Evaluation,  HUD;  Stephen  Cross,  Dep- 
uty Comptroller  for  Compliance  Management,  OCC;  Jerauld  C. 
Kluckman,  OTS;  Janice  M.  Smith,  Director,  Office  of  Consumer  Af- 
fairs, FDIC;  Sandra  Wilmore,  Staff  Attorney,  Division  of  Credit 
Practices,  FTC;  and  William  P.  Ryan,  Compliance  Officer,  NCUA. 
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10.  9/11/92 — Letter  from  Donald  G.  Coonley,  Acting  Senior  Dep- 
uty Comptroller  for  Bank  Supervision  Policy,  OCC,  to  John  R. 
Dunne,  DOJ. 

11.  9/23/92 — ^Letter  from  Lawrence  B.  Lindsey,  Member,  Board  of 
Governors,  FRB,  to  John  R.  Dunne,  DOJ. 

12.  9/24/92— Letter  from  John  Bovenzi,  FDIC,  to  John  R.  Dunne, 
DOJ. 

13.  10/9/92 — Letter  from  Jonathan  L.  Fiechter,  Deputy  Director 
for  Washington  Operations,  OTS,  to  John  R.  Dunne,  DOJ. 

14.  10/16/92— Letter  from  John  R.  Dunne,  DOJ,  to  Lawrence  B. 
Lindsey,  FRB. 

15.  12/11/92— Letter  from  Griffith  L.  Garwood,  FRB,  to  John  R. 
Dunne,  DOJ. 

16.  12/11/92— Letter  from  Lawrence  B.  Lindsey,  FRB,  to  John  R. 
Dunne,  DOJ. 

17.  12/23/92— Letter  from  John  R.  Dunne,  DOJ,  to  Lawrence  B. 
Lindsey,  FRB.  Carbon  copies  sent  to  David  Medine,  FTC;  William 
McDonough,  Vice  President  and  General  Counsel,  FRB  Boston; 
Alicia  Munnell,  Senior  Vice  President  and  Director  of  Research, 
FRB  Boston;  and  Griffith  Garwood,  FRB. 

18.  12/24/92— Letter  from  John  R.  Dunne,  DOJ,  to  Griffith  L. 
Garwood,  FRB.  Carbon  copies  sent  to  William  McDonough,  FRB; 
David  Medine,  FTC;  and  Leonora  L.  Guarraia,  HUD.  Letter  with 
same  text  sent  to  Janice  Smith,  Director,  Office  of  Consumer  Af- 
fairs, FDIC;  Timothy  Bumiston,  Deputy  Assistant  Director  for  Pol- 
icy, OTS;  David  Medine,  FTC;  and  William  Ryan,  NCUA. 

19.  12/30/92— Letter  from  Paul  F.  Hancock,  DOJ,  to  Griffith  L. 
Garwood,  FRB.  Letter  with  same  text  sent  to  Stephen  Cross,  OCC; 
Timothy  Burniston,  OTS;  and  Janice  Smith,  FDIC.  Carbon  copies 
sent  to  Lea  Guarraia,  HUD;  David  Medine,  FTC;  and  William 
Ryan,  NCUA. 

20.  2/4/93 — Letter  from  John  F.  Robinson,  Acting  Deputy  Direc- 
tor for  Washington  Operations,  OCC,  to  Lawrence  Lindsey,  FRB, 
copy  to  John  R.  Dunne,  DOJ. 

21.  2/18/93 — Letter  from  Susan  F.  Krause,  Senior  Deputy  Comp- 
troller for  Bank  Supervision  Policy,  OCC,  to  Lawrence  Lindsey, 
FRB,  copy  to  John  R.  Dunne,  DOJ. 

22.  2/22/93 — Letter  from  Janice  M.  Smith,  Director  of  Consumer 
Affairs,  FDIC,  to  Lawrence  Lindsey,  FRB,  copy  to  John  R.  Dunne, 
DOJ. 
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September  23,  1992 


Mr.  John  R.  Dunne 
Assistant  Attorney  General 
Civil  Rights  Division 
U.S.  Department  of  Justice 
Washington,  DC  20530 

Dear  Mr.  Dunne: 

I  would  like  to  thank  you  and  your  staff  for  all  the  work 
they  have  done  in  coordinating  an  effort  between  the  Department 
of  Justice  and  the  financial  supervisory  agencies  to  detect  euad 
eliminate  illegal  discrimination  in  mortgage  credit.  My  staff 
tells  me  that  your  meetings  have  been  most  informative  and 
useful.  We  look  forward  to  worJcing  with  your  agency  in  the 
future  to  do  what  we  can  to  assure  that  everyone  is  given  ecpial 
treatment  in  their  efforts  to  secure  mortgage  credit. 

I  have  been  informed  that  yoxir  staff  has  made  a  proposal  to 
all  of  the  financial  supervisory  agencies  regarding  how  we  might 
cooperate  toward  this  end.   I  have  reviewed  the  letter,  dated 
September  11,  1992,  sent  to  you  by  Mr.  Coonley  of  the  Office  of 
the  Comptroller  of  the  Currency  (OCC)  .   Rather  than  try  to 
restate  what  Mr.  Coonley  said,  I  think  it  is  sufficient  for  me  to 
indicate  that  we  are  prepaxed  to  cooperate  with  your  agency  in 
the  Scune  ways  and  under  the  seime  terms  as  were  stated  by  the  OCC 
in  that  letter. 

Again,  thank  you  for  this  opportunity,  and  I  look  forward  to 
working  with  you  on  this  important  issue.   Should  you  have  any 
questions  or  need  any  further  information,  please  contact  me, 
Griffith  Garwood  (452-2631)  or  Glenn  Loney  (452-3585)  of  the 
Board's  Division  of  Consumer  amd  Community  Affairs. 

Sincerely, 


C^^UW/teuce   /^-  CuMj4e</ 
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Comptroliar  ot  the  Currency 
Administrator  of  National  Banks 


Washington,  D.C.    20219 
September   11,    1992 


Mr.  John  R.  Dunne 
Assistant  Attorney  General 
Civil  Rights  Division 
U.S.  Department:  of  Justice 
Washington  D.C.  20530 

Dear  Mr.  Dunne: 

I  wish  to  thank  you  and  your  staff  for  sponsoring  a  series  of 
interagency  meetings  to  discuss  coordinated  efforts  to  detect  and 
combat  acts  of  illegal  discrimination  in  mortgage  lending.   We  have 
benefited  greatly  from  the   exchange  of  ideas  at  those  meetings  and 
are  prepared  to  build  on  those  discussions  by  coordinating 
activities  with  you  t:hat  confront  discrimination  in  mortgage 
lending  and  strengthen  enforcement  of  the  Fair  Housing  Act  and  the 
Equal  Credit  Opportunity  Act. 

As  you  are  aware,  our  examiners  can  provide  you  valuable  assistance 
by  conducting  fair  lending  examinations  in  national  banks  where  you 
suspect  lending  discrimination  may  exist.   Our  examination 
authority,  detailed  in  12  U.S.C.  S  481,  provides  our  examiners  with 
access  to  documents  not  customarily  available  to  other  government 
agencies,  including  tihe  Department  of  Justice  (DOJ).   The  Office  of 
the  Comptroller  of  the  Currency  (OCC)  can  compel  national  banks  to 
open  t:heir  lending  files,  board  minutes,  and  otJier  internal 
documents  for  examination  by  national  bank  examiners.   The  examiner 
also  has  the  power  to  administer  oaths  and  to  examine  any  of  the 
officers,  directors,  employees,  and  agents  of  a  national  bank  under 
review. 

There  is  no  explicit  provision  in  our  autJiorizing  statutes, 
however,  to  accommodate  your  proposal  that  DOJ  staff  enter  and 
investigate  national  banks  under  OCC  authority.   As  set  forth  in  12 
U.S.C.  §  481,  national  bank  examiners,  assistant  examiners,  and 
otiher  persons  whose  services  may  be  required  in  connection  with  the 
examination  of  a  national  bank  must  be  employed  by  the  OCC.   Also, 
12  U.S.C.  §  484(a)  provides,  in  part,  that  "no  national  bank  shall 
be  subject  to  any  visitorial  powers  except  as  authorized  by  Federal 
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law."   It  is  typically  inappropriate,  therefore,  for  employees  of 
other  federal  agencies  to  accompemy  OCC  examiners  or  in  any  way 
participate  in  an  examination  of  a  national  bank. 

We  are  prepared  to  take  steps,  however,  to  assist  your  department 
in  investigating  potential  violations  of  the  Fair  Housing  Act  or 
Equal  Credit  Opportunity  Act  by  national  banks .   As  you  have 
proposed,  you  may  identify  selected  national  banks  and  request 
'their  voluntary  cooperation  in  permitting  DOJ  staff  to  accompany 
OCC  exEuniners  during  examinations  for  compliance  with  fair  lending 
laws.  DOJ  participation  during  those  examinations  must  be  agreed 
to  in  advance  and  conform  to  any  conditions  or  stipulations 
specified  by  the  targeted  bank.   We  see  no  reason,  however,  why  the 
voluntary  cooperation  that  facilitated  your  investigation  in 
Atlanta  should  not  be  forthcoming  from  targeted  national  banks  as 
well. 

We  have  also  held  extensive  discussions  with  your  staff  to  learn 
more  about  the  information  you  need  for  your  own  investigations. 
Where  appropriate,  we  will  attempt  to  tailor  our  examination 
procedures  to  assist  you  in  obtaining  that  information.   This  could 
include  the  collection  of  data  for  yoiir  use  in  determining  whether 
to  pursue  a  statistical  analysis  of  the  bank's  mortgage  lending 
patterns . 

Following  the  initial  on-site  examination  with  DOJ  staff,  OCC 
examiners  may  wish,  in  some  instances,  to  review  additional  loan 
files  and  conduct  further  interviews  with  people  familiar  with  the 
bank's  historical  practices  with  respect  to  minority  loan 
applicants.   We  will  consult  you  as  we  develop  strategies  to 
interview  bank  customers,  real  estate  brokers,  community  leaders, 
and  others  familiar  with  the  bank's  activities. 

If  we  find  indications  that  illegal  discrimination  may  have 
occurred,  we  will  immediately  consult  with  your  staff  to  ensure 
that  any  actions  that  we  might  plan  to  take  are  consistent  with 
efforts  that  are  planned  or  are  londerway  at  your  agency.   Normally, 
if  we  were  to  find  evidence  of  illegal  discrimination,  we  would 
take  enforcement  action  or  request  the  bamk  to  adopt  specific 
corrective  measures,  as  appropriate.   We  believe  that  a  responsible 
institution,  presented  with  credible  evidence  of  discrimination, 
will  take  whatever  reasonable  steps  the  regulator  recommends  to 
correct  the  problem.  We  note  that  DOJ  has  piiblicly  stated  its 
optimism  that  the  resolution  of  its  Atlanta  investigation  will  take 
that  course. 

Clearly,  we  are  prepared  to  proceed  with  siibstantial  cooperative 
efforts  involving  our  two  agencies.   However,  we  do  not  believe 
that  the  prototype  statistical  analysis  you  conducted  during  your 
three-year  Atlanta  investigation  and  now  propose  to  replicate  in 
other  selected  lenders  —  at  a  cost  to  be  borne  by  the  OCC  of  up  to 
$500,000  for  each  institution  analyzed  —  offers  an  efficient  or 
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cost-effective  approach  to  enforcement. 

We  believe  that  approaches  to  docviroent  differential  treatment 
directly  through  examinations  and  investigations  should  be  more 
fully  explored;  and  we  are  doing  so.   Improved  examination 
techniques  may  be  able  to  identify  differential  treatment  at 
substantially  lower  cost -than  the  statistical  analysis  that  you 
propose.   Even  in  your  Atlanta  investigation,  for  example,  you  were 
able  to  obtain  persuasive  direct  evidence  that  minority  applicants 
received  lower  levels  of  service  and  assistance,  after  which  you 
conducted  statistical  tests  of  the  lender's  loan  files.   Taking  the 
lesson  from  your  Atlanta  investigation,  we  would  investigate 
correspondence,  notes  of  phone  calls,  and  annotations  on  loan 
documents,  among  other  materials,  for  evidence  of  discrimination  in 
the  quality  of  effort  exerted  by  the  lender  on  behalf  of  an 
applicant. 

We  share  your  cdncem  about  illegal  mortgage  lending  discrimination 
—  wherever  amd  whenever  it  might  occur.   Cooperative  and 
coordinated  investigations  between  our  two  agencies  can  make  us 
both  more  effective  in  detecting  and  combating  lending 
discrimination.   Therefore,  I  look  forward  to  formalizing  the 
proposals  made  in  this  letter  in  the  near  future.   If,  in  the 
meemtime,  you  need  further  information,  please  feel  free  to  contact 
Stephen  Cross,  Deputy  Comptroller  for  Compliance  Management,  at 
202-874-5216. 

Sincerely, 


lSul)^.  C- 


Donald  G.  Coonley 
Acting  Senior  Deputy  Comptroller 
for  Bank  Supervision  Policy 
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us.  DqiMlmcMtof  Jurtice 

Qvil  Rights  Divisioa 


HDW  6  199* 

Honorablft  John  P.  Laware 
Meobcr,  Board  of  Governors 
Federal  Reserve  Board 
Washington ,   D . C . 

Dear  Governor  Z.avare: 

Thank  you  for  your  expressed  interest  in  joining  ne  and 
other  federal  lending  officials  to  discuss  how  we  can  coordinate 
our  respective  responsibilities  to  confront  acts  of 
discrimination  in  the  mortgage  lending  field. 

I  want  to  confirm  that  we  will  meet  on  Tuesday,  November  12, 
1991  at  2; 30  p.m.  in  the  Civil  Rights  Division  Conference  Room 
5644  at  the  Justice  Building  to  discuss  possible  action. 

Please  feel  free  to  bring  members  of  your  staff  or  other 
advisors . 

Looking  forward  to  meeting  you,  I  am. 

Sincerely, 


John  R.  Dunne 

Assistant  Attorney  General 

Civil  Rights  Division 
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U^  Department  of  Justice 

Civil  Rights  Division 


OgUt  tf  th*  Asaaaf  Aaomif  Ctnaal 


Kalwigun.  aC  X03S 


NOV  8  1991 


Mr.  Alonzo  Swann 

Director  of  Operations 

National  Credit  Union  Administration 

1776  G  Street,  N.W. 

Washington,  DC  20456 

Dear  Mr.  Swann: 

Thank  you  for  your  expressed  interest  in  joining  me  and 
other  federal  lending  officials  to  discuss  how  we  can  coordinate 
our  respective  responsibilities  to  confront  acts  of 
discrimination  in  the  mortgage  lending  field. 

I  want  to  confirm  that  we  will  meet  Tuesday,  November  12, 
1991  at  2:30  p.m.  in  the  Civil  Rights  Division  Conference  Room 
5644  at  the  Justice  Building  to  discuss  possible  action. 

Please  feel  free  to  bring  members  of  your  staff  other  than 
advisors. 

Looking  forward  to  meeting  you,  I  am. 

Sincerely, 


/John  R.  Dunne 

Assistant  Attorney  General 

Civil  Rights  Division 
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Comptroller  of  the  Currency 
Administrator  of  National  Banks 
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Washington.  D.C.  20219 

November  12,  1991 

Mr.  John  R.  Dunne 

Assistant  Attorney  General 

Civil  Rights  Division 

Office  of  tJie  Assistant  Attorney  General 

Washington,  D.  C.    20035 

Dear  Mr.  Dunne: 

Thank  you  for  inviting  the  OCC  to  participate  with  tJie  Department 
of  Justice  and  otJier  agencies  in  an  effort  to  combat  mortgage 
lending  discrimination.   I  tihink  the  idea  of  setting  up  a  working 
group  is  an  excellent  and  one  we  will  all  be  able  to  benefit 
from. 

The  OCC's  contact  for  the  group  will  be  Steve  Cross,  Deputy 

Comptroller  for  Compliance  Management.   Steve  can  be  reached  on 

(202)  874-4867.   If  I  can  do  anything  more  to  assist  the   effort, 
please  let  me  know. 

Sxncerely,      " 


Susan  F.  Krause 

Senior  Deputy  Comptroller 

for  Bank  Supervision  Policy 
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BOARD    OF    GOVERNORS 
OF  THE 

FEDERAL  RESERVE  SYSTEM 

WASHINGTON,  0.  C  20551 


JOHN   p.  LaWARC 
HEHBCn  or  THE  BOARO 


November  14,  1991 


The  Honorable  John  R.  Dunne 
Assistant  Attorney  General 
Civil  Rights  Division 
Department  of  Justice 
Washington,  D.C.   20530 

Dear  John: 


^     G 


o 


—   iiC) 

2:  mr;i 


en 
fair 


I  think  your  idea  of  coordinating  the  agencies ' 
lending  efforts  is  a  very  good  one,  and  I  appreciate  your  taking 
the  initiative  to  bring  us  together.   Our  representative  to  the 
working  group  will  be  Glenn  Loney,  Assistant  Director,  Division 
of  Consumer  and  Community  Affairs.   Glenn  has  responsibility  for 
overseeing  our  examination  effort,  and  has  been  deeply  involved 
with  this  issue  for  some  time.   I  know  he  will  make  a  valuable 
contribution  to  the  group. 

Sincerely, 


stcnin  P.    LaWare 


ee-  w  ILuce^L^- 
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Mr.  Alonzo  Swann 

Director  of  Operations 

National  Credit  Union  Administration 

Rn.  6611 

1776  G  Street,  N.W. 

Washington,  D.C.  20456 

Dear  Mr.  Swann: 

On  behalf  of  the  Acting  Attorney  General,  I  wish  to  extend 
my  warm  thanks  and  appreciation  for  your  attendance  at  our 
meeting  on  November  12,  1991,  to  discuss  a  coordinated  effort  to 
confront  acts  of  discrimination  in  the  mortgage  lending  field.   I 
found  the  meeting  both  informative  and  constructive.   It  was  very 
helpful  for  me  and  the  others  members  of  my  staff  who  attended 
this  meeting  to  obtain  your  views  on  this  subject  and  your 
agency's  regulatory  and  enforcement  responsibilities  in  this 
area.   We  noted  your  experience  in  investigating  claims  of 
mortgage  lending  discrimination,  and  were  pleased  to  obtain  your 
thoughts  on  what  more  could  be  done  to  address  concerns  raised  by 
the  recent  release  of  data  under  the  Home  Mortgage  Disclosure  Act 
showing  that  minority  applicants  are  rejected  for  home  mortgages 
at  much  higher  rates  than  white  applicants  in  many  cities. 

We  all  agreed  at  the  meeting  that  it  made  sense  to 
coordinate  our  efforts  and  responsibilities  to  address  this 
widespread  and  complex  problem,  and  that  we  would  all  benefit 
from  a  mutual  exchange  of  ideas  and  proposals  on  developing  more 
intensive  investigative  programs  to  ensure  compliance  with  the 
fair  lending  laws.   We  also  agreed  that  it  would  be  helpful  to 
schedule  further  meetings  between  our  staffs  to  discuss,  among 
other  matters,  possible  approaches  to  targeting  lenders  for  in 
depth  reviews,  the  types  of  records  and  information  to  be 
examined,  and  procedures  for  data  analysis. 

I  suggest  that  the  first  such  meeting  be  scheduled  for 
November  26,  1991,  at  10:00  a.m.  in  our  Housing  and  Civil 
Enforcement  Section  Conference  Room  7509.  I  have  asked  Paul 
Hancock,  Chief  of  the  Housing  Section,  to  confirm  this  meeting 
and  to  find  out  who  from  your  agency  will  be  in  attendance. 

We  very  much  look  forward  to  this  next  meeting. 

Sincerely, 


John  R.  Dunne 
Assistant  Attorney  General 
Civil  Rights  Division 
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Comptroller  of  the  Currency 
Administrator  of  National  Banks 


Washington,  0.0.    20219 

BY  FACSIMILE  TRANSMISSION    [FAX  514-1116] 
December  10,  1991 


Paul  Hancoclc,  Esq. 

Chief,  Housing  and  Civil  Enforcement  Section 

Civil  Rights  Division 

U.S.  Departjnent  of  Justice 

Washington,  D.C. 

Dear  Paul: 

This  is  to  confirm  our  meeting  scheduled  for  December  16,  1991, 
at  2  p.m.  at  your  office.   I  anticipate  that  the  information  you 
provide  will  be  valuable  for  the  wide-ranging  Compliance  Program 
Review  (CPR)  now  being  undertaken  by  the  Compliance  Management 
Department - 

The  key  matters  I  want  to  discuss  relate  to  equal  credit 
opportunity.   However,  the  CPR  effort  embraces  the  full  range  of 
consumer  and  community  lending  responsibilities  of  tihe  Office  of  the 
Comptroller  of  the  Currency  (OCC),  which  include  enforcement  of: 
Bank  Secrecy  Act,  Real  Estate  Settlement  Procedures  Act,  Right  to 
Financial  Privacy  Act,  truth-in-savings  regulations.  Unfair  and 
Deceptive  Practices  Act,  Fair  Debt  Collection  Practices  Act,  Truth  in 
Lending  Act,  Expedited  Funds  Availability  Act,  consumer  leasing 
regulations,  interest-on-deposits  regulations,  Electronic  Fund 
Transfer  Act,  and  Flood  Disaster  Protection  Act.   Additionally,  t:he 
OCC  has  responsibilities  regarding  bank  securities  operations,  trust 
administration,  adjustable  rate  mortgages,  home  equity  lines  of 
credit,  and  credit  cards.   If  you  have  any  comparable 
responsibilities,  I  would  want  to  discuss  those  as  well. 

Our  chief  interest  in  talking  with  other  Federal  enforcement 
agencies  is  to  see  what  lessons  may  be  learned  from  their  approaches 
and  organization.   However,  we  also  welcome  direct  comments  on  the 
orientation  and  organization  of  the   OCC's  efforts. 
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The  key  topics  I  want  to  cover  about  your  agency's  efforts 
regarding  constjner  rights  and  community  lending  include: 

o    position  and  status  of  the  consumer  and  community  lending 

function  in  your  agency; 
o    internal  organization  of  the  consumer  and  community  lending 

enforcement  program; 
o    balancing  of  monitoring,  educational,  and  enforcement 

activities ; 
o    staffing  levels; 

o    staff  qualifications,  recruitment,  and  selection; 
o    courses,  on-the-job  training,  and  career  development; 
o    career  ladders  and  specialization; 
o    staff  workloads; 
o    movement  of  staff  in  and  out  of  the  consumer  and  community 

lending  area; 
o    division  of  responsibility  between  headquarters  and  field 

levels;  and 

0  changes  in  progress  or  contemplated. 

We  would  appreciate  having  copies  of  handbooks,  training 
materials,  etc.,  that  support  your  compliance  efforts  regarding 
consumer  rights  and  commiinity  lending  responsibilities. 

1  have  enclosed  for  your  information  the  form  of  questionnaire 
we  have  used  to  structure  interviews  with  the  other  financial 
regulatory  agencies.   While  the  questions  are  not  entirely  on  point 
for  our  meeting,  I  trust  it  will  add  to  your  understanding  of  the 
meeting's  objectives. 

If  you  have  questions,  please  call  me  at  (202)  874-5232. 
Sincerely, 


Lawrence  Riedman 

Fair  Lending  Specialist 
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INTERVIEW  QUESTIOKS 
FOR  OTHER  FINANCIAL  REGULATORS 


Please  be  as  candid  as  possible  in  responding  to  the  following  (questions. 
Your  answers  should  include,  if  possible,  an  assessment  of  perceived 
strengths  and  weaknesses,  specific  recommendations,  and  reasons  which 
support  your  conclusions.   Any  comments  you  wish  to  be  held  in  strict 
confidence  will  be,  upon  your  request. 


I 


What  major  disciplines  are  included  in  your  Compliance  program?   The 
OCC's  program  includes  BSA  and  money  laundering,  consumer  including 
CRA  and  fair  lending,  bank  dealer,  fiduciary,  and  the  consumer 
complaint  process. 

V 

How  is  compliance  organized  within  your  agency  and  how  is  this 
different  from  other  functional  areas  of  bank  supervision?   Please 
provide  the  following  types  of  information  if  possible: 

o    Organizational  charts  of  agency  and  compliance  program. 

o    Identify  any  segregated  oversight  responsibilities  between  the 

agency's  Washington  and  field  management  levels, 
o    Key  management  areas  such  as  communication,  planning,  policy 

development,  internal  controls,  h\iman  resources,  MIS  support, 

and  other  management  responsibilities. 
o    The  priority  and  level  of  management  support  for  the  compliance 

area. 

What  is  the  process  you  use  in  hiring/selecting  compliance 
specialists?   For  example,  do  you:   use  written  tests?   conduct 
several  interviews?   look  for  specific  characteristics  such  as 
strong  communication  skills?   require  writing  samples? 

What  is  the  career  ladder  for  compliance  specialists  for  the  five 
major  disciplines  (referenced  in  #1  above)  within  your 
organization?  What  are  their  responsibilities  at  each  level  of  the 
career  ladder?  What  are  the  requirements /prerequisites  for 
advancement  from  one  level  to  the  next? 
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5.  What  are  the  workload  requirements  for  compliance  specialists? 
Please  provide  the  following  information  in  connection  with  your 
answer. 

o    Annotated  organizational  charts  that  include  staffing  figures; 
o    General  data  regarding  number  of  banks  and  asset  size  you 

regulate;  

o    General  data  regarding  total  examiner  FTEs  and  number  of 

dedicated  compliance  "specialists"  and 
o    Guidelines  for  determining  the  frequency  of  compliance 

examinations  for  each  institution. 

6.  What  specific  training  courses /schools,  OJT,  career  development 
programs,  examination  tools,  materials  or  job  aids  do  you  have  for 
compliance  specialists  for  each  of  the  disciplines  noted  in  ffl? 
Please  include  the  frequency  of  training,  mandatory  courses  and  any 
prerequisites . 

7.  Do  you  require  certification  for  compliance  specialists?  If  so,  at 
what  grade,  experience  aiul  training  levels?  How  do  you  certify 
compliance  specialists? 

8.  How  does  your  agency  provide  opportunities  for  compliance 
specialists  to  move  in  and  out  of  the  coropliance  specialty  area 
within  the  agency? 

9.  What  are  the  pros  and  cons  in  having  a  compliance  specialty?  Are 
you  planning  any  changes  to  your  current  organization  of  the 
compliance  program? 

o    In  response/anticipation  of  congressional  initiatives? 

o    To  improve  efficiency  and  effectiveness? 

o    In  response  to  internal  reviews  of  your  compliance  program? 

10.  What  are  the  pitfalls  to  organizing  and  structuring  a  compliance 
program? 

11.  How  does  your  workforce  perceive  compliance  examiners  versus 
commercial  examiners? 
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Mr.  David  Medine 

Acting  Associate  Director 

for  Credit  Practices 
Federal  Trade  Commission 
Rm.  4037 

6th  and  Pennsylvania,  N.W. 
Washington,  D.C. 

Dear  Mr.  Medine: 

This  is  to  confirm  the  next  meeting  of  the  inter-agency 
working  group  on  mortgage  lending  discrimination  from  10:00  a.m.- 
12:00  p.m.  on  January  29,  1992,  in  our  Civil  Rights  Division 
Conference  Room,  Room  5644. 

At  this  meeting,  we  hope  each  agency  will  provide  its  views 
on  the  possible  targeting  of  lenders  for  in-depth  compliance 
examinations  under  the  Fair  Housing  Act  and  Equal  Credit 
Opportunity  Act,  and  the  types  of  investigative  analyses  that 
might  be  undertaken.   Our  expert  in  the  Atlanta  investigation. 
Dr.  Bernard  Siskin,  who  attended  the  last  meeting,  will  also 
attend  this  meeting. 

Sincerely, 

John  R.  Dunne 

Assistant  Attorney  General 

Civil  Rights  Division 

By: 

Paul  F.  Hancock 
Chief 
Housing  and  Civil  Enforcement  Section 
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Mr.  Glenn  Loney 

Assistant  Director 

Division  of  Consumer  and  Community  Affairs 

Federal  Reserve  Board 

20th  and  C  Street,  N.W. 

Washington,  D.C.   20551 

Dear  Mr.  Loney: 

Thank  you  and  Glenn  Canner  for  meeting  with  members  of  my 
staff  on  June  12th  to  discuss  a  joint  program  to  investigate 
possible  patterns  or  practices  of  mortgage  lending  discrimination 
against  minority  loan  applicants  in  various  cities  throughout  the 
country.   We  believe  that  such  a  program,  which  will  bring 
together  the  expertise  of  fair  lending  compliance  examiners  in 
your  agency  and  our  staff  who  have  investigative  experience  in 
this  area,  is  vital  to  a  sound,  effective,  and  coordinated  effort 
to  combat  discrimination  in  mortgage  lending.   As  you  know,  last 
November  the  Attorney  General  asked  that  we  meet  to  develop  such 
a  program,  and  the  several  meetings  that  have  been  held  since 
then  have  been  directed  toward  this  goal.   This  letter  will 
recapitulate  the  proposal  we  outlined  to  you  at  the  June  12th 
meeting. 

This  Division  is  in  the  process  of  targeting  specific 
mortgage  lending  institutions  in  a  number  of  major  cities  for 
possible  pattern  or  practice  investigations  under  the  Fair 
Housing  Act  and  Equal  Credit  Opportunity  Act.   Our  targeting  is 
based  on  the  1990  Home  Mortgage  Disclosure  Act  data  which  shows 
applicant  acceptance  and  rejection  rates  by  race  and  national 
origin  for  specific  institutions.   The  lenders  we  are  targeting 
rejected  minority  (black  and  Hispanic)  mortgage  applicants  at 
significantly  higher  rates  than  white  applicants,  and  they  each 
appear  to  have  a  sufficient  number  of  white  and  minority 
applicants  so  that  we  can  conduct  a  statistical  analysis  of  the 
lender's  underwriting  decisions  similar  to  the  one  we  conducted 
in  our  mortgage  lending  investigation  in  Atlanta,  Georgia.   The 
details  of  our  targeting  method  were  explained  to  you  at  the 
meeting.   Also,  as  our  staff  emphasized  at  that  meeting,  if  there 
are  other  lenders  that  your  agency  has  targeted  for  pattern  or 
practice  investigations,  we  would  welcome  your  suggestions  and 
input  on  whether  those  institutions  should  be  included  in  our 
joint  investigative  program. 
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Our  goal  is  to  narrow  the  list  of  tentatively  targeted 
lenders  to  one  or  more  institutions  at  which  we  could  conduct  the 
type  of  intensive,  full-scale  investigation  we  recently  conducted 
in  Atlanta.   To  identify  those  lenders,  we  envision  an  initial 
review  of  the  targeted  lenders  that  would  include  an  on-site 
inspection  and  possible  copying  of  selected  loan  application 
files  (perhaps  no  more  than  100  such  files) ,  interviews  with  bank 
officials  on  underwriting  and  loan  origination  practices,  an 
overview  of  the  lender's  marketing,  advertising,  and  branching 
activities,  and  a  review  of  minutes  of  governing  board  meetings 
and  the  lender's  Community  Reinvestment  Act  file.   At  least  one 
attorney  and  possibly  one  paralegal  from  our  staff  would 
participate  in  this  initial  on-site  review  together  with 
representatives  of  your  agency.   We  also  expect  to  have  the 
expert  we  used  in  our  Atlanta  investigation  accompany  us  on  these 
visits  to  assist  us  in  determining  whether  a  full-phase  analysis 
of  the  loan  application  files  is  likely  to  yield  meaningful 
results. 

Based  upon  the  initial  review,  we  would,  if  warranted,  focus 
our  investigation  upon  those  lenders  (perhaps  no  more  than  one  or 
two)  with  the  most  troublesome  indications  of  Jion-compliance  with 
fair  lending  laws.   These  lenders  would  be  targeted  for  the  type 
of  intensive  investigation  we  conducted  in  Atlanta.   That 
investigation  would  entail  a  more  extensive  review  and  copying  of 
the  lender's  application  files  for  a  period  of  at  least  two  years 
(either  all  applications  or  a  sample,  depending  on  volume) , 
include  applications  for  conventional  purchase  money  mortgages 
and  refinances,  and  FHA  and  VA  loans,  and  the  reduction  of 
infomnation  from  these  files  into  a  database.   The  experts 
retained  to  work  on  this  project  would  analyze  this  database  to 
determine  whether  race  or  ethnicity  was  a  factor  in  the  lender's 
decisionmaking  process.   The  investigation  would  also  include  a 
more  thorough  examination  into  the  other  areas  mentioned  above 
(marketing,  advertising,  etc.),  as  well  as  field  interviews  of 
real  estate  agents,  builders,  and  other  market  participants  to 
gain  an  understanding  of  current  and  historical  practices 
relevant  to  the  lender's  efforts  to  attract  minority  loan 
applicants. 

We  propose  that  the  costs  of  both  the  initial  reviews  and 
any  full-phase  investigations  be  borne  primarily  by  your  agency 
and  the  lender  involved.   We  believe  this  makes  sense  in  view  of 
the  shared  enforcement  responsibility  between  your  agency  and  the 
Department  of  Justice.   I  would  hasten  to  add,  nevertheless,  that 
the  Department  of  Justice  would  bear  all  costs  in  any  litigation 
brought  by  it  based  upon  the  findings  of  the  joint  investigation, 
and  these  costs  are  often  considerable  in  complex  litigation. 

The  precise  cost  of  any  investigation  to  your  agency  would 
depend,  of  course,  on  the  volume  of  applications  to  be  copied  and 
reviewed.   We  would  ask  that  your  agency  cover  the  costs  of  the 
statistical  analysis,  including  data  input,  the  experts'  fees. 
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and  copying  costs  if  the  lender  refuses  to  bear  such  costs.   The 
Department  of  Justice  would  bear  the  costs  attributable  to 
development  of  non-statistical  evidence,  such  as  the  field 
interviews  and  reviews  of  governing-board  minutes. 

Because  of  the  wide-spread  attention  that  has  recently  been 
given  to  the  problem  of  mortgage  lending  discrimination, 
particularly  in  the  aftermath  of  the  recent  disturbances  in  Los 
Angeles,  we  must  move  expeditiously  toward  an  agreement  on  a 
joint  investigative  program.   We  hope  that  once  such  an  agreement 
is  reached,  we  could  begin  our  initial  reviews  of  targeted 
lenders  by  late  summer.   I  understand  that  it  may  be  necessary 
for  you  to  discuss  our  proposal  with  other  officials  of  your 
agency,  but  I  still  hope  for  an  early  commitment  from  your  agency 
so  that  we  can  get  this  important  work  underway  as  quickly  as 
possible.   Please  feel  free  to  contact  Paul  Hancock,  at  202-514- 
4713,  as  needed  for  further  information. 

Sincerely, 


John  R.  Dunne 
Assistant  Attorney  General 
Civil  Rights  Division 
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Mr.  Griffith  L.  Garwood 

Director 

Division  of  Consumer  and  Community  Affairs 

Federal  Reserve  Board 

20th  and  C  Street,  N.W. 

Washington,  D.C.   20551 

Dear  Mr.  Garwood: 

We  would  like  to  schedule  a  meeting  with  representatives  of 
the  federal  financial  regulatory  agencies,  HUD,  and  the  FTC  on 
July  15  at  10  a.m.  in  our  offices,  to  continue  our  discussions  on 
a  coordinated,  industry-wide  investigative  program  on  mortgage 
lending  discrimination  set  forth  in  our  June  25  letter  to  your 
agency.  We  have  met  with  representatives  of  all  of  the  financial 
regulators  individually,  and  would  like  to  provide  everyone 
together  an  opportunity  to  discuss  this  program  further.  Dr. 
Siskin,  the  expert  in  our  Atlanta  investigation,  will  attend  this 
meeting  to  explain  the  statistical  methodology  we  used  in  that 
investigation  and  to  answer  questions  both  about  our  current 
investigation  in  Atlanta  and  plans  for  future  investigations 
Please  call  me  at  (202)  514-4713  if  there  is  a  conflict  with  this 
time. 

Sincerely, 

John  R.  Dunne 

Assistant  Attorney  General 

Civil  Rights  Division 

By: 

Paul  F.  Hancock 
Chief 
Housing  and  Civil  Enforcement  Section 

cc:   Chrono  Hancock  Senger  T.File 
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Comptroller  of  the  Currency 
Administrator  of  National  Banks 


Washington.  D.C.    20219 
September   11,    1992 


® 


Mr.  John  R.  Dunne 
Assistant  Attorney  General 
Civil  Rights  Division 
U.S.  Departunent  of  Justice 
Washington  D.C.  20530 

Dear  Mr.  Dunne: 

I  wish  to  thank  you  and  your  staff  for  sponsoring  a  series  of 
interagency  meetings  to  discuss  coordinated  efforts  to  detect  and 
combat  acts  of  illegal  discrimination  in  mortgage  lending.   We  have 
benefited  greatly  from  the  exchange  of  ideas  at  those  meetings  and 
are  prepared  to  build  on  those  discussions  by  coordinating 
activities  with  you  that  confront  discrimination  in  mortgage 
lending  and  strengthen  enforcement  of  the  Fair  Housing  Act  and  the 
Equal  Credit  Opportunity  Act. 

As  you  are  aware,  our  examiners  can  provide  you  valuable  assistance 
by  conducting  fair  lending  examinations  in  national  banks  where  you 
suspect  lending  discrimination  may  exist.   Our  examination 
authority,  detailed  in  12  U.S.C.  S  481,  provides  our  examiners  with 
access  to  documents  not  customarily  available  to  other  government 
agencies,  including  the  Department  of  Justice  (DOJ).   The  Office  of 
the  Comptroller  of  the  Currency  (OCC)  can  compel  national  banks  to 
open  their  lending  files,  board  minutes,  and  other  internal 
documents  for  examination  by  national  bank  examiners.   The  examiner 
also  has  the  power  to  administer  oaths  and  to  examine  any  of  the 
officers,  directors,  employees,  and  agents  of  a  national  bank  under 
review. 

There  is  no  explicit  provision  in  our  authorizing  statutes, 
however,  to  accommodate  your  proposal  that  DOJ  staff  enter  and 
investigate  national  banks  under  OCC  authority.   As  set  forth  in  12 
U.S.C.  S  481,  national  bank  examiners,  assistant  examiners,  and 
other  persons  whose  services  may  be  required  in  connection  with  the 
examination  of  a  national  bank  must  be  employed  by  the  OCC.   Also, 
12  U.S.C.  S  484(a)  provides,  in  part,  that  "no  national  bank  shall 
be  subject  to  any  visitorial  powers  except  as  authorized  by  Federal 
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law."   It  is  typically  inappropriate,  therefore,  for  employees  of 
other  federal  agencies  to  accompany  OCC  examiners  or  in  any  way 
participate  in  an  examination  of  a  national  bank. 

We  are  prepared  to  take  steps,  however,  to  assist  your  department 
in  investigating  potential  violations  of  the  Fair  Housing  Act  or 
Equal  Credit  Opportunity  Act  by  national  banks.   As  you  have 
proposed,  you  may  identify  selected  national  banks  and  request 
their  voluntary  cooperation  in  permitting  DOJ  staff  to  accompany 
OCC  examiners  during  examinations  for  compliance  with  fair  lending 
laws.   DOJ  participation  during  those  examinations  must  be  agreed 
to  in  advance  and  conform  to  any  conditions  or  stipulations 
specified  by  the  targeted  bank.   We  see  no  reason,  however,  why  the 
voluntary  cooperation  that  facilitated  your  investigation  in 
Atlanta  should  not  be  forthcoming  from  targeted  national  banks  as 
well. 

We  have  also  held  extensive  discussions  with  your  staff  to  learn 
more  about  the  information  you  need  for  your  own  investigations. 
Where  appropriate,  we  will  attempt  to  tailor  our  examination 
procedures  to  assist  you  in  obtaining  that  information.   This  could 
include  the  collection  of  data  for  your  use  in  determining  whether 
to  pursue  a  statistical  analysis  of  the  bank's  mortgage  lending 
patterns. 

Following  the  initial  on-site  examination  with  DOJ  staff,  OCC 
examiners  may  wish,  in  some  instances,  to  review  additional  loan 
files  and  conduct  further  interviews  with  people  familiar  with  the 
bank's  historical  practices  with  respect  to  minority  loan 
applicants.   We  will  consult  you  as  we  develop  strategies  to 
interview  bank  customers,  real  estate  brokers,  community  leaders, 
and  others  familiar  with  the  bank's  activities. 

If  we  find  indications  that  illegal  discrimination  may  have 
occurred,  we  will  immediately  consult  with  your  staff  to  ensure 
that  any  actions  that  we  might  plan  to  take  are  consistent  with 
efforts  that  are  planned  or  are  underway  at  your  agency.   Normally, 
if  we  were  to  find  evidence  of  illegal  discrimination,  we  would 
take  enforcement  action  or  request  the  bank  to  adopt  specific 
corrective  measures,  as  appropriate.   We  believe  that  a  responsible 
institution,  presented  with  credible  evidence  of  discrimination, 
will  take  whatever  reasonable  steps  the  regulator  recommends  to 
correct  the  problem.   We  note  that  DOJ  has  publicly  stated  its 
optimism  that  the  resolution  of  its  Atlanta  investigation  will  take 
that  course. 

Clearly,  we  are  prepared  to  proceed  with  substantial  cooperative 
efforts  involving  our  two  agencies.   However,  we  do  not  believe 
that  the  prototype  statistical  analysis  you  conducted  during  your 
three-year  Atlanta  investigation  and  now  propose  to  replicate  in 
other  selected  lenders  —  at  a  cost  to  be  borne  by  the  OCC  of  up  to 
$500,000  for  each  institution  analyzed  —  offers  an  efficient  or 
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cost-ef fective  approach  to  enforcement. 

We  believe  that  approaches  to  document  differential  treatment 
directly  through  examinations  and  investigations  should  be  more 
fully  explored;  and  we  are  doing  so.   Improved  examination 
techniques  may  be  able  to  identify  differential  treatment  at 
substantially  lower  cost  than  the  statistical  analysis  that  you 
propose.   Even  in  your  Atlanta  investigation,  for  example,  you  were 
able  to  obtain  persuasive  direct  evidence  that  minority  applicants 
received  lower  levels  of  service  and  assistance,  after  which  you 
conducted  statistical  tests  of  the  lender's  loan  files.   Taking  the 
lesson  from  your  Atlanta  investigation,  we  would  investigate 
correspondence,  notes  of  phone  calls,  and  annotations  on  loan 
documents,  among  other  materials,  for  evidence  of  discrimination  in 
the  quality  of  effort  exerted  by  the  lender  on  behalf  of  an 
applicant. 

We  share  your  concern  about  illegal  mortgage  lending  discrimination 
—  wherever  and  whenever  it  might  occur.   Cooperative  and 
coordinated  investigations  between  our  two  agencies  can  make  us 
both  more  effective  in  detecting  and  combating  lending 
discrimination.   Therefore,  I  look  forward  to  formalizing  the 
proposals  made  in  this  letter  in  the  near  future.   If,  in  the 
meantime,  you  need  further  information,  please  feel  free  to  contact 
Stephen  Cross,  Deputy  Comptroller  for  Compliance  Management,  at 
202-874-5216. 

Sincerely, 


iSLiL)^.  C> 


Donald  G.  Coonley 
Acting  Senior  Deputy  Coi^ptroller 
for  Bank  Supervision  Policy 


^SSf^T' 


623 


SOARO  or   QOVeHNORS 

or  TMC 

FEDERAL  RESERVE  SYSTEM 

WASNINOTON.  0.  C.  lOf  tl 


kAWMCNCC  ■.  Um'oSICT 

MCMSca  or  tmc  aDMa- 


I         September  23,  1992  /JjV 


Mr.  John  R.  Dunne 
Assistant  Attorney  General 
Civil  Rights  Division 
U.S.  Department  of  Justice 
•Washington,  DC  20530 

Deaur  Mr.  Dunne: 


they  L^Titni'^ll   coo^SStSS  S^SSJ.^?"  '°^  ^'^   ^»^— ^ 
Of  Justice  and  the  financial  f,,^  f  "'"^  between  the  Department 
eliminate  illegal  disSi^S^?o^^^^°'^  agencies  to  detect  and 

tells  me  tSt  ?tir  iletSJ^Sive  iLn°"^^^?  f'^^**^'^-  "^  «<=*« 
useful   wa  i^iu  *«ir  i^  ^^®  °®®°  °^st  informative  and 

?utSe-to"do'sSt'sr;2  to  r«Ju'°^r''^  ^°"^  ^^^^'y  ^^^^e 

treatment  in  tJSxV^f?Sts^\rSS.?SS  ^1^°-  jf,^-n  ^^^^ 

thS  Comptriiie"^^tSr^J°e^?J  ^XcS^'    "S^JS  ?h'  "^^^  °"^='  °^ 
restate  what  Mr.    Coonley  said     i  ?h7ii;  ^^^^'^  l^  ^"^  *=° 
indicate  that  we  are  nJLf JlS^I         °^  ^"^  ^^  sufficient  for  me  to 
the  same  ways  2d  Sd£  ?Srsa^f  te^^^^^  ^^'"^  ^^"^  *3^»<=y  i° 
in  that  letter.  ^®"°^  *^  *'®^«  stated  by  the  OCC 

worlcinri?th'yS^orthiriS^?t2rS"''^^'c^°''  ^  ^-^  ^°--"  «=° 
questions  or  need  anv  fur-^2^^     ^^^"®-      Should  you  have  any 

Griffith  GaJwSod    («Ll63i?  L  Sf2^f^°°'    ?^^*^^  =°°'=^=t  me,^ 
Board's  Division  oVlo^^r^'lnflZ^Z  i^fal^^^'^    °^  ^^^ 


Sincerely, 


C^^/UUce   /S-  CXii^/4^ 
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^  FEDERAL  DEPOSIT  INSURANCE   CORPORATION.  Washington.  D.C.  20429 

OFFICE  OF  THE  CHAIRMAN  September    24,    1992 


(© 


Mr.  John  R.  Dunne 
Assistant  Attorney  General 
Civil  Ri^ts  Divisican 
U.S.  Deparbnent  of  Justice 
Washington,  D.C.     20530 

Dear  Mr.  Dunne: 

We  wish  to  thank  you  and  your  staff  for  sponsoring  a  series  of  interagency 
meetings  to  discuss  cocirdinated  efforts  to  detect  and  oonbat  acts  of 
illegal  discrimination  in  mortgage  lending.  We  have  benefited  greatly 
fran  the  exchange  of  ideas  at  those  meetings  and  are  prepared  to  build  on 
those  discussions  by  coordinating  with  you  activities  designed  to  detect 
acts  of  discrimination  in  mortgage  lending  and  strengthen  enforcement  of 
the  Fair  Housing  Act  and  the  Eijual  Credit  Opportunity  Act. 

We  eire  most  interested  in  reaching  an  agreement  with  the  DOJ  regarding 
how,  and  in  what  circumstances,  we  could  coc^jerate  in  investigating 
possible  lending  discrimination  since  the  El^ual  Credit  C^^»rtunity  Act 
requires  the  FDIC,  in  certain  circumstances,  to  refer  to  the  DOJ  instances 
of  apparent  discrimination  that  we  find.   Consequently,  it  would  serve 
both  of  our  agencies'  best  interests  to  develop  a  clear  understanding  of 
what  can  be  expected  by  way  of  cocperative  efforts  and  what  results  will 
be  of  interest  to  you  for  further  investigation  under  your  own  authority 
and  responsibilities.  Nonetheless,  there  are  sane  aspects  of  the 
prc^xssals  that  have  been  put  forward  by  your  staff  during  the  series  of 
meetings  that,  for  various  reasons,  we  are  unable  to  accommodate. 

We  may  provide  information  obtained  in  the  course  of  an  examination  to 
others  in  accordance  with  applicable  laws  and  regulations.  Normally,  it 
would  be  inappropriate,  however,  for  enployees  of  other  federal  agencies, 
including  the  DOJ,  to  acccrpany  our  examiners  or  in  any  way  participate  in 
an  examination.  Despite  this  limitation,  we  are  prepared  to  take  steps, 
consistent  with  our  responsibilities  under  the  relevant  law,  to  assist 
your  d^aartment  in  investigating  potential  violations  of  the  Fair  Housing 
Act  or  ajual  Credit  Oj^jortunity  Act  by  the  institutions  we  supervise. 

As  proposed,  if  the  DOJ  requests,  and  receives,  the  voluntary  consent  of 
selected  institutions  to  do  so,  D3J  staff  or  other  persons  designated  by, 
and  acting  on  behalf  of,  the  DCJ  will  be  permitted  to  aoccrpany  our 
examiners  during  an  examination  for  ccrpliance  with  fair  lending  laws. 
CXir  staff  will  be  pleased  to  work  with  yours  to  select  vAiich  institutions 
the  DOJ  should  approach  for  this  consent  and  to  arrange  our  examination 
schedule  to  conduct  a  fair  lending  examination  of  the  selected 
institution.  We  would  like  to  en^jhasize,  however,  that  participation  by 
the  DQJ,  and  others  acting  on  behalf  of  the  DCJ,  in  these  examinations 
within  the  institution  must  be  limited  to  those  institutions  for  which  the 
DCJ  has  received  permission  in  advance. 
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We  have  peurticipated  in  discussions  vdth  the  DOT  staff  to  learn  mare  about 
the  infamation  you  need  for  your  own  investigations,  and  hope  to  hold 
more  such  discussions.  Whenever  possible,  ve  will  do  whatever  is  feasible 
in  our  examination  activities  to  assist  the  DQ7  in  obtaining  the 
infomatian  you  need  for  your  own  investigation,  whether  or  not  the  DOT  is 
granted  permission  by  the  institution  to  aooccpany  our  examiners, 
consequently,  should  you  be  denied  permission  to  aoocnpany  our  examiners 
into  a  particular  institution,  we  would  still  be  willing  to  work  with  your 
staff  to  make  our  investigation  useful  to  the  DOT  as  well  as  to  ourselves, 
consistent  with  our  regulations.  !Ihis  could  include  the  collection  of 
limitpd  data  for  your  use  in  an  institution's  mortgeige  lending  patterns. 

We  will  inf  am  the  DOT  of  any  f  ollow^'up  activities  or  iu:tions  that  we  plan 
with  regard  to  an  institution.  In  sane  instances,  we  may  wish  to  review 
additionad.  loan  files  and  conduct  more  extensive  interviews  with  bank 
cmrtCTcrs  or  others  familiar  with  the  institution's  historical  practices 
with  respect  to  minority  loan  z^^plicants.  We  will  also  investigate 
oorrespondenoe,  notes  of  tel^shone  calls  by  lending  and  other  relevant 
personnel,  and  annotations  on  loan  documents  because  we  believe  that 
discrimination  may  involve  the  quali^  of  effort  exerted  by  the  lender  on 
b^ialf  of  an  eipplicant. 

If,  throui^  our  examinations,  we  find  indications  of  illegzd 
discrimnation,  we  will  inform  the  DOJ  of  that  fact,  whether  or  not  the 
institution  involved  has  been  jointly  targeted  for  review.  However,  we 
have  our  own  responsibilities  to  take  enforosnent  actions  or  request  the 
institution  to  take  specific  corrective  measures,  as  appropriate,  which  we 
would  continue  to  do.  We  would,  of  course,  plan  to  consult  with  DOJ  staff 
to  ensure  that  any  actions  that  we  mi^t  plan  to  taiks  are  consistent  with 
enforcement  efforts  underway  at  the  DOT.  We  believe  that  a  responsible 
institution,  presented  with  credible  evidence  of  discrimination,  would 
take  whatever  reasonable  steps  the  regulator  reoonmends  to  correct  the 
problem. 

Clearly,  we  are  pr^>ared  to  proceed  with  cooperative  efforts  involving  our 
two  agencies.  However,  we  do  nc3t  believe  that  the  prototype  statistical 
anedysis  the  DOT  conducted  during  the  Atlanta  investigation,  and  new 
proposes  to  replicate  in  other  selected  lenders  under  our  primary 
supervisory  jurisdiction  —  at  an  estimated  cost  to  the  FDIC  of  up  to 
$500,000  per  institution  —  is  an  efficient  or  cost-effective  e^:proach  to 
our  enforoenent  responsibilities. 

The  decision  to  eiaplay  a  particular  consultant  and  use  a  ^secif  ic 
statisticzd  methodology  is  the  DQJ's.  If  the  0Q7  were  to  decide  that  the 
type  of  intensive  investigation  conducted  in  Atlanta  is  warranted  in  a 
particular  institution,  we  would  share  our  own  examination  findings,  to 
the  extent  permissible  by  law  and  regulation,  and  assist  in  any  way 
possible  in  your  dealing  %d.th  the  institution.  He  would  also  facilitate, 
if  possible,  the  OOJ's  access  to  the  institution's  data  necessary  for  sudi 
an  analysis. 

Ihe  roic  shares  your  oaneriis  about  illeryil  luutUjaja  lending 
disariaination,  vtierever  and  uhensver  it  ai;^  oocur.  ODoperative  and 
ooordinBtad  invstlgations  between  our  agencies  can  naka  us  both  nora 
effective  in  dstscting  and  ocnteting  lending  discriaination.  IhBrefare, 
w«  look  forward  to  fccnalizing  the  pxposeOs  nade  in  this  letter  in  tlie 
near  future.  If,  in  the  loeantiine,  you  need  further  iitfacmaticn,  plaass 
feel  free  to  oontsict  Janice  M.  Sttith,  DixacboTf  Qffioe  at 
Affairs,  at  (202)  898-6777. 

Slnoecaly, 


J.±r- 

Deputy  to  the 
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October  9,  1992 


® 


Mr.  John  R.  Dunne 
Assistant  Attorney  General 
Civil  Rights  Division 
U.S.  Department  of  Justice 
Washington,  D.C.   20530 

Dear  Mr.  Dunne: 

Thank  you  for  your  letter  of  June  25,  1992,  proposing  a  joint 
program  between  OTS  and  the  Department  of  Justice  (DOJ)  to 
investigate  possible  patterns  and  practices  of  mortgage  lending 
discrimination  in  savings  associations.   Since  the  receipt  of  your 
letter,  we  have  had  several  extensive  discussions  with  your  staff 
about  the  proposal,  its  methodology,  its  costs,  and  possible 
alternatives.   We  have  also  discussed  the  proposal  internally. 

To  summarize  your  proposal,  DOJ  and  OTS  would  jointly  target 
several  savings  associations  for  review.   Home  Mortgage  Disclosure 
Act  data  would  serve  as  the  primary  selection  criteria.   Each 
targeted  association  would  receive  an  initial  review,  consisting 
of  an  on-site  investigation  by  a  team  comprised  of  DOJ  and  OTS 
representatives.   DOJ's  participation  is  contingent  upon  the 
approval  of  the  savings  association.   Your  part  of  the  team  would 
include  the  outside  consultant  whom  you  used  in  your  Atlanta 
investigation.   The  outside  consultant  would  assist  the  team  in 
determining  whether  a  full-phase  analysis  should  be  be  pursued. 
This  determination  would  be  made  after  a  review  of  selected  loan 
application  files,  interviews  with  the  association's  management  on 
underwriting  and  loan  origination  practices,  marketing, 
advertising,  and  branching  activities,  among  other  things. 

If  warranted  by  the  initial  review,  the  full-phase  analysis 
would  entail  an  exhaustive  statistical  study  as  well  as  an 
extensive  examination  of  lending  practices  and  comprehensive 
interviews  with  real  estate  agents,  builders,  and  other  housing 
market  participants.   The  full-phase  review  would  be  conducted  in 
no  more  than  one  or  two  of  the  targeted  lenders. 
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Under  your  proposal,  DOJ  would  bear  some  o£  the  costs  £or  the 
development  o£  non-statistical  evidence  such  as  the  field 
interviews  and  reviews  of  the  lender's  policies  and  practices,  and 
the  costs  for  litigation  expenses.   In  addition  to  the  costs  to 
OTS  relating  to  our  participation  in  the  review,  you  propose  that 
OTS  fund  the  costs  associated  with  any  statistical  analysis. 
Although  not  stated  in  your  letter,  your  staff  has  estimated  that 
the  cost  for  the  statistical  analysis  could  be  as  high  as  $400,000 
per  investigation,  depending  on  the  volume  of  loan  applications. 

For  the  reasons  explained  later  in  this  letter,  we  are  not 
able  to  fully  accommodate  your  proposal.   We  are  prepared, 
however,  to  offer  an  alternative.   We  realize  there  is  great   v 
benefit  in  our  agencies  working  together  on  this  most  sensitive 
issue.   Moreover,  we  have  a  firm  commitment  to  enforcing  the  fair 
lending  laws.   We  propose  a  more  collaborative  effort  involving  a 
joint  investigation  (where  the  savings  association  permits)  that, 
we  believe,  more  reasonably  allocates  resources  between  agencies, 
is  based  more  heavily  upon  our  respective  strengths,  and  more 
closely  carries  out  the  somewhat  differing  missions  of  our 
agencies  regarding  credit  discrimination.   Our  proposal  places 
more  of  the  examination  burden  on  us  and  draws  on  DOJ's  expertise 
for  guidance,  but  leaves  the  responsibility  of  when  to  do  a 
statistical  analysis,  and  the  funding  of  that  analysis,  with  DOJ. 
Even  when  the  savings  association  will  not  agree  to  DOJ 
involvement  in  the  examination,  we  can  expand  our  examination 
process  on  targeted  institutions  to  provide  a  more  in-depth 
analysis  of  the  institution's  practices.   Specifically,  we  are 
prepared  to: 

o  Assist  in  the  identification  of  targeted  institutions.   We  have 
experience  in  interpreting  lending  statistics  and  examining 
disparities  in  the  context  of  an  institution's  underwriting 
criteria  and  loan  policies.   We  have  conducted  targeted 
examinations  of  institutions  using  lending  disparities  as  a 
basis  for  selection.   From  that  exercise,  we  learned  that 
simply  targeting  institutions  with  wide  lending  disparities  may 
not  be  the  most  effective  use  of  resources.   Furthermore,  field 
examiner  input  into  the  selection  process  would  provide  greater 
assurance  that  the  best  targets  are  identified. 

o   Expand  our  review  of  loan  application  files  and  where  DOJ  is 
on-site  during  the  review,  they  could  review  those  loan  files. 
If  the  institution  does  not  permit  DOJ  participation,  we  can 
easily  expand  our  procedures  to  review  a  greater  number  of  loan 
application  files,  focusing  on  the  marginal  applicants,  in 
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targeted  institutions.   In  the  event  that  we  find  a  referral  to 
DOJ  would  be  appropriate,  this  expanded  review  would  help 
determine  whether  a  full-scale  statistical  analysis  should  be 
undertaken.   We  can  also  photocopy  loan  application  files  for 
marginal  rejected  and  approved  applicants  and  provide  them  to 
DOJ  as  part  of  our  referral.   We  would  expect  DOJ  to  handle  any 
Right  to  Financial  Privacy  Act  matters  that  might  arise. 

o  Expand  our  contact  with  loan  applicants.   In  connection  with 
any  compliance  examination,  our  examiners  routinely  hold 
detailed  discussions  with  an  institution's  senior  management, 
loan  officers,  compliance  officer,  loan  processors,  and 
underwriters.   The  purpose  of  these  discussions  is  to  probe  the 
way  in  which  applicants  are  treated  and  how  they  are  evaluated 
against  the  institution's  policies.   We  are  prepared  to  go 
outside  the  institution  to  interview  actual  loan  applicants  for 
the  purpose  of  comparing  their  experiences  to  the  process 
described  by  the  institution.   Our  interviews  would  focus  on 
marginal  applicants  and  include  individuals  who  were  rejected 
and  individuals  who  were  approved.   We  are  also  prepared  to 
physically  observe  the  loan  application  process  with  actual 
customers . 

o   Expand  our  contact  with  community  representatives  and  market 
participants.   As  part  of  our  CRA  review,  we  conduct  interviews 
with  members  of  various  interest  groups,  community 
organizations,  and  local  government  officials.   These 
interviews  help  the  examiner  gain  a  balanced  perspective  about 
the  way  local  financial  institutions  are  perceived  by  the 
public.   These  interviews  can  be  expanded  to  include  minority 
real  estate  agents  and  brokers,  builders,  developers,  and 
appraisers. 

o  Expand  our  examination  of  internal  practices.   We  can  expand 
our  review  of  an  institution's  marketing  efforts  to  minorities, 
review  branch  office  locations  with  an  emphasis  on  historical 
trends  in  opening  and  closing  branches,  analyze  board  and 
management  meeting  minutes  for  evidence  of  discriminatory 
mindset,  and  determine  minority  representation  in  key  lending 
positions,  such  as  account  executive,  loan  officer, 
underwriter,  or  appraiser.   We  can  also  identify  delinquency 
and  charge-off  rates  for  loans  to  minority  and  nonminority 
applicants,  and  the  degree  to  which  originated  loans  are  held 
in  portfolio. 
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o  Should  the  results  of  our  expanded  loan  application  review  and 
the  findings  from  the  expanded  interview  base  indicate  that 
race  may  be  a  factor  in  loan  decisions,  we  will  make  an 
immediate  referral  to  DOJ,  complete  with  all  examination 
workpapers  and  findings,  where  DOJ  is  not  participating  in  the 
review. 

o  Pursue  enforcement  actions.   For  example,  if  we  identify  any 
discrimination,  we  would  pursue  a  formal  enforcement  action  and 
seek  corrective  action  of  any  policies  or  practices  that 
contributed  to  the  discrimination. 

Our  funding  of  the  statistical  analysis  would  seriously 
impair  our  ability  to  pursue  other  ongoing  enforcement, 
supervisory,  and  examination  initiatives.   We  are  convinced  that 
our  routine  examination  presence  in  savings  associations  has  a 
significant  deterrent  value  that  may  explain  why  instances  of 
overt  discrimination  are  not  found.   We  believe  that  continuing 
our  compliance  examination  programs  and  having  an  on-site  presence 
in  a  large  number  of  institutions  every  year  is  the  most 
cost-effective  method  of  assuring  compliance.   Diverting  a  large 
sum  of  our  scarce  resources  away  from  the  examination  program 
would  be  counterproductive.   We  currently  have  about  100  examiners 
who  conduct  about  800  compliance  examinations  per  year.   These 
examinations  cover  all  the  fair  lending  laws  and  regulations,  in 
addition  to  other  consumer  protection  matters. 

We  believe  our  proposal  more  appropriately  allocates  costs 
and  takes  advantage  of  areas  where  we  can  be  of  significant  help 
to  DOJ.   We  would  be  interested  in  implementing  this  approach  and 
look  forward  to  hearing  from  you. 


(  <,C. 


Lt 


Jmiathan  L.  Fiechter 
iputy  Director  for 
Washington  Operations 
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The  Honorable  Lawrence  B.  Lindsay 

Member,  Board  of  Governors 

Federal  Reserve  Board 

Rn  2022 

20th  and  Constitution  Ave.  N.W. 

Washington,  D.C.   20551 

Dear  Mr.  Lindsey: 

We  have  reviewed  with  interest  the  study  released  by  the 
Federal  Reserve  Bank  of  Boston  on  October  8,  1992,  showing  that 
black  and  Hispanic  applicants  for  home  mortgage  loans  in  the 
Boston  area  are  roughly  60  percent  more  likely  to  be  rejected  for 
mortgage  loans  than  white  applicants.   Significantly,  these 
disparities  were  found  to  exist  even  after  controlling  for  all 
possible  differences  in  applicant  characteristics  other  than 
race,  such  as  differences  in  credit,  debt  levels,  employment 
records,  and  other  standard  underwriting  criteria. 

We  applaud  the  Federal  Reserve  Bank  of  Boston  for  this 
ground-breaking  study  and  believe  it  will  materially  assist  our 
mutual  efforts  to  combat  discrimination  in  mortgage  lending,  a 
task  to  which  we,  as  enforcers  of  our  nation's  fair  lending  laws, 
are  deeply  committed.   As  you  know,  we  have  held  a  series  of 
interagency  meetings  designed  to  coordinate  our  efforts  to  target 
mortgage  lenders  who  may  be  engaging  in  systemic  discrimination 
in  their  lending  practices.   At  these  meetings  we  have  shared 
with  representatives  from  your  agency  and  the  other  financial 
regulatory  agencies  our  statistical  analysis  that  led  to  the 
filing  last  month  of  our  mortgage  lending  discrimination  lawsuit 
against  Decatur  Federal  Savings  and  Loan  Association  in  Atlanta, 
Georgia.   The  computer  tapes  underlying  the  Boston  study  may 
contain  statistical  data  on  lenders  who  participated  in  the  study 
that  would  be  useful  for  our  targeting  program.   In  addition, 
analysis  of  those  tapes  may  help  us  refine  the  statistical 
techniques  developed  during  our  Decatur  Federal  investigation. 
Accordingly,  we  would  like  your  office  or  the  Federal  Reserve 
Bank  of  Boston  to  provide  us  with  copies  of  those  tapes  and 
relevant  support  documentation.   In  this  regard,  I  have  asked 
Paul  Hancock,  Chief  of  the  Housing  and  Civil  Enforcement  Section, 
to  call  on  you  or  a  designated  member  of  your  staff  within  the 
next  10  days  to  discuss  arrangements  for  obtaining  this 
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infomation.   Of  course,  if  you  would  like  to  discuss  this  matter 
with  ne,  please  call  on  ne  at  202-514-2151. 

We  appreciate  the  efforts  of  your  agency  to  work  with  us  to 
develop  an  effective  fair-lending  enforcement  strategy  and  look 
forward  to  further  meetings  and  discussions  on  this  very 
important  initiative. 

Sincerely, 


John  R.  Dunne 

Assistant  Attorney  General 

Civil  Rights  Division 


cc:   Records  Chrono  Hancock  ^^tter  Zeleke  McDowney 
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Mr.  John  R.  Dunne 
Assistant  Attorney  General 
Department  of  Justice 
Civil  Rights  Division 
Washington,  D.C.   20530 

Dear  Mr.  Dunne: 


In  connection  with  the  study  of  mortgage  lending  data 
submitted  under  the  Home  Mortgage  Disclosure  Act  by  the  Federal 
Reserve  Bank  of  Boston  of  which  you  are  aware,  the  Federal 
Reserve  Bank  undertook  a  separate  analysis  of  the  data  related  to 
Shawmut  Mortgage  Company,  a  subsidiary  of  Shawmut  National 
Corporation.   This  analysis  was  done  as  one  of  the  tests  of  the 
model.   This  analysis  indicated  that  for  Shawmut  Mortgage  Company 
the  effect  of  race  was  large  and  statistically  significant 
regardless  of  the  other  variables  included.   We  have  not, 
however,  examined  the  individual  files  underlying  this  data. 
Whether  or  not  there  were  legitimate  reasons  for  the  results  of 
the  statistical  analysis  can  probably  only  be  firmly  established 
by  a  loan-by- loan  review  of  the  documentation. 

These  data  have  been  considered  in  the  light  of  the 
provision  in  the  Equal  Credit  Opportunity  Act  relating  to 
referrals  to  the  Department  of  Justice  (15  U.S.C.  section  1691e) . 
Under  that  statute,  agencies  are  directed  to  refer  matters  to  the 
Attorney  General  whenever  the  agency  has  reason  to  believe  that  a 
creditor  has  engaged  in  a  pattern  or  practice  of  denying 
applications  for  credit  based  upon  prohibited  factors.   While 
the  application  of  the  statistical  Boston  model,  by  itself,  does 
not  necessarily  "prove"  discrimination,  the  results  of  this  test 
are  sufficient  in  the  Board's  view  to  require  referral  of  this 
matter  to  the  Department  of  Justice  for  further  investigation. 
We  are  also  bringing  the  matter  to  the  attention  of  the  Federal 
Trade  Commission,  Shawmut  Mortgage  Company's  primary  regulator 
for  compliance  with  the  Act. 


633 


John  R.  Dunne 
December  11,  1992 
Page  2 


Individual  customer  data  supporting  this  referral  may 
be  transferred  to  the  Department  only  in  accordance  with 
provisions  of  the  Right  to  Financial  Privacy  Act,  12  U.S.C  §§3401 
et  seq.  and  the  Privacy  Act,  5  U.S.C.  §552a.   It  appears  that 
transfer  of  this  information  for  purposes  of  the  RFPA  is 
permitted  under  12  U.S.C.  §3413(h)(4).   With  regard  to  the 
Privacy  Act,  however,  it  appears  that  a  specific  request  from 
your  office  under  5  U.S.C.  §552a(b) (7)  would  be  required.   We 
understand  that  the  Attorney  General  has  delegated  the  authority 
to  meOce  requests  under  this  provision. 

We  suggest  that  you  contact  Alicia  H.  Munnell,  Senior 
Vice  President  and  Director  of  Research  at  the  Federal  Reserve 
Bank  of  Boston,  Boston,  Massachusetts,  02106,  (617/973-3388)  with 
regard  to  the  data  in  question. 

Very  truly  yours. 


/Griffith  L/ 

Director 


cc:   Alicia  Munnell — FRB,  Boston 

William  McDonough 

Vice  President  and  General  Counsel 

Federal  Reserve  Bank  of  Boston 

David  Medine,  Associate  Director 
Division  of  Credit  Practices 
Federal  Trade  Commission 

Leonora  L.  Guarraia 

General  Deputy  Assistant  Secretary  for 

Fair  Housing  and  Equal  Opportunity 
U.S.  Dept.  of  Housing  &  Urban  Development 

Raymond  A.  Guenter 

General  Counsel  and  Secretary 

Shawmut  National  Corporation 
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Mr.  John  R.  Dunne 
Assistant  Attorney  General 
Department  of  Justice 
Civil  Rights  Division 
Washington,  D.C.   20530 

Dear  Mr.  Dunne: 

The  Board  has  considered  your  request  of  October  16, 
that  it  provide  you  with  the  computer  tapes  and  relevant 
supporting  documentation  with  regard  to  the  study  of  mortgage 
lending  data  by  the  Federal  Reserve  Bank  of  Boston.   We  are 
pleased  to  cooperate  with  the  efforts  being  undertaken  by  the 
Department  of  Justice  and  various  supervisory  agencies  to  deal 
with  concerns  about  discrimination  in  mortgage  lending. 

As  you  may  know,  the  institutions  that  participated  in 
the  study  by  the  Boston  Federal  Reserve  Bank  were  asked  to  do  so 
voluntarily  in  order  to  facilitate  the  collection  and  analysis  of 
the  data  to  support  this  very  important  project.   With  regard  to 
release  of  information,  the  institutions  were  told  that  "the 
Federal  Reserve  Bank  of  Boston  will  make  summary,  aggregate 
information  available  to  the  public"  and  that  "the  detailed  data 
submitted  by  your  institution  will  be  supplied  only  to  your 
primary  regulator  upon  the  regulator's  request." 

In  order  to  both  respond  to  your  needs,  and  keep  faith 
with  our  commitment  to  the  survey  participants,  the  Board  will 
provide  the  data  with  regard  to  individual  institutions  to  their 
primary  regulators  immediately  upon  the  regulator's  request. 
You  should,  therefore,  contact  them  directly  about  the 
availability  of  the  data.   Should  all  of  these  regulators  request 
the  data,  and  in  doing  so  authorize  its  release  by  us  as  their 
agent,  we  would  be  pleased  to  provide  you  with  the  complete 
dataset  for  all  institutions. 

As  you  know  there  are  some  technical  matters  that  would 
need  to  be  dealt  with,  for  example,  application  of  the  Right  To 
Financial  Privacy  and  Privacy  Acts,  but  we  are  confident  that 
these  matters  can  be  resolved  in  a  satisfactory  manner. 
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December  11,  1992 


The  primary  regulators  with  regard  to  the  various 
categories  of  institutions  are  as  follows:   national  banks, 
Office  of  the  Comptroller  of  the  Currency;  state  chartered 
insured  banks  that  are  not  members  of  the  Federal  Reserve  System, 
Federal  Deposit  Insurance  Corporation;  federal  credit  unions,  the 
National  Credit  Union  Administration;  savings  institutions 
insured  under  the  Savings  Insurance  Fund  of  the  FDIC  and 
federally  chartered  savings  banks  insured  under  the  Bank 
Insurance  Fund,  Office  of  Thrift  Supervision;  mortgage  companies 
and  other  institutions  not  otherwise  supervised.  Department  of 
Housing  and  Urban  Development  and/or  The  Federal  Trade 
Commission.   The  Federal  Reserve  is  the  primary  regulator  for 
state  chartered  banks  that  are  members  of  the  Federal  Reserve 
System,  but  no  such  institutions  participated  in  the  study. 

Questions  about  this  matter  should  be  directed  to 
Griffith  L.  Garwood,  Director  of  the  Division  of  Consiomer  and 
Community  Affairs,  (452-2631.) 


Sincerely 
Lawrence  B .  Lindsey 


, 70-832  0-93-21 
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DEC  2  3  1992 


® 


Lawrence  B.  Lindsey 
Member  of  the  Board 
Board  of  Governors  of  the 

Federal  Reserve  System 
Washington,  D.C.   20551 

Dear  Governor  Lindsey: 

I  am  writing  in  response  to  your  letter  of  December  11, 
1992,  concerning  the  detailed  data  supplied  to  the  Federal 
Reserve  Bank  of  Boston  by  lenders  participating  in  its  study  of 
discrimination  in  home  mortgage  lending  in  the  Boston  area. 

In  your  letter  you  set  forth  the  procedures  this  department 
must  take  in  order  to  obtain  a  complete  set  of  the  data  submitted 
by  the  lenders  for  the  study.   I  have  enclosed  a  copy  of  the 
letter  I  am  sending  in  response  to  your  request  to  those  agencies 
that  regulate  various  of  the  study  participants  but  that  do  not 
have  custody  of  the  data  in  question.   The  enclosed  letter  also 
makes  reference  (without  naming  the  lender)  to  your  agency's 
referral  to  the  Department  of  Justice  for  investigation  of  a 
possible  pattern  or  practice  of  mortgage  lending  discrimination 
by  the  Shawmut  Mortgage  Company,  one  of  the  largest  participants 
in  the  Boston  study.   I  am  making  this  separate  request  to  your 
agency  in  its  role  as  regulator  of  some  of  the  lenders  involved 
in  the  study,  custodian  of  the  data,  and  as  the  regulator  making 
the  referral  of  a  possible  pattern  or  practice  case. 

For  the  reasons  set  forth  in  my  letter  to  the  other 
regulators,  I  believe  that  it  is  necessary  for  the  Department  of 
Justice  to  have  access  to  the  complete  set  of  data  used  in  the 
study.   Therefore,  I  request  that  when  the  Federal  Reserve  Board 
has  received  the  requests  for  release  and  authorization  from  the 
other  agencies  involved,  it  release  the  entire  dataset  to  this 
department  in  order  that  our  investigation  into  lending  in  the 
Boston  area  in  general ,  and  the  Shawmut  Mortgage  Company  in 
particular,  may  proceed.   I  ask  that  you  forward  the  data 
pertaining  to  Shawmut  as  soon  as  possible.   We  intend  to  use  that 
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information  standing  alone,  even  if  not  all  of  the  other 
regulators  agree  to  make  the  request  necessary  for  release  of  the 
data  pertaining  to  the  lenders  they  regulate. 

I  make  this  request  pursuant  to  Section  552a (b) 7  of  the 
Privacy  Act  under  the  authority  delegated  to  me  by  28  C.F.R. 
§16. 40(b).   As  described  above  and  in  the  attached  letter,  the 
Department  of  Justice  intends  to  use  the  requested  data  to 
investigate  mortgage  lending  practices  that  may  be  in  violation 
of  Title  VIII  of  the  Civil  Rights  Act  of  1968  or  the  Equal  Credit 
Opportunity  Act. 

Sincerely, 


John  R.  Dunne 

Assistant  Attorney  General 

Civil  Rights  Division 


Enclosure 

cc:   David  Medine 

William  McDonough 
Alicia  Munnell 
Griffith  Garwood 
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DJ    188-36-5 


DEC  2A  1992 


(ti> 


Griffith  L.  Garwood 

Director 

Division  of  Consumer  Affairs 

Federal  Reserve  Board 

Washington,  D.C.   20551 

Dear  Mr.  Garwood: 

Thank  you  for  your  letter  of  December  11,  1992,  referring 
for  investigation  the  matter  involving  the  Shawmut  Mortgage 
Company's  lending  practices  in  the  Boston  area.   Since  your         j_ 
referral  arose  from  the  information  developed  in  the  recent  study 
by  the  Federal  Reserve  Bank  of  Boston  on  mortgage  lending 
discrimination,  I  have  enclosed  a  copy  of  a  letter  I  am  sending 
on  the  subject  to  Governor  Lindsey  and  another  letter  that  I  am 
sending  to  the  other  agencies  that  regulate  lenders  that  supplied 
data  for  the  study. 

In  the  letters  to  the  other  agencies  I  have  made  reference 
to  your  referral  of  the  Shawmut  matter  and  our  desire  to  obtain 
the  entire  set  of  data  supplied  by  the  lenders  in  the  study  so 
that  we  may  place  the  Shawmut  data  in  context.   In  my  letter  to 
Governor  Lindsey,  I  ask  that  the  data  as  it  pertains  to  Shawmut 
be  forwarded  as  soon  as  possible  without  waiting  for  the 
authorizations  necessary  for  us  to  obtain  the  entire  dataset  from 
the  Boston  study.   I  am  writing  separately  to  you  to  request 
additional  information  concerning  Shawmut. 

Your  letter  of  referral  mentions  that  the  Federal  Reserve 
Bank  conducted  a  separate  analysis  of  the  data  related  to  Shawmut 
as  one  of  the  tests  of  the  model  used  in  the  Boston  study.   We 
would  appreciate  your  sending  us  a  copy  of  this  analysis  and  its 
supporting  data,  as  well  as  any  infoirmation  you  have  concerning 
the  lender's  stated  mortgage  underwriting  standards.   In  addition 
we  would  like  to  have  for  our  files  copies  of  any  examination 
reports,  analyses,  or  related  documents  that  deal  with  Shawmut 's 
equal  lending  or  Community  Reinvestment  Act  compliance.   We  have 
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already  obtained  from  your  office  its  standard  set  of  HMDA  and 
Census  tract  statistical  analyses,  for  both  Shawmut  and  its 
parent  bank,  that  are  supplied  to  the  public  at  the  designated 
HMDA  data  repositories.   However,  if  the  Federal  Reserve  Bank  of 
Boston  has  conducted  any  special  studies  of  Shawmut  using  the 
HMDA  or  Census  data,  we  would  like  to  have  those  also. 

I  understand  from  your  letter  that  once  you  have  made  the 
decisions  concerning  our  recjuests  for  additional  information,  we 
are  to  obtain  any  material  you  agree  to  release  from  Alice 
Munnell,  Senior  Vice  President  and  Director  of  Research  for  the 
Federal  Reserve  Bank  of  Boston.   Please  communicate  your  decision 
to  Paul  Hancock  (202/514-4715),  Chief  of  this  Division's  Housing 
and  Civil  Enforcement  Section,  so  that  his  staff  may  proceed  with 
its  investigation  of  the  referral. 

Sincerely, 


John  R.  Dunne 

Assistant  Attorney  General 

Civil  Rights  Division 


Enclosure 

cc:   William  McDonough 
David  Medine 
Leonora  L.  Guarraia 
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U.S.  Department  of  Justice 

Civil  Rights  Division 


Housing  and  OvU  Ei^orctmaa  Stcaon 

PFH:RJR:g"tb  p.o.Boz6599S 

Washington.  D.C.  200}S-599« 


® 


Griffith  L.  Garwood,  Director 

Division  of  Consumer  Affairs 

Federal  Reserve  Board 

Washington,  DC  20551  DEC  3  0  |992 

Dear  Mr.  Garwood: 

Our  staff  has  been  reviewing  Home  Mortgage  Disclosure  Act 
data  for  1990  and  1991  to  target  lenders  in  major  metropolitan 
areas  for  mortgage  lending  investigations  under  the  pattern  and 
practice  provisions  of  the  Fair  Housing  Act  and  Equal  Credit 
Opportunity  Act.   Our  review  initially  focused  on  high  volume 
lenders  that  rejected  black  and/or  Hispanic  mortgage  applicants 
at  significantly  higher  rates  than  white  applicants.   We  limited 
that  review  to  lenders  who  received  sufficient  numbers  of 
applications  from  whites  and  minorities  to  permit  a  statistical 
analysis  of  underwriting  decisions  similar  to  the  one  we  used  in 
our  recently  filed  and  settled  lawsuit  against  Decatur  Federal 
Savings  and  Loan  Association  in  Atlanta,  Georgia.   We  explained 
our  methodology  for  identifying  these  lenders  at  one  of  the 
interagency  meetings  to  discuss  a  joint  mortgage  lending 
discrimination  investigative  program. 

Since  our  most  recent  interagency  meeting,  our  staff  has 
reviewed  the  HMDA  data  to  identify  high  volume  lenders  who 
received  few,  if  any,  mortgage  applications  from  minorities  and 
who  appear  to  be  doing  business  in  metropolitan  areas  with 
significant  black  and/or  Hispanic  populations.   These  lenders  may 
be  pursuing  purposefully  discriminatory  home  loan  marketing 
strategies  similar  to  those  found  in  our  case  against  Decatur 
Federal.   We  now  wish  to  schedule  a  meeting  to  share  with  you  and 
discuss  the  results  of  our  targeting  efforts  and  to  solicit  your 
advice  and  input. 

We  have  a  number  of  questions  concerning  our  targeting 
analysis  that  we  would  like  to  raise  with  members  of  your  staff, 
such  as  which  agency  is  primarily  responsible  for  conducting  fair 
lending  compliance  reviews  of  certain  institutions.   We  have  been 
told  that  the  regulatory  agencies  to  whom  certain  lenders  are 
required  to  report  under  HMDA  may  not  in  all  instances  be  the 
same  agencies  that  have  primary  compliance  responsibilities  for 
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these  institutions.   It  is  also  difficult  to  identify  from  the 
HMDA  tape  lenders  that  are  mortgage  company  subsidiaries  of  banks 
or  bank  holding  companies  and  the  name  and  location  of  the  parent 
companies.   Members  of  your  staff  may  be  able  to  answer  such 
questions  for  us.   Your  agency  may  also  have  information  in  its 
compliance  files  about  some  institutions  that  may  assist  in 
identifying  lenders  that  may  be  the  best  targets  for  initial 
pattern  or  practice  reviews. 

As  you  know,  under  recent  amendments  to  the  Equal  Credit 
Opportunity  Act  (15  U.S.C.  §1691e)  the  federal  financial 
regulatory  agencies  are  required  to  refer  matters  to  the  Attorney 
General  whenever  they  have  reason  to  believe  that  a  creditor  has 
engaged  in  a  pattern  or  practice  of  discrimination  on  a 
prohibited  basis  under  the  Act.   In  this  regard  we  hereby  request 
that  your  agency  inform  us  of  any  active  pattern  or  practice 
investigations  of  specific  institutions  and  the  status  of  those 
investigations.   This  information  will  prevent  duplication  of 
effort,  confusion  among  lending  institutions  where  parallel 
investigations  may  be  underway,  and  enable  us  to  make  budget  and 
staffing  decisions  based  on  matters  that  may  be  coming  to  us  in 
the  near  future. 

Not  only  are  the  Decatur  Federal  investigation  and 
settlement  and  the  Boston  Federal  study  helpful  guideposts  for 
undertaking  and  completing  lending  discrimination  investigations, 
we  believe  they  underscore  the  need  for  implementation  of 
consistent  remedies  for  unlawful  lending  practices.   To  this 
end,  we  request  that  we  be  informed  of  any  anticipated 
conciliation  efforts  in  pattern  or  practice  cases  and  provided  an 
opportunity  to  review  and  comment  on  the  remedies  sought.   If  you 
have  any  questions  in  this  regard  we  would  be  happy  to  discuss 
them  at  our  next  meeting. 

In  closing,  we  understand  and  acknowledge  that  this 
department  and  the  federal  financial  regulatory  agencies  have  yet 
to  agree  on  a  joint  investigative  program  for  any  targeted 
lender,  and  that  this  has  been  the  principal  focus  of  the 
interagency  meetings.   We  have  received  your  agency's  letter  of 
September  23,  1992,  responding  to  our  proposals  for  conducting 
joint  investigations  and  your  response  remains  under  review 
within  the  Department.   However,  we  believe  it  is  important  to 
move  forward  with  the  process  of  identifying  lenders  for  possible 
pattern  or  practice  investigations  while  the  issue  of  how  those 
investigations  are  to  be  undertaken  remains  subject  to 
discussion.   As  you  know,  the  Decatur  Federal  case  and  the  recent 
publication  of  the  Boston  Federal  Reserve  Board  study,  showing 
possible  widespread  discrimination  in  mortgage  lending  by  some 
Boston  area  banks,  makes  it  imperative  that  we  move  forward  as 
expeditiously  as  possible  with  investigations.   We  welcome  and 
very  much  appreciate  your  continuing  interest  in  working  with  us 
to  combat  discrimination  in  mortgage  lending. 
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I  ask  that  you  or  someone  on  your  staff  call  me  at  202-514- 
4713  at  your  earliest  convenience  so  that  we  may  schedule  our 
meeting. 

Sincerely, 

John  R.  Dunne 

Assistant  Attorney  General 

Crvil  Rights  Division 


By: 


cT^lH--^ 


Paul  F.  Hancock 

Chief 

Housing  and  Civil  Enforcement  Section 

cc:   Lea  Guarraia 

Housing  and  Urban  Development 

David  Medine 

Federal  Trade  Commission 

William  Ryan 

National  Credit  Union  Administration 
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Office  of  Thrift  Supervision 

Department  of  the  Treasury 

1 700  G  Street.  N.W..  NX'ashincton.  D.C.  20552  •  (202)906-6000 


February   4,    1993 


® 


The  Honorable  Lawrence  B.  Lindsey 
Board  of  Governors  of  the 

Federal  Reserve  System 
20th  and  C  Street,  N.W. 
Washington,  DC   20551 

Dear  Governor  Lindsey: 

Your  letter  of  December  11,  1992,  to  Mr.  John  R.  Dunne  at  the 
U.S.  Department  of  Justice  (DOJ)  indicates  that  the  Federal 
Reserve  Board  will  release  to  DOJ,  with  the  approval  of  all 
relevant  regulators,  the  supporting  documentation  with  regard  to 
the  study  of  mortgage  lending  data  by  the  Federal  Reserve  BanJc  of 
Boston. 

The  purpose  of  this  letter  is  to  authorize  the  Federal 
Reserve  Board  to  release  to  DOJ  all  relevant  records  collected  as 
part  of  the  Federal  Reserve  Bank  of  Boston's  study  that  pertain  to 
savings  associations  and  mortgage  corporations  under  the 
administrative  jurisdiction  of  the  Office  of  Thrift  Supervision. 
This  authorization  for  release  is  made  with  the  condition  that  all 
actual  customer  application  numbers  be  replaced  with  substitute 
values.   We  believe  your  release  of  the  documentation  in  this 
manner  will  eliminate  legal  problems  involving  privacy  issues  we 
would  otherwise  face  under  existing  federal  law. 

Please  let  us  know  when  the  Federal  Reserve  Board  makes  the 
actual  transfer  of  records  to  DOJ. 


rohn  F.  Robinson 
Acting  Deputy  Director 

for  Washington  Operations 


cc: 


Mr.  John  R.  Dunne 


o 
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Comptroller  of  the  Currency 
Administrator  of  National  Banks 


(S> 


Washington.  D.C.    20219 

February  18,  1993 

The  Honorable  Lawrence  B.  Llndsey 
Board  of  Governors  of  the 

Federal  Reserve  System 
20t:h  and  C  Streets.  N.W. 
Washington,  D.C.   20551 

Dear  Governor  Llndsey: 

Your  letter  of  December  11,  1992,  to  Mr.  John  R.  Dunne  at  the  U.S. 
Department  of  Justice  (DOJ)  indicates  tihat  tJie  Federal  Reserve 
Board  will  release  to  DOJ,  with  ttie   approval  of  all  relevant 
regulators,  t:he  supporting  documentation  v±th   regard  to  tihe  study 
of  mortgage  lending  data  by  the  Federal  Reserve  Bank  of  Boston. 

The  purpose  of  tihis  letter  is  to  authorize  the  Federal  Reserve 
Board  to  release  to  DOJ  all  relevant  records  collected  as  part  of 
t:he  Federal  Reserve  Bank  of  Boston's  study  that   pertain  to  national 
banks  and  mortgage  corporations  under  the   adminis-rative 
jurisdiction  of  t:he  Office  of  the   Comptroller  of  t:he  Currency. 
This  autihorization  for  release  is  made  vith   the  condition  that   all 
actual  customer  application  numbers  be  redacted.   We  believe  your 
release  of  the  documentation  in  this  manner  will  eliminate  legal 
problems  involving  Right  to  Financial  Privacy  Act  issues  we  would 
otherwise  face. 

Please  l«»t-.  us  know  when  the  Federal  Reserve  Board  makes  the   actual 
transfer  of  records  to  DOJ. 

Sincerely, 


Sm^^I^I^^^:^^^ 


Susan  F.  Krause 
Senior  Deputy  Comptroller 
for  Bank  Supervision  Policy 


cc:   Mr.  John  Dunne 
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FDIC 


Federal  Deposit  Insurance  Corporation 

Washington.  DC  20429-9990 


Office  of  Consumer  Affairs 
(202)  898-3536  •  (800)  934-3342 


February   22,    1993 


® 


Honorable  Lawrence  B.  Lin(isey 
Board  of  Governors  of  the 

Federal  Reserve  System 
20th  and  C  Streets,  N.W. 
Washington,  D.C.   20551 

Dear  Governor  Lindsey: 

Your  letter  of  December  11,  1992,  to  Mr.  John  R.  Dunne  at  the  U.S. 
Department  of  Justice  (DOJ)  indicates  that  the  Federal  Reserve  Board 
will  release  to  DOJ,  with  the  approval  of  all  relevant  regulators,  the 
supporting  documentation  with  regard  to  the  study  of  mortgage  lending 
data  by  the  Federal  Reserve  Bank  of  Boston. 

The  purpose  of  this  letter  is  to  authorize  the  Federal  Reserve  Board 
to  release  to  DOJ  all  relevant  records  collected  as  part  of  the 
Federal  Reserve  Bank  of  Boston's  study  that  pertain  to  insured  state 
non-member  banks  under  the  jurisdiction  of  the  Federal  Deposit 
Insurance  Corporation.   This  authorization  for  release  is  made  with 
the  condition  that  all  actual  customer  application  numbers  be  replaced 
with  substitute  values.   We  believe  your  release  of  the  documentation 
in  this  manner  will  eliminate  legal  problems  involving  privacy  issues 
we  might  otherwise  face. 

Please  let  us  know  when  the  Federal  Reserve  Board  makes  the  actual 
transfer  of  records  to  DOJ. 

Sincerely, 


Janice  M. 
Director 


Smith 


cc: 


Mr.  John  R.  Dunne 
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TESTIMONY  OF  REBECCA  ADAMSON 

First  Nations  Development  Institute 

Chairman  Rie^le  and  Members  of  the  Committee:  I  wish  to  thank  you  for  this  op- 
portunity to  address  the  critical  issues  surrounding  community  development  and 
credit  availability  as  they  relate  to  Native  American  communities. 

My  name  is  Itebecca  Adamson,  and  I  am  the  President  and  founder  of  First  Na- 
tions Development  Institute  (First  Nations).  First  Nations  is  the  country's  oldest 
and  largest  American  Indian  development  organization,  specializing  in  culturally 
appropriate  economic  development.  This  includes  the  flrst  microloan  fluid  in  the 
Lfnited  States,  the  first  tribal  investment  model,  and  the  only  national  Indian  (non- 
federal) financing  program,  the  Oweesta  Fund. 

We  began  our  work  in  1980,  with  a  strict  mandate  to  work  with  Indian  people 
to  decrease  their  dependency  upon  the  Federal  Government  by  enhancing  their  eco- 
nomic self-sufficiency  in  culturally  appropriate  ways.  We  accomplish  this  through 
educational  efforts  and  the  provision  of  technical  assistance  to  help  Indian  commu- 
nities develop  economic  programs  that  are  culturally-appropriate,  self-sustaining, 
and  can  serve  as  models  throughout  Indian  Country.  I  think  it  is  important  to  men- 
tion that  we  are  a  not-for-profit  organization.  By  choice.  First  Nations  neither  re- 
ceives nor  uses  Federal  funding. 

Our  work  over  the  past  12  years  has  shown  us  that  there  are  no  easy  solutions 
to  solving  Native  American  economic  development  problems.  By  most  indicators  of 
economic  well-being,  Indian  reservations  are  desperately  poor,  they  exhibit  the  high- 
est unemployment  rates  in  the  United  States,  sometimes  reaching  seventy  and 
eighty  percent;  the  economics  of  many  reservations  are  heavily  dependent  on  tribal 
or  Federal  Government  employment  and  Federal  transfer  payments;  and,  viable, 
unsubsidized  micro-economic  enterprises  are  a  rarity. 

Hand-in-hand  with  economic  distress  are  many  of  the  social  indicators  commonly 
associated  with  poverty:  housing  is  typically  of  poor  quality,  frequently  crowdea, 
often  with  substandard  sanitation;  life  expectancies  are  lower  and  community  health 
is  generally  poorer  than  experienced  by  surrounding  urban  and  rural  communities; 
levels  of  education  are  low;  and,  levels  of  alcoholism,  suicide,  and  crime  are  often 
disturbingly  high.  Indian  reservations  are  essentially  underdeveloped  economies, 
possessing  the  characteristics  of  underdeveloped  Third  World  countries.  Indeed,  of 
the  total  384  federally  recognized  tribes,  not  a  single  one  has  a  private  sector  econ- 
omy within  their  reservation  boundaries.  Yet  collectively,  they  own  44  million  acres 
of  approximately  55  million  acres  of  Indian  trust  land  are  range  and  grazing  lands, 
and  2.5  million  acres  are  farm  lands  in  rural  areas  of  the  United  States. 

Basic  obstacles  encountered  in  trying  to  conduct  economic  development  are:  inad- 
equate infrastructures,  unskilled  labor  force,  a  lack  of  capital  (compounded  by  state, 
tribal  and  Federal  jurisdictional  concerns  and  insufficient  collateral  for  credit);  and, 
instability  resulting  in  a  high  turnover  of  tribal  administrations. 

Mr.  Chairman,  the  most  crucial  prerequisite  is  for  Indian  people  to  control  and 
manage  their  assets  themselves.  With  lack  of  local  control  over  their  resources,  cou- 
pled with  Federal  programs  which  are  inflexible,  piece-meal,  and  have  no  cultural 
relevance,  social  disruption  is  high.  This  situation  has  made  us  vulnerable  to  "fly 
by  night"  con  artists,  loan  sharks  and  hustlers,  has  spawned  fringe  banking  sys- 
tems, and  made  Native  Americans  victims  of  discrimination  by  traditional  banking 
institutions.  Even  the  Bureau  of  Indian  Affairs,  the  trustee  of  Indian  lands  and  nat- 
ural resources,  has  lost  Indian  trust  fluid  monies  to  bank  hustlers  and  embezzlers. 

Mr.  Chairman,  all  too  often  banks  soak  up  the  savings  from  a  reservation  and 
pump  it  into  border  town  economies  or  out  of  the  regional  economy  entirely.  The 
effects  upon  the  reservation  or  regional  economy  are  devastating.  This  leakage  of 
economic  resources  is  systemic  and  indeed  epidemic. 

Two  studies  of  the  Pine  Ridge  Reservation  in  South  Dakota  by  First  Nations, 
highlight  this  severe  problem.  A  1988  household  survey  by  Richard  Sherman  found 
that  over  80  percent  of  all  households  on  the  Pine  Ridge  Reservation  had  at  least 
one  micro-entrepreneur.  The  study  identified  over  100  activities  that  constituted  on- 
going businesses,  such  as  creating  traditional  arts  and  crafts,  selling  food  at  pow 
wows,  repairing  cars  and  locks,  and  providing  heath  care.  These  activities  contrib- 
uted 24  percent  of  the  income  in  these  households,  as  compared  with  welfare,  which 
contributed  on  20  percent. 

The  First  Nations'  Economic  and  Banking  Impact  study  determined  that  the  gross 
reservation  income  for  Indians  and  Indian  organizations  on  the  Pine  Ridge  Reserva- 
tion totaled  over  $82  million.  Yet  because  of  the  scarcity  of  retail  businesses  on  the 
reservation,  tribal  members  spent  less  than  eight  and  a  half  cents  out  of  every  dol- 
lar within  the  reservation.  Approximately  $74  million  went  directly  to  the  border 
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town  economies;  the  rest  was  spent  out  of  state.  The  study  estimated  that  over  $200 
million  in  revenue  to  the  surrounding  area,  was  generated  from  the  income  derived 
directly  from  reservation  members. 

Native  American  communities,  much  the  same  as  other  rural  communities,  find 
development  capital  difficult  to  access.  They  lack  sufficient  financial  resources,  cred- 
it and  technical  assistance  with  which  to  buy  affordable  homes,  or  to  start  busi- 
nesses that  can  be  sustainable  and  viable,  ii  the  appropriate  technical  assistance 
and  training  are  available.  Without  adequate  banking  relationships  in  the  form  of 
loans,  interest  and  investments,  money  coming  onto  the  reservation  quickly  dwin- 
dles away  without  contributing  to  the  tribal  economy. 

In  exchange  for  tribal  and  individual  Indian  monies  deposited  into  their  banks, 
Native  Americams  are  only  asking  for  competitive  interest-bearing  accounts,  loans 
at  competitive  interest  rates,  and  usual  business  partnerships.  These  practices  are 
readily  available  to  you  or  I,  but  not  to  Indian  people  living  on  reservations  or  in 
rural  communities. 

The  potential  for  tribes  to  develop  successful  banking  relationship  is  highlighted 
in  the  example  of  the  Saginaw  Chippewa  Tribes  ability  to  successfully  manage  their 
$10  million  judgment  fund.  In  1986,  Congress  enacted  legislation  that  awaraed  the 
Tribe  control  over  its  settlement  monies.  Since  that  time,  the  Tribe  has  matured  in 
its  management  of  the  Fund,  progressing  from  two  outside  investment  managers  op- 
erating under  the  review  and  direction  of  the  Tribe,  to  assuming  total  control  of  the 
Fund's  management.  First  Nations  worked  with  the  Tribe  to  select  effective  invest- 
ment managers,  and  also  to  leverag:e  these  fluids  with  their  local  banking  institu- 
tion. There  nave  been  a  number  of  intangible  benefits.  Tribal  members  have  bene- 
fited from  a  home  ownership  program,  and  business  loans.  Effective  relationships 
between  the  tribes'  individual  members  and  the  banks  have  also  been  enhanced. 
This  is  a  direct  result  of  the  Tribe's  deposit  of  Fund  revenues  in  several  local  banks. 

In  sharp  contrast.  First  Nations  has  witnessed  startling  examples  of  the  barriers 
that  are  experienced  by  the  Native  American  community.  Not  long  ago,  a  lawyer 
representing  the  Fort  Peck  Tribal  Housing  Authority  withdrew  the  agency's  several 
million-dollar  deposit  from  their  local  bank  and  placed  it  in  several  banks  in  Den- 
ver, Colorado.  This  was  done  because  the  local  bank  had  been  holding  the  housing 
authority's  funds  in  a  noninterest-bearing  account  for  years,  a  relatively  common 
scenario  in  tribal  banking  relationships.  'Tnis  action  got  results.  Local  banks  began 
treating  the  tribes  in  the  area  as  preferred  customers. 

An  article  in  the  October  8,  1992  edition  of  the  Indian  Country  Today,  outlines 
the  discriminatory  "red  lining"  of  reservations  by  banking  institutions  in  South  Da- 
kota and  Nebraska.  After  examining  the  CRA  files  of  several  border  town  banks. 
It  was  noted  that  seven  banks  excluded  the  Pine  Ridge  and  Rosebud  Reservations 
from  their  delineated  lending  areas.  It  is  common  knowledge  among  reservations 
members,  that  these  banks  wiU  not  even  honor  government  checks  presented  to 
them  by  Indian  people.  I  have  attached  a  copy  of  the  article,  for  the  record. 

In  the  midst  of  this  current  environment.  First  Nations  has  been  successful  in 
dealing  with  these  barriers.  By  working  with  bankers,  responsible  investors,  and 
foundations.  First  Nations  has  constructed  several  pipelines  lor  injecting  capital  into 
the  reservations.  Through  our  Oweesta  (Oweesta  is  the  Mohawk  word  for  money) 
Program,  First  Nations  places  capital  on  the  reservations  and  builds  Indian  people's 
financial  capabilities  and  skills.  First  Nations  has  received  loans  and  seed  capital 
grants  of  $1.8  million.  That  capital  supplies  matching  loans  to  microenterprise  loans 
funds,  supports  deposits  in  reservation-based  credit  unions  and  banks,  provides 
partnership  deposits  in  other  financial  institutions,  and  guarantees  loans  Tor  field 
projects.  Tribes  select  the  commercial  banks  that  work  successfully  with  them. 
These  banks  receive  the  partnership  deposits  in  recognition  of  their  innovative  lend- 
ing in  Indian  Country.  In  addition.  First  Nations  has  successfully  convinced  other 
investors  to  deposit  over  two  million  dollars  in  Indian-owned  institutions  and  busi- 
nesses, thus  helping  capitalize  Indian  economic  development  while  keeping  their 
money  safe  and  earning  the  fair  market-rate  return. 

In  1987,  First  Nations  established  the  Lakota  Fund  on  the  F*ine  Ridge  Indian  Res- 
ervation in  South  Dakota.  It  is  the  first  reservation-based  microenterprise  loan 
fund,  and  the  first  micro-loan  fund  in  the  United  States.  By  using  culturally-appro- 
priate development  models.  The  Lakota  Fund  has  made  more  than  200  loans.  It  nas 
provided  the  capital  needed  to  open  a  beauty  salon,  video  store,  auto  repair  shop, 
tire  retread  shop,  and  a  carpet  cleaning  business.  These  may  seem  to  be  basic  busi- 
nesses to  you  or  I,  but  they  nad  not  existed  on  the  reservation  prior  to  the  establish- 
ment of  the  Lakota  Fund.  This  model  keeps  money  flowing  into  the  reservation,  en- 
hancing the  viability  of  the  members  and  the  tribe. 

Although  the  loans  are  small,  the  rewards  have  been  great.  For  many,  it  is  the 
first  loan  they  have  ever  received.  The  program  is  staffed  and  run  entirely  by  local 
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tribal  members.  A  banker  sits  on  the  board  and  has  served  as  a  bridge  for  borrowers 
as  they  cross  from  fund  borrowing  to  bank  loans.  In  recognition  of  its'  viability  and 
sustainability,  I  am  proud  to  say  that  The  Lakota  Fund  is  now  fully  independent 
of  First  Nations,  and  self-sufficient.  The  program  is  currently  in  replication  in 
Southeast  Alaska  with  the  Tlingit  and  Haida  Tribes,  and  in  New  Mexico  with  the 
Navajo  Nation. 

Mr.  Chairman,  economic  development  capital  has  always  been  supported  on  res- 
ervations by  large  infusions  of  Federal  money.  Small-scale  financmg  is  virtually 
non-existent.  In  1992,  First  Nations  received  some  19  requests  from  tribes  asking 
for  technical  assistance  to  establish  microenterprise  loan  funds. 

As  your  committee  begins  its  deliberations  on  the  issue  of  community  develop- 
ment lending,  I  urge  you  to  consider  the  needs  of  Native  American  and  rural  com- 
munities. Too  often  the  needs  of  this  low-income  group  falls  through  the  cracks. 

I  encourage  Congress  to  draw  upon  the  expertise  of  existing  community  develop- 
ment organizations,  such  as  First  Nations,  for  input  as  you  begin  crafting  lerisla- 
tion.  Tribes  are  geographically  isolated  and  diverse  in  their  financial  needs.  Without 
the  deliberate  involvement  of  a  national  tribal  perspective,  only  one  or  two  specific 
tribes  may  benefit.  In  the  end,  the  whole  range  of  tribal  development  opportunities 
will  go  ignored. 

Congress  should  expand  the  scope  of  community  development  lending  beyond 
small  business  credit.  Recognize  that  successful  community  development  models  are 
built  over  time  and  with  incremental  performance-based  financial  support.  First  Na- 
tions and  other  community  development  organizations  are  already  in  the  "trenches". 
Drawing  from  the  numerous  successful  anaefficient  development  models  of  in  exist- 
ence, it  will  not  take  another  twenty  years  to  replicate  these  models  in  other  low- 
income  communities.  We  do  not  have  the  luxury  ol  an  additional  twenty  years. 

With  enhanced  support  from  the  Federal  GJovemment,  partnerships  between  com- 
munity development  organizations  and  traditional  banking  institutions,  will  create 
more  jobs.  With  increased  access  to  resources  and  technical  assistance  we  will  see 
an  increase  in  small  business  development  and  new  housing  construction.  Reserva- 
tions and  rural  communities  need  the  financial  vehicles  to  form  capital  for  the  right 
purpose,  at  the  right  time  and  in  the  right  amount. 

I  would  welcome  the  opportunity  to  discuss  these  issues  with  you  and  other  mem- 
bers, in  greater  depth.  Again,  I  wish  to  thank  you  and  the  members  of  this  Commit- 
tee for  this  opportunity  to  bring  to  the  forefront,  the  unique  concerns  of  Native 
American  and  rural  communities  as  we  work  to  enhance  the  economic  self-suffi- 
ciency of  the  members  of  our  communities. 
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Bnitcd  States  (Senate 


January  15,  1993 

The  Honorable  Alan  Greenspan 
Chairman,  Federal  Reserve  System 
Constitution  Avenue  and  20th  Street 
Washington,  D.C.   20551 

Dear  Chairman  Greenspan: 

The  Senate  Committee  on  Banking,  Housing,  and  Urban  Affairs  has 
tentatively  scheduled  a  hearing  to  be  held  on  Wednesday,  February  24, 
1993,  to  examine  the  problem  of  mortgage  and  other  lending  discrimination. 
In  preparation  for  that  hearing  and  in  support  of  ongoing  oversight 
activities,  the  Committee  would  Uke  certain  information  from  your  agency 
concerning  your  fair  lending  compliance  activities. 

Enclosed  please  find  a  compilation  of  questions,  the  responses  to  which 
should  be  deUvered  to  the  Committee  by  Friday,  February  12,  1993.   Please 
deliver  your  responses  to  Matthew  Roberts  of  my  staff  at  the  Dirksen 
Senate  Office  Building,  Room  534,  Washington,  D.C.  20510. 

Thank  you  for  your  cooperation. 

Sinc^ely, 


Donald  W.  Rieg 
Chairman 


DWR/mr 
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RESPONSE  TO  WRITTEN  QUESTIONS  FROM  SENATOR  RIEGLE 

BY  ALAN  GREENSPAN 

LENDING  DISCRIMINATION  QUESTIONS 

Compliance  Structure 

Q.l.  What  division  within  your  agency  conducts  fair  lending  exami- 
nations? To  whom  within  the  agency  do  the  examiners  report?  Do 
these  supervisors  have  other  responsibilities  besides  fair  lending 
and/or  Community  Reinvestment  Act  compliance? 

A.1.  The  Board  has  had  a  specialized  consumer  compliance  exam- 
ination program  since  1977  under  the  general  direction  of  the  Divi- 
sion of  Consumer  and  Community  Affairs.  The  twelve  Federal  Re- 
serve Banks  each  have  a  consumer  affairs  unit  within  the  Reserve 
Bank's  examination  department.  Specialized  consumer  affairs  ex- 
aminers conduct  examinations  of  state  member  banks  to  determine 
compliance  with  all  consumer  legislation,  including  the  Community 
Reinvestment  Act,  the  Equal  Credit  Opportunity  Act,  the  Fair 
Housing  Act,  the  Home  Mortgage  Disclosure  Act  and  other 
consumer  statutes  like  the  Truth  in  Lending  Act.  The  senior  officer 
in  charge  of  examinations  at  each  Federal  Reserve  Bank  is  respon- 
sible for  consumer,  compliance  examinations  as  well  as  all  other 
types  of  examinations.  The  Compliance  Section  of  the  Division  of 
Consumer  Affairs  at  the  Federal  Reserve  Board  is  responsible  for 
reviewing  and  coordinating  compliance  activities,  providing  Reserve 
Banks  with  the  information  and  assistance  they  need,  and  ensuring 
uniform  approaches  to  compliance  examinations  are  taken. 

Q.2.  Does  the  fact  that  the  Federal  Reserve,  unlike  the  other  Fed- 
eral financial  supervisory  agencies,  has  a  separate  division  for  fair 
lending  compliance  enhance  the  effectiveness  of  your  fair  lending 
enforcement  efforts? 

A.2.  We  believe  having  the  Division  of  Consumer  and  Community 
Affairs  at  the  Federal  Reserve  Board  enhances  the  effectiveness  of 
the  Federal  Reserve  System's  fair  lending  enforcement  efforts  be- 
cause it  enables  us  to  focus  this  particular  expertise  to  benefit  the 
Reserve  Bank  consumer  affairs  examination  program.  In  addition. 
Federal  Reserve  compliance  examiners  have  been  organized  sepa- 
rately since  1977  because  we  believe,  given  the  depth  of  the  areas 
they  review,  it  is  unrealistic  to  expect  an  examiner  to  do  the  best 
job  possible  with  respect  to  both  consumer  compliance  and  safety 
and  soundness  issues.  We  do  note,  however,  that  some  other  agen- 
cies, such  as  the  FDIC,  also  have  separate  divisions  for  fair  lending 
compliance. 

Q.3.  Are  there  any  structural  factors  (such  as  job  classification) 
that  preclude  or  impede  consumer  compliance  examiners  from 
being  promoted  to  supervisory  positions? 

A.3.  No,  the  Board's  policy  on  examiner  career  paths  directs  Re- 
serve Banks  to  provide  compliance  examiners  with  a  career  path 
comparable  to  that  for  commercial  examiners.  The  policy  does  not 
make  a  distinction  between  supervisory  and  non-supervisory  posi- 
tions. In  fact,  a  number  of  former  compliance  personnel  have  been 
promoted  to  senior  positions  in  the  Reserve  Banks. 
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Q.4a.  How  many  staff  personnel  are  allocated  for  fair  lending  en- 
forcement? 

A.4a.  Data  collected  through  the  Federal  Reserve's  Planning  and 
Control  System  indicate  the  number  of  personnel  allocated 
throughout  the  Reserve  Banks  to  consumer  affairs  examinations, 
which  encompass  fair  lending  and  other  compliance  laws  such  as 
the  Truth  In  Lending  Act  and  the  Expedited  Funds  Availability 
Act,  in  1992  was  201.  In  addition  the  Board's  Division  of  Consumer 
and  Community  Affairs  currently  has  a  full  time  staff  of  forty-two. 

Q.4b.  Approximately  how  much  time  do  they  spend  per  year  on  fair 
lending  compliance  related  work? 

A.4b.  The  number  of  hours  spent  per  year  on  fair  lending  compli- 
ance related  work  was  estimated  based  on  the  number  of  hours 
spent  on  consumer  affairs  examinations  as  recorded  in  the  Federal 
Reserve's  Planning  and  Control  System  and  the  portion  of  compli- 
ance examination  hours  spent  on  fair  lending  laws  as  recorded  in 
the  Consumer  Affairs  Report  of  Examination  System.  Based  on  our 
review,  we  estimate  the  following  hours  were  spent  examining  for 
compliance  with  the  fair  lending  laws,  including  the  Equal  Credit 
Opportunity  Act,  the  Fair  Housing  Act,  the  Home  Mortgage  Disclo- 
sure Act,  and  the  Community  Reinvestment  Act  in  1990,  1991,  and 
1992: 


YEAR 

HOURS 

1990 

109,603 

1991 

147,751 

1992 

177,616 

Q.5.  What  is  the  nature  of  the  training  for  fair  lending  examiners? 

A.5.  The  Federal  Reserve  provides  extensive  training  for  examiners 
in  how  to  conduct  compliance  and  CRA  examinations.  Federal  Re- 
serve examiners  attend  several  training  sessions  for  CRA,  fair 
lending,  and  consumer  compliance  during  their  career.  New  exam- 
iners attend  the  Board's  three  week  basic  consumer  compliance 
school,  while  examiners  with  eighteen  to  twenty-four  months  of 
field  experience  attend  the  Board's  week  long  advanced  compliance 
school  and  the  one  week  advanced  CRA  examination  techniques 
class.  In  addition,  examiners  attend  HMDA  Data  Analysis  System 
training.  This  training  is  supplemented  as  necessary  by  the  Re- 
serve Banks  through  regular  departmental  staff  meetings  and 
through  special  training  sessions  such  as  the  Federal  Financial  In- 
stitutions Examination  Coimcil's  (FFIEC's)  1990  CRA  training  ses- 
sions that  covered  the  CRA  provisions  of  FIRREA  and  the  planned 
senior  examiner  seminar  to  be  held  this  March.  Examiners  are 
trained  on  how  to  review  the  bank's  loan  policies,  procedures,  and 
lending  standards,  compare  those  standards  with  the  bank's  prac- 
tices, and  come  to  a  conclusion  on  the  bank's  compliance  with  the 
fair  lending  laws.  In  addition,  CRA  training  covers  the  various 
guidelines  and  information  necessary  to  evaluate  a  bank's  CRA 
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record  and  to  prepare  a  public  evaluation.  The  training  involves 
classroom  lectures,  a  mock  examination,  and  case  studies. 

Q.6.  Please  provide  a  breakdown  of  the  race,  ethnicity,  and  gender 
of  fair  lending  examiners  and  supervisory  personnel  by  job  classi- 
fication. 

A,6.  The  Federal  Reserve  Board  does  not  maintain  information  on 
its  examination  employees  by  race,  ethnicity,  and  gender  as  a  mat- 
ter of  practice.  Similar  information  was,  however,  collected  in  re- 
sponse to  a  1990  request.  Following  is  a  profile  of  the  sex  and  race 
of  Federal  Reserve  System  Consumer  Affairs  examiners  and  man- 
agers as  of  March  31,  1990. 


EXAMINERS: BY  RACE  &  SEX 

NUMBER 

PERCENT  OF 
TOTAL 

White  Males 

50 

45% 

White  Females 

38 

34% 

Black  Males 

6 

5% 

Black  Females 

8 

7% 

Other 

10 

9% 

Total 

112 

100% 

MANAGERS  &<  IN  HOUSE  REVIEW 
PERSONNEL  BY  RACE  &  SEX 

NUMBER 

PERCENT  OF 
TOTAL 

White  Males 

4 

25% 

White  Females 

6 

37% 

Black  Males 

2 

13% 

Black  Females 

2 

13% 

Other 

2 

12% 

Total 

16 

100% 

Examination  Techniques 

Q.l.  What  instructions  do  you  give  examiners  on  the  types  of  loans 
and  the  number  of  files  that  they  should  review  in  a  fair  lending 
compliance  exam?  How  many  loan  files  are  sampled  as  part  of  an 
examination?  Does  the  number  of  files  sampled  vary  by  the  size  of 
the  institution  or  other  criteria? 

A.1.  Examiners  are  instructed  on  how  to  use  "statistical"  and 
"iudgmental"  samples  in  the  examination  process.  Sampling  Proce- 
dures from  the  Federal  Reserve  System  Compliance  Handbook  are 
enclosed. 

Statistical  sampling  is  used  to  compare  one  item  with  a  definite 
standard  and  to  test  for  technical  violations.  Statistical  sampling 
enables  examiners  to  extend  the  conclusions  drawn  from  a  small 
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portion  of  loans  to  the  entire  group  of  loans  with  similar  character- 
istics ("the  universe").  For  statistical  samples  to  be  valid  loans 
must  have  similar  characteristics  and  each  item  in  the  universe 
must  have  an  equal  chance  of  being  selected.  The  number  of  loans 
sampled  depends  on  the  number  of  universes  and  the  size  of  each 
universe.  Detailed  instructions  on  choosing  the  types  of  loans  and 
the  number  of  files  to  be  sampled  are  enclosed. 

Judgmental  sampling  is  crucial  in  examining  for  credit  discrimi- 
nation. Like  statistical  sampling,  judgmental  sampling  is  used  to 
conduct  an  in-depth  analysis  of  a  portion  of  a  group  and  draw  con- 
clusions about  the  universe.  It  is  different  from  statistical  sampling 
in  that  it  involves  the  use  and  comparison  of  preselected  files.  The 
files  are  selected  and  loan  information  recorded  on  "applicant  pro- 
file" worksheets  so  that  the  treatment  of  applications  from  one 
group  of  applicants,  such  as  black  applicants  or  female  applicants, 
can  be  compared  to  applications  of  others  similarly  situated.  To  do 
this  an  examiner  would  develop  a  hypothesis,  for  example  "Are 
blacks  treated  the  same  as  whites  in  the  credit  evaluation  process." 
The  examiner  then  reviews  as  many  application  files  as  necessary 
in  order  to  draw  a  reasonable  conclusion  about  the  validity  of  the 
hypothesis.  The  number  of  applications  sampled  during  an  exam- 
ination varies  depending  on  the  circumstances  at  each  bank.  We 
have  enclosed  detailed  instructions  on  judgmental  sampling  in  con- 
nection with  the  fair  lending  examination. 

Q.2.  What  indicia  of  discrimination  are  examiners  instructed  to 
look  for  in  the  files  (e.g.,  perfect  minority  applicants  who  are  re- 
jected, comparable  minority  and  non-minority  applicants  who  re- 
ceive differential  treatment,  etc.)? 

A.2.  The  procedures  used  by  examiners  to  detect  illegal  discrimina- 
tion involve  a  comprehensive  review  of  a  bank's  lending  practices. 
The  examiners  focus  primarily  on  comparing  the  treatment  of 
members  of  one  group  of  applicants,  such  as  black  applicants  or  fe- 
male applicants,  with  another  group  of  applicants  such  as  white 
males.  As  part  of  this  process,  the  bank's  loan  policies  and  proce- 
dures are  reviewed.  This  is  done  by  analyzing  bank  documents  and 
interviewing  lending  personnel.  During  this  phase,  the  examiner 
determines,  among  other  things,  the  bank's  credit  standards.  After 
identifying  those  standards,  the  examiner  compares  them  with  a 
sampling  of  actual  loan  applications,  especially  applications  re- 
ceived by  the  bank  from  members  of  the  group  of  applicants  whose 
treatment  is  being  reviewed.  This  means  that  the  examiner  is  look- 
ing at  the  same  information  that  the  bank  used  to  make  its  credit 
decision,  including  such  things  as  the  applicant's  credit  history,  in- 
come, and  total  debt  burden. 

After  the  examiner  has  gathered  the  relevant  data,  an  overall 
analysis  of  the  bank's  treatment  of  applications  from  the  particular 
types  of  applicants  is  conducted.  The  examiner  determines  whether 
there  are  any  patterns  or  individual  instances  where  members 
were  treated  less  favorably  than  other  similarly  situated  appli- 
cants. The  conclusions  reached  by  the  examiner  with  respect  to  this 
analysis  of  the  bank's  compliance  with  fair  lending  laws  is  dis- 
cussed with  bank  officials.  Discussions  with  bank  officials  would  in- 
clude any  questions  or  comments  the  examiner  has  about  the  im- 
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pact,  or  potential  impact,  of  the  bank's  lending  standards  on  appli- 
cants with  particular  characteristics,  even  if  no  violation  of  the  fair 
housing  laws  is  cited. 

Q.3.  Does  your  agency  operate  on  the  premise  that  you  need  to  find 
statistically  significant  discrimination  to  take  enforcement  action? 

A,3.  No,  the  Federal  Reserve  does  not  look  for  "statistically  signifi- 
cant discrimination"  before  taking  enforcement  action.  As  noted 
above,  we  use  judgmental  sampling  and  hypothesis  testing  in  our 
discrimination  analysis.  Also,  one  clear  case  of  improper  differen- 
tial treatment  would  be  dealt  with.  The  Federal  Reserve  holds  a 
bank  accountable  for  appropriate  remedies  and  penalties  as  pro- 
vided for  in  applicable  laws  and  requires  the  bank  to  take  prompt 
action  to  correct  instances  of  unlawful  credit  discrimination.  En- 
closed for  your  review  is  an  interagency  Supervisory  Enforcement 
Policy  for  the  Equal  Credit  Opportunity  Act  and  Fair  Housing  Act 
adopted  in  1981.  Reserve  Banks  require  that  banks  take  corrective 
action  in  appropriate  cases.  Banks  are  required  to  conduct  a  file 
search  to  identify  all  violations  that  have  occurred  within  24 
months  prior  to  discovery,  except  for  violations  concerning  adverse 
action  notices.  Corrective  action  is  required  for  violations  concern- 
ing adverse  action  notices  occurring  within  six  months  prior  to  the 
discover.  The  file  search  provisions  of  the  policy  guide  are  invoked 
in  situations  where  a  pattern  or  practice  of  violations  is  discovered. 
With  respect  to  isolated  violations,  Reserve  Banks  require  correc- 
tive action  for  those  violations  discovered  in  a  sample,  whether  or 
not  a  file  search  is  ultimately  deemed  necessary. 

Q.4.  Do  compliance  examiners  interview  loan  officers? 

A.4.  Yes.  Compliance  examiners  routinely  interview  lending  per- 
sonnel as  part  of  their  review  of  the  bank's  loan  policies  and  proce- 
dures. The  examiner's  findings  are  also  discussed  with  bank  per- 
sonnel. 

Q.5.  Please  describe  the  circumstances  imder  which  examiners  con- 
tact credit  applicants  to  collect  consumer's  opinions  on  how  their 
applications  were  handled  by  bank  personnel? 

Q.6.  What  percent  of  fair  lending  examinations  include  examiner 
outreach  to  credit  applicants? 

A.5.  &  A,6.  Interviews  outside  of  the  bank  are  made  when  substan- 
tial discrimination  is  suspected  in  connection  with  specific  com- 
plaints. Examiners  may  contact  applicants  during  the  examination 
process,  but  it  is  rare.  The  Federal  Reserve  does  not  maintain  in- 
formation on  when  credit  applicants  are  directly  contacted. 

Q.7.  Please  describe  the  circumstances  under  which  examiners  con- 
tact representatives  of  the  business  and  consumer  community  to 
collect  their  opinions  on  bank  treatment  of  credit  applications? 

A.7.  Examiners  routinely  contact  representatives  of  the  business 
and  consumer  community  to  understand  the  community,  learn 
about  community  credit  needs,  and  find  any  signs  of  discriminatory 
practices  by  the  institution. 

Q.8.  How  frequently  are  commimity  organizations  contacted?  How 
frequently  are  legal  service  agencies  contacted?  How  frequently  are 
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members  of  the  small  business  community  contacted?  How  fre- 
quently are  members  of  the  real  estate  community  contacted? 
A.8.  Federal  Reserve  examiners  normally  make  at  least  one  con- 
tact, and  often  more,  with  individuals  representing  the  types  of 
groups  mentioned  above  in  the  course  an  examination.  Attachment 
1  provides  information  on  the  number  of  organizations  contacted  by 
type.  We  note  that  the  categories  used  do  not  correspond  exactly 
to  those  you  requested,  but  we  think  this  information  will  be  help- 
ful to  you. 

Q.9.  What  percent  of  exams  result  in  specific  examiner  discussion 
of  fair  lending  compliance  problems  and  recommendations  with  a 
bank's  board  of  directors?  With  bank  management? 
A.9.  Examination  findings  are  always  discussed  with  bank  manage- 
ment. Examination  findings  that  indicate  a  compliance  position 
that  requires  more  attention  may  result  in  a  meeting  with  a  bank's 
board  of  directors.  In  1992,  separate  meetings  were  set  up  with 
bank  board  of  directors  in  connection  with  forty-two  bank  examina- 
tions to  discuss  fair  lending  or  other  compliance  problems,  for  ex- 
ample Truth-in-Lending  violations.  In  comparison,  data  received  as 
of  January  29,  1993  indicates  627  examinations  were  conducted  in 
1992. 

Q.IO.  What  procedures  do  you  use  to  monitor  the  quality  and  con- 
sistency of  fair  lending  exams? 

A.10.  The  Federal  Reserve  fosters  high-quality  examinations  and 
ensures  uniform  approaches  are  taken  to  fair  lending  examinations 
through  the  development  of  uniform  examination  procedures  and 
related  report  forms,  the  distribution  of  informational  materials  to 
examiners,  examiner  training,  and  oversight  activities. 

The  Federal  Reserve  has  distributed  a  number  of  documents  to 
examiners  that  promote  uniformity  in  fair  lending  examinations. 
For  example,  in  1992  the  Federal  Reserve  distributed  documents 
discussing  the  FFIEC  Community  Reinvestment  Act  Policy  State- 
ment on  Analyses  of  Geographic  Distribution  of  Lending,  guidance 
on  the  inclusion  of  numerical  data  in  public  CRA  evaluations,  a 
Memorandum  of  Understanding  between  the  FFIEC  and  the  De- 
partment of  Housing  and  Urban  Development  (HUD)  regarding  the 
exchange  of  information  and  complaints  alleging  a  violation  of  the 
Fair  Housing  Act,  and  revised  CRA  examination  procedures. 

Training  is  uniform  for  all  System  examiners.  The  schools  and 
seminars,  discussed  earlier  in  answer  to  question  5  on  the  Federal 
Reserve's  compliance  structure,  is  enhanced  by  the  Board's  Resi- 
dent Examiner  program.  The  Resident  Examiner  program  is  de- 
signed to  give  field  compliance  examiners  an  insight  into  the 
Board's  activities  and  responsibilities.  As  part  of  the  program,  ex- 
aminers review  reports  from  other  districts,  helping  to  further  en- 
sure a  uniform  approach  is  taken  during  the  examination  process. 

Board  staff  review  and  analyze  compliance  examination  reports 
for  compliance  with  System  standards,  and  when  appropriate,  take 
follow-up  steps  with  Reserve  Banks  on  an  ongoing  basis.  Board 
staff  members  also  conduct  in-depth  reviews  of  the  compliance 
function  at  each  Reserve  Bank  to  ensure  Board  policies  and  proce- 
dures are  followed.  As  part  of  these  reviews,  Board  staff  review  a 


656 

sample  of  examiner  workpapers  to  ensure  high  quahty  examina- 
tions are  being  conducted. 

Complaints  and  Violations 

Q.la.  How  many  complaints  of  ECOA  and  Fair  Housing  Act  viola- 
tions has  your  agency  received  each  year  for  the  past  years? 

A.la.  Attached  are  two  charts  that  show  the  number  of  complaints 
about  State-member  banks  involving  allegations  of  ECOA  and  Fair 
Housing  Act  violations  that  the  Federal  Reserve  System  received 
for  the  last  ten  years.  The  first  chart  reflects  information  for  the 
years  1983  through  1990  and  the  second  reflects  information  for 
1991  and  1992.  The  chart  also  shows  the  resolution  of  the  com- 
plaints. The  resolution  descriptions  for  the  1983  through  1990  data 
vary  somewhat  from  the  1991  and  1992  information  because  we 
began  using  a  new  on-line  consumer  complaint  and  tracking  sys- 
tem in  January  1991  which  enabled  us  to  retrieve  a  better  resolu- 
tion description. 

Q.lb.  Are  the  complaints  investigated  by  the  same  examiner  that 
conducted  the  routine  compliance  examination? 

A.lb.  The  complaint  units  at  the  Reserve  Banks  are  not  all  orga- 
nized the  same.  Some  Reserve  Banks  assign  examination  staff  re- 
sponsibility for  investigating  complaints  while  others  do  not.  Only 
examiners,  however,  are  authorized  to  conduct  on-site  investiga- 
tions of  complaints.  While  it  is  possible  that  an  examiner  who  con- 
ducted a  routine  compliance  examination  could  be  asked  to  inves- 
tigate a  consumer  complaint  about  the  institution  at  a  later  date, 
this  arrangement  is  in  no  way  required. 

Q.lc.  How  many  have  been  resolved  and  with  what  resolutions? 
A.lc.  All  complaints  received  from  1983  through  1991  have  been 
resolved;  nine  are  pending  from  1992.  As  noted  above,  please  refer 
to  the  attached  charts  for  specific  resolution  information. 

Q.2a.  What  distinguishes  a  technical  violation  from  a  substantive 
violation?  Can  an  institution  have  technical  violations  and  get  a 
satisfactory  Community  Reinvestment  Act  rating?  Can  an  institu- 
tion have  substantive  violations  and  get  a  satisfactory  CRA  rating? 
A.2a.  Technical  violations  generally  involve  minor  deficiencies, 
such  as  bank  lending  forms  or  typographical  errors.  On  the  other 
hand,  substantive  violations  involve  bank  policy,  practices  or  proce- 
dures. 

A  bank's  compliance  with  the  fair  lending  laws  is  reflected  in  its 
CRA  rating.  The  bank's  CRA  record  is  evaluated  in  terms  of  twelve 
assessment  factors,  two  of  which  deal  directly  with  discriminatory 
practices.  Thus,  it  is  likely  that  an  institution's  CRA  rating  would 
be  adversely  affected  if  violations  of  the  antidiscrimination  laws 
and  regulations  were  found,  especially  if  the  institution  was  found 
to  have  treated  applicants  in  a  discriminatory  fashion.  An  institu- 
tion may  have  violations  that  are  nonsubstantive  in  nature  and  re- 
ceive a  satisfactory  CRA  rating. 

Q.2b.  What  kind  of  enforcement  action,  if  any,  is  taken  for  tech- 
nical violations?  For  substantive  violations? 
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A.2b.  Reserve  Bank  follow-up  and  the  decision  to  enter  into  more 
formal  enforcement  actions  varies  with  the  nature  and  extent  of 
violations  found,  as  well  as  the  banks  history  of  compliance  and 
taking  corrective  measures  on  its  own.  When  technical  violations 
are  found,  banks  are  required  to  correct  their  procedures  and  forms 
to  prevent  future  violations  of  a  similar  nature.  Reserve  Banks  rou- 
tinely ask  bank  management  to  provide  a  written  response  to 
weaknesses  raised  in  examination  reports.  In  addition,  a  Reserve 
Bank  may  enter  into  an  informal  or  formal  supervisory  agreement 
with  a  bank  if  it  determines  that  closer  supervisory  attention  is 
needed.  Moreover,  in  cases  involving  violations  of  the  substantive 
provisions  of  the  Equal  Credit  Opportunity  Act  or  the  Fair  Housing 
Act,  corrective  action  as  outlined  in  an  interagency  policy  guide  is 
required. 

Q.3a.  How  many  ECOA  and  Fair  Housing  Act  violations  have  been 

found  for  each  of  the  last  10  years? 

A.3a. 


EQUAL  CREDIT  OPPORTUNITY 

FAIR  HOUSING  ACT       | 

Year 

Number  of 
Violations 

#  Of  Banks  w/ 
violations 

Number  of 
Violations 

#  Of  Banks  w/ 
Violations 

1983 

2,733 

403 

296 

155 

1984 

2,474 

393 

273 

133 

1985 

3,000 

430 

240 

135 

1986 

2,933 

329 

173 

104 

1987 

5,021 

441 

357 

163 

1988 

4,421 

435 

840 

129 

1989 

4,604 

439 

212 

110 

1990 

4,829 

428 

413 

129 

1991 

5,136 

467 

382 

145 

1992 

3,946 

401 

281 

121 

Q.3b.  Of  these,  how  many  were  technical  and  how  many  were  sub- 
stantive? 

A.3b.  Most  violations  of  the  Equal  Credit  Opportunity  Act  involve 
the  failure  of  the  bank  to  collect  monitoring  information  (race,  sex, 
age,  marital  status)  in  accordance  with  Regulation  B  on  applica- 
tions for  the  purchase  of  residential  real  estate  (accounting  for  47 
percent  of  Regulation  B  violations  found  in  1992).  The  second  most 
common  type  of  Regulation  B  violations  involved  the  failure  to  pro- 
vide proper  adverse  action  notices  in  accordance  with  the  provi- 
sions of  the  regulation  (accounting  for  32  percent  of  Regulation  B 
violations  found  in  1992).  Few  violations  involving  illegal  credit  dis- 
crimination have  been  foimd.  For  instance  in  1992,  the  rule  prohib- 
iting discrimination  on  a  prohibited  basis  regarding  any  aspect  of 
a  credit  transaction  was  cited  at  5  of  the  589  examinations  con- 
ducted in  1992  and  received  at  the  Board  as  of  January  29,  1993. 
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Furthermore,  when  discrimination  is  cited,  virtually  all  instances 
involve  marital  status  discrimination.  Most  commonly,  discrimina- 
tion on  the  basis  of  marital  status  occurs  when  a  lender  requires 
a  married  person  to  obtain  the  signature  of  their  spouse  even 
though  the  spouse  is  not  a  co-applicant  and  the  applicant  is  indi- 
vidually credit  worthy  for  the  amount  and  type  of  credit  requested. 
Nevertheless,  violations  that  triggered  corrective  action,  includ- 
ing a  file  search,  under  the  Regulation  B/FHA  policy  guide  were 
found  at  fifty-seven  banks  in  1992,  sixty  banks  in  1991,  forty-two 
banks  in  1990,  and  forty-seven  banks  in  1989.  The  principal  reason 
why  the  policy  guide  was  invoked  are  listed  in  the  table  below. 
This  table  includes  violations  found  in  relation  to  all  types  of  loans. 
Information  is  not  available  on  violations  that  invoked  corrective 
action  under  the  Regulation  B/FHA  policy  guide  prior  to  1989. 

CORRECTIVE  ACTION  REQUIRED 
UNDER  THE  REGULATION  B/FHA  POLICY  GUIDE 
1989  -  1992 


PRINCIPAL  REASON  POLICY  GUIDE 
INVOKED 

1989 

1990 

1991 

1992 

Failed  to  Provide  Proper 
Adverse  Action  Notices 

25 

21 

32 

26 

Improperly  Obtaining  the 
Signature  of  a  Spouse  or 
other  Person 

17 

13 

16 

18 

Improperly  Furnishing  Credit 
History  Information 

3 

4 

10 

9 

Improperly  Considering  Age  or 
Whether  Income  is  Derived 
From  Public  Assistance 

0 

2 

0 

2 

Improperly  Considering  Income 
in  the  Evaluation  of  Credit 
Applications 

1 

1 

2 

2 

Discrimination  on  the  Basis 
of  Sex' 

0 

1 

0 

0 

Discrimination  on  the  Basis 
of  Race' 

0 

1 

0 

1 

Discrimination  on  the  Basis 
of  Marital  Status 

1 

0 

1 

3 

Discrimination  on  the  basis 
of  Age 

0 

3 

1 

2 

'The  two  instances  of  discrimination  involved  the 
inconsistent  application  of  the  banks'  loan  policies  relating  to 
installment  lending.   Specifically,  in  the  1990  case,  violations 
of  discrimination  on  the  basis  of  race  and  sex  were  found 
involving  eight  applicants  who  were  black,  Hispanic,  or  female. 
In  the  1992  case  violations  of  discrimination  on  the  basis  of 
race  were  found;  three  applicants  who  were  black  or  hispanic  were 
affected. 


Virtually  all  violations  of  the  Fair  Housing  Act  have  been  of  a 
technical  nature,  usually  involving  either  the  failure  to  have  a  post- 
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er  in  all  lobbies  or  loan  areas  as  required,  or  to  include  the  equal 
credit  logotype,  statement,  or  slogan  in  advertisements. 

Q.3c.  How  many  of  these  violations  have  been  resolved  and  how 
were  they  resolved? 

A.3c.  In  almost  all  cases  banks  have  voluntarily  corrected  any  vio- 
lations that  have  occurred.  The  Board  does,  however,  have  a  num- 
ber of  alternatives  available  to  achieve  compliance.  For  example 
under  section  8  of  the  Federal  Deposit  Insurance  Act,  the  Board 
can  issue  a  Cease  and  Desist  order,  either  upon  consent  or  after 
a  hearing.  And  under  amendments  contained  in  FIRREA,  the 
Board  may  assess  civil  money  penalties  for  any  violation  of  law  or 
of  a  prior  Board  order  or  written  agn*eement.  A  Cease  and  Desist 
Order  and  an  Order  of  Assessment  of  a  Civil  Money  Penalty  were 
issued  against  The  Farmers  and  Merchants  Bank  of  Long  Beach, 
Long  Beach,  California  with  respect  to  alleged  violations  of  federal 
consumer  protection  statutes  and  regulations  by  the  bank,  includ- 
ing violations  of  Regulation  B  which  implements  the  Equal  Credit 
Opportunity  Act.  In  addition,  a  Cease  and  Desist  Order  and  Order 
of  Assessment  of  A  Civil  Money  Penalty  were  issued  against  Glen- 
wood  State  Bank,  Glenwood,  Iowa  for  recurring  violations  of  the 
Truth-in-Lending  Act  and  Equal  Credit  Opportunity  Act  in  1991. 

Q.4.  What  specific  practices  by  regulated  institutions  and  their 
subsidiaries  that  constitute  illegal  discrimination  are  set  out  in 
your  regulations?  Do  you  make  any  effort  to  disseminate  to  the 
public  a  list  of  practices  that  they  might  encounter  that  would  be 
illegal?  If  so,  how? 

A.4.  Regulation  B  prohibits  discrimination  against  an  applicant  on 
a  prohibited  bases  regarding  any  aspect  of  a  credit  transaction.  In 
addition,  Regulation  B  prohibits  the  discouragement  of  applicants 
or  prospective  applicants  on  a  prohibited  basis  through  any  oral  or 
written  statement,  including  advertisements.  The  regulation  con- 
tains, among  other  things,  rules  concerning  the  taking  and  evalua- 
tion of  applications,  extensions  of  credit,  special-purpose  credit  pro- 
grams, and  notification  of  action  taken.  The  Board  also  distributes 
several  publications  to  consumers  pertaining  to  their  rights  under 
the  fair  lending  laws.  A  pamphlet  designed  for  lenders  describing 
lending  standards  and  practices  that  may  have  discriminatory  ei- 
fects  entitled  Home  Mortgage  Lending  and  Equal  Treatment  was 
published  by  the  FFIEC  in  November  1991.  A  similar  guide.  Home 
Mortgages:  Understanding  the  Process  and  Your  Right  to  Fair 
Lending  issued  by  the  Federal  Reserve  after  consultation  with  a 
number  of  outside  parties,  is  available  for  consumers.  Copies  of 
Regulation  B  and  pamphlets  on  the  Equal  Credit  Opportunity  Act 
and  fair  lending  are  enclosed. 

Q.5.  Over  the  past  several  years  a  number  of  highly  publicized 
news  reports  have  indicated  evidence  of  fair  lending  problems  in  a 
number  of  metropolitan  areas  across  the  country  (i.e.,  Atlanta,  De- 
troit, and  Boston).  What  responses  has  your  agency  made  to  these 
reports? 

A.5.  The  Federal  Reserve  has  committed  considerable  effort  to 
strengthen  our  ability  to  analyze  HMDA  data  in  an  effort  to  detect 
illegal  credit  discrimmation.  Federal  Reserve  staff  has  developed  a 
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HMDA  data  analysis  system  that  is  being  made  available  to  the 
FFIEC  agencies  to  analyze  the  expanded  data  available  under  the 
new  HMDA  reporting  requirements.  The  system  provides  a  series 
of  standard  reports  and  tables  as  well  as  the  capability  of  querying 
the  database  for  more  specific  information  about  an  institution's 
lending  activity.  Examiners  are  better  able  to  select  specific  files  to 
sample  in  their  fair  lending  analysis  by  employing  the  HMDA  data 
analysis  system.  In  addition,  the  FFIEC  recently  hired  a  consultant 
who  has  begun  conducting  a  complete  review  of  fair  lending  exam- 
ination procedures  and  training. 

Training  provided  by  the  Federal  Reserve  (including  the  basic 
and  advanced  consumer  compliance  schools,  the  advanced  CRA  ex- 
amination techniques  class,  and  the  HMDA  Analysis  System  train- 
ing) has  been  reviewed  and  improved  and  includes  sessions  on  fair 
lending  which  have  covered  the  various  reports  indicating  fair  lend- 
ing problems  in  a  number  of  metropolitan  areas. 

Q.6.  For  each  of  the  following  metropolitan  areas,  please  provide 
the  number  of  fair  lending  examinations  conducted  by  your  agency 
for  every  year  since  1985:  Atlanta,  Boston,  and  Detroit. 

A.6.  Since  1985,  six  examinations  were  conducted  for  one  state 
member  bank  located  in  the  city  of  Boston,  twenty  examinations 
were  conducted  for  four  state  member  banks  in  the  city  of  Atlanta, 
and  three  examinations  were  conducted  for  one  state  member  bank 
in  the  city  of  Detroit. 

Enforcement  Powers 

Q.l.  What  range  of  enforcement  powers  are  available  to  your  agen- 
cy and  how  frequently  has  each  power  been  used  over  the  past  10 
years? 

A.1.  Beyond  the  routine  examination  and  examination  follow-up, 
the  Federal  Reserve  uses  both  formal  and  informal  actions  to  en- 
force safety  and  soundness  or  legal  requirements,  the  latter  of 
which  includes  compliance  with  fair  lending  laws.  The  informal  ac- 
tions include  board  resolutions  and  memoranda  of  understanding. 
The  formal  actions  include  written  agreements,  cease  and  desist  or- 
ders, and  civil  money  penalties.  Formal  actions  can  be  enforced  by 
the  Board,  whereas  informal  actions  cannot. 

With  respect  to  consumer  compliance  examinations,  in  general, 
both  formal  and  informal  actions  are  used  for  banks  with  less  than 
satisfactory  compliance  with  fair  lending  laws  as  well  as  a  number 
of  other  consumer  protection  laws  and  regulations.  The  decision  as 
to  which  is  most  appropriate  would  depend  on  a  number  of  factors, 
including  the  seriousness  of  the  violations  and  the  Board's  deter- 
mination regarding  the  willingness  and  ability  of  management  and 
the  bank's  board  of  directors  to  take  necessary  corrective  action 
without  formal  action.  The  informal  actions  are  used  for  the  least 
serious  circumstances  and  formal  actions  are  reserved  for  the  most 
serious  situations.  As  a  general  rule,  an  examination  finding  that 
a  bank  has  engaged  in  illegal  credit  discrimination  would  result  in 
a  formal  action.  Civil  money  penalties  would  be  used  in  cir- 
cumstances where  a  bank  has  committed  violations  of  law  and/or 
regulation  and,  in  the  Board's  judgment,  penalties  are  warranted. 
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There  were  a  number  of  enforcement  actions  that  included  provi- 
sions related  to  consumer  protection  laws  that  were  outstanding  as 
of  January  1993.  The  informal  actions  include  28  board  resolutions 
and  34  memoranda  of  understanding.  The  formal  actions  include 
seven  written  agreements  and  five  cease  and  desist  orders.  In  addi- 
tion, there  were  civil  money  penalties  assessed  against  two  state 
member  banks  in  1992. 

Q^.  Would  any  additional  tools  be  useful? 

A.2.  We  do  not  believe,  at  this  time,  that  any  additional  enforce- 
ment tools  are  necessary. 

Referrals  of  Violations  to  HUD  and  Justice 

Q.l.  During  the  past  10  years,  on  how  many  occasions  has  your 
agency  referred  violations  of  ECOA  to  Justice,  and  of  the  Fair 
Housing  Act  to  HUD? 

A.1.  In  May  1992,  a  Memorandum  of  Understanding  (MOU)  be- 
tween HUD  and  the  member  agencies  of  the  FFIEC  became  effec- 
tive. The  MOU  facilitates  interagency  coordination  and  cooperation 
in  the  processing  and  investigation  of  FHA  complaints.  Since  May, 
the  Federal  Reserve  has  referred  nine  complaints  to  HUD  under 
the  MOU.  These  nine  complaints  alleged  violations  of  illegal  credit 
discrimination.  As  of  February  11,  1993,  six  of  the  nine  complaints 
had  been  resolved.  Investigations  by  the  Federal  Reserve  of  the  six 
complaints  indicated  that  there  were  no  violations  of  federal  laws 
or  regulations. 
One  referral  has  been  made  to  the  Department  of  Justice. 

Q.2.  What  documents  (e.g.,  exam  reports,  examiner  work  papers  or 
loan  files)  have  been  included  in  these  referrals? 

A.2.  At  the  present  time,  we  have  only  forwarded  the  actual  com- 
plaint to  HUD.  Full  documentation  has  been  provided  to  the  De- 
partment of  Justice. 

Q.3.  Please  provide  a  copy  or  describe  the  substance  of  the  under- 
standing between  the  financial  supervisory  agencies  and  HUD  re- 
garding Fair  Housing  Act  referrals. 

A.3.  We  have  enclosed  a  copy  of  the  MOU.  In  addition,  we  have  en- 
closed a  copy  of  a  letter  to  the  Reserve  Banks  related  to  the  Fed- 
eral Reserve's  procedures  for  implementing  the  MOU  and  outlines 
the  procedures  that  the  Reserve  Banks  should  follow  for  handling 
Fair  Housing  Act  complaints. 

Q.4.  Please  describe  what  coordination  exists  between  your  agenpy 
and  the  Department  of  Justice  regarding  referral  of  suspected  fair 
lending  violations. 

A.4.  Since  late  1991,  the  Federal  Reserve,  along  with  other  agen- 
cies, has  met  periodically  with  the  Department  of  Justice  to  discuss 
issues  related  to  fair  lending.  These  discussions  have  led  to  in- 
creased cooperation  which  includes  an  agn^eement  to  work  together 
to  investigate  lenders  jointly  identified  for  possible  illegal  credit 
discrimination. 

Q.5.  Does  a  memorandum  of  understanding  exist? 
A.5.  The  Federal  Reserve's  agreement  to  cooperate  with  the  De- 
partment of  Justice  is  set  forth  in  the  enclosed  letter. 
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Q.6.  What  factors  account  for  the  limited  number  of  referrals? 

A.6.  Until  recent  statutory  changes,  the  Board  was  authorized  to 
make  a  referral  to  the  Department  of  Justice  if  it  was  unable  to 
obtain  compliance  itself.  When  Federal  Reserve  examiners  have 
discovered  violations,  we  have  successfully  brought  banks  into  com- 
pliance with  the  law.  The  new  law  requires  the  Board  to  refer  any 
cases  on  which  it  has  reason  to  believe  a  pattern  or  practice  of  dis- 
crimination exists. 

Q.7.  Is  there  specific  staff  assigned  to  carry  out  referral  functions? 

A.7.  Staff  in  the  Division  of  Consumer  and  Community  Affairs  is 
assigned  to  carry  out  referrals. 

Q.8.  Who  does  DOJ  contact  within  your  agency  regarding  referrals? 

A.8.  The  Department  has  been  in  contact  with  official  staff  in  the 
Division  of  Consumer  and  Community  Affairs  regarding  referrals. 

Boston  Federal  Reserve  Study 

Q.l.  How  have  you  modified  examination  procedures  in  response  to 
the  findings  of  the  Boston  Federal  Reserve  study? 

A,l.  The  FFIEC  hired  a  consultant  in  December  1992  to  conduct 
a  complete  review  of  fair  lending  examination  procedures,  policies 
and  examiner  training  provided  by  the  agencies  to  determine  if 
they  can  be  strengthened.  We  believe  the  consultants  findings  will 
assist  us  in  addressing  the  issue  of  illegal  credit  discrimination. 

In  addition,  Federal  Reserve  examiners  have  been  able  to  make 
better  use  of  existing  Federal  Reserve  fair  lending  examination  pro- 
cedures in  the  area  of  mortgage  lending  by  using  the  computer  sys- 
tem developed  by  Federal  Reserve  staff  to  access  and  analyze 
HMDA  data.  The  HMDA  system  provides  examiners  with  a  num- 
ber of  reports  that  enable  them  to  better  select  loan  application 
files  to  review  in  connection  with  their  discrimination  analysis. 

Q.2,  How  do  you  plan  to  use  statistical  analysis  in  your  future  fair 
lending  enforcement  efforts? 

A,2.  The  computerized  statistical  analysis  used  in  the  Boston 
study,  and  by  the  Department  of  Justice  in  its  investigation,  is  of 
very  limited  use  in  most  bank  examinations.  The  reason  being, 
very  few  institutions  have  a  sufficient  volume  of  loan  activity  or  of 
denials  of  minority  applicants  to  reliably  document  whether  there 
is  a  "double  standard"  in  loan  qualification  criteria  using  a  statis- 
tical model.  Moreover,  state  member  banks  tend  to  be  smaller  more 
rural  institutions.  For  example  in  1991,  596  of  the  967  state  mem- 
ber banks  were  HMDA  reporters.  And  of  those  50  percent  had  total 
assets  under  $100  million  and  received  an  average  of  73  applica- 
tions per  bank. 

Our  examiners  do,  however,  use  HMDA  reports  with  statistical 
flags  when  selecting  mortgage  application  files  to  review.  For  ex- 
ample, statistical  differences  between  different  race/gender  com- 
binations and  race/income  combinations  would  be  shown  in  reports 
on  the  disposition  of  loan  type  by  race  and  gender.  These  statistical 
flags  would  cause  an  examiner  to  review  the  loan  application  more 
closely  to  see  if  discrimination  was  playing  a  role  in  the  credit  eval- 
uation process. 
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Q.3.  How  will  you  monitor  compliance  for  lenders  that  receive  too 
few  applications  from  minorities  to  make  statistical  analysis  pos- 
sible? Would  it  be  possible  to  aggregate  data  from  multiple  years 
for  those  institutions? 

A.3.  As  noted  above,  we  do  not  believe  a  statistical  analysis  would 
prove  useful  in  most  state  member  bank  examinations.  We  believe 
that  our  current  examination  procedures  are  a  usefiil  tool  in  deter- 
mining compliance  with  the  fair  lending  laws. 

Prescreening  and  Related  Practices 

Q.l.  How  do  you  determine  whether  lenders  are  prescreening  or  il- 
legally discouraging  applications  from  minorities?  Do  you  have  any 
exam  techniques  to  focus  on  prescreening? 

A.1.  The  ability  of  examiners  to  detect  illegal  credit  discrimination 
in  the  preapplication,  or  prescreening,  stage  is  limited.  The  most 
significant  limitation  is  that  there  is  no  paper  trail  of  prescreening 
activities  that  typically  exists  in  a  bank  lor  the  examiner  to  review. 
Prescreening  activities,  for  the  most  part,  would  be  verbal  and,  con- 
sequently, the  examiner  may  not  be  able  to  determine  whether  an 
individual  was  illegally  discouraged  from  making  a  credit  applica- 
tion. In  fact,  the  examiner  may  not  even  be  able  to  determine  how 
many,  if  any,  individuals  approached  the  bank  to  inquire  about,  or 
apply  for,  a  loan  that  did  not  complete  an  application. 

This  difficulty  notwithstanding,  there  are  examination  tech- 
niques used  by  System  examiners  in  an  attempt  to  determine 
vvhether  banks  are  prescreening  or  illegally  discouraging  applica- 
tions from  minorities.  One  technique  is  to  compare  a  bank's  appli- 
cant pool  with  the  demographics  of  the  local  community.  Any  sig- 
nificant percentage  differences  between  minorities  living  in  the 
community  and  minorities  in  the  bank's  applicant  pool  would  be 
discussed  with  the  bank.  Another  technique  is  to  interview  those 
bank  staff"  who  would  initially  interact  with  a  potential  applicant. 
These  interviews  would  attempt  to  discover  whether  the  bank's 
practices  or  policies  might  result  in  prescreening.  System  examina- 
tion procedures  also  call  for,  if  necessary,  examiners  to  talk  with 
individuals,  such  as  real  estate  brokers,  rejected  appHcants,  or  ap- 
praisers who  might  have  knowledge  of  the  bank's  practices  related 
to  the  applications  process.  In  addition,  if  the  examiner  has  sus- 
picions that  illegal  prescreening  is  occurring,  the  examiner  can  rec- 
ommend testing  of  the  bank's  preapplication  practices.  Finally,  as 
part  of  the  CRA  examination  procedures.  System  examiners  rou- 
tinely contact  persons  in  the  community  knowledgeable  about  local 
credit  needs.  These  interviews  include  questions  concerning  the 
availability  of  credit  to  minorities. 

Q.2.  HMDA  data  consistently  show  low  numbers  of  minority  mort- 
gage applications  in  markets  with  significant  minority  populations. 
When  your  agency  has  found  low  numbers  of  applications  from  mi- 
norities in  certain  markets,  what  surveys  or  other  information  have 
you  collected  to  determine  the  impact  of  discouragement  on  the 
flow  of  mortgage  applications? 

A.2.  Our  consumer  compliance  examinations  focus  on  individual 
banks  rather  than  markets.  Consequently,  we  do  not  collect  sur- 
veys or  other  information  to  determine  whether  minorities,  in  any 
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given  market,  have  been  discouraged.  We  do  compare  the  demo- 
graphics of  a  bank's  local  community  with  the  composition  of  its 
applicant  pool  in  our  effort  to  determine  if  illegal  prescreening  is 
occurring.  Any  significant  differences  between  these  two  numbers 
would  be  discussed  with  the  bank. 

Q.3.  What  instructions  are  provided  to  examiners  to  determine 
whether  a  lender  is  steering  applicants — based  on  race,  neighbor- 
hood, loan  size  or  other  factors — to  loan  products  less  advantageous 
than  other  products  offered  or  to  a  mortgage  or  finance  company 
subsidiary? 

A,3.  We  do  not  have  any  specific  examiner  instructions  related  to 
steering  applicants.  However,  we  must  point  out  that  System  ex- 
aminers are  instructed,  as  a  general  matter,  to  determine  whether 
a  bank  is  complying  with  fair  lending  laws.  Our  examiners  under- 
stand that  this  charge  goes  beyond  determining  whether  or  not  a 
member  of  a  class  protected  by  fair  lending  laws  receives  a  loan  or 
is  rejected.  System  examiners  are  trained  to  know  that  fair  lending 
laws  prohibit  discrimination  in  any  aspect  of  a  credit  transaction. 
Consequently,  our  examiners  look  for,  and  would  criticize,  any  dif- 
ferences in  treatment  between  applicants  who  are  members  of  a 
protected  class  and  other  applicants. 

Q.4.  Are  underwriting  criteria  examined  to  see  if  they  are  discrimi- 
natory? Are  regulated  institutions  required  to  make  the  criteria 
public? 

A.4.  System  examiners  routinely  determine  a  bank's  lending  cri- 
teria for  all  major  loan  types.  In  fact,  review  of  these  criteria  are 
an  essential  element  of  our  examination  procedures.  These  stand- 
ards are  reviewed  both  to  determine  if  they  are  discriminatory  on 
their  face  as  well  as  to  determine  if  they  are  fairly  applied  to  all 
applicants. 

Banks  supervised  by  the  Federal  Reserve  are  not  required  to 
make  their  lending  standards  public. 

Private  Mortgage  Insurance 

Q.l,  Does  private  mortgage  insurance  play  a  role  in  mortgage  dis- 
crimination? How? 

A.1.  We  do  not  know  if  private  mortgage  insurance  plays  a  role  in 
mortgage  discrimination.  We  do  know,  however,  that  private  mort- 
gage insurance  plays  an  important  role  in  whether  or  not  many  ap- 
plications are  approved  or  denied.  Specifically,  private  mortgage  in- 
surance plays  an  important  role  in  the  case  of  applications  involv- 
ing a  high  loan-to-value  ratio,  say  greater  than  80  percent,  because 
it  reduces  an  institution's  potential  loss.  The  Federal  Reserve  Bank 
of  Boston's  study  on  mortgage  loan  denial  rates  indicated  that  any 
applicant  with  a  high  loan-to-value  ratio  who  is  denied  private 
mortgage  insurance  is  very  likely  to  be  denied  the  loan.  Similarly 
an  applicant  granted  private  mortgage  insurance  is  likely  to  be 
granted  the  loan.  We  note,  however,  that  the  Boston  study  states 
that  it  would  be  inappropriate  to  draw  any  conclusions  about  the 
role  of  PMI  based  on  the  results  of  the  study. 

Q.2.  Should  private  mortgage  insurers  be  subject  to  HMDA  or  simi- 
lar disclosure  requirements? 
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A^.  We  note  that  while  private  mortgage  insurance  companies  are 
subject  to  the  Fair  Housing  Act,  they  do  not  accept  deposits  and 
are  not  pubHcly  re^^lated  institutions.  Some  valuable  information 
might  be  collected  if  the  scope  of  HMDA  were  expanded  to  include 
private  mortgage  insurers;  however,  there  would  probably  be  some 
technical  difficulties  to  overcome  in  collecting  and  processing  the 
data. 

Q.3.  Do  examiners  attempt  to  discover  whether  an  institution  has 
engaged  in  discrimination  by  steering  certain  groups  to  particular 
insurers  by  making  greater  efforts  to  follow-up  when  insurance  is 
denied  to  white  applicants  than  when  insurance  is  denied  to  minor- 
ity applicants? 

A.3.  Our  examiners  do  not  specifically  look  to  see  if  an  institution 
has  engaged  in  discrimination  by  steering  certain  groups  to  par- 
ticular insurers.  We  believe,  however,  that  it  is  unlikely  that  banks 
are  steering  certain  groups  to  particular  private  mortgage  insur- 
ance companies  since  there  are  few  private  mortgage  insurers  in 
the  country. 

Non-Mortgage  Related  Lending  Discrimination 

Q.l.  What  data  does  you  agency  have  on  the  prevalence  of  non- 
mortgage  related  lending  discrimination?  In  which  markets,  other 
than  the  mortgage  market,  is  discrimination  a  serious  problem? 
A.1.  The  Federal  Reserve  has  found  few  violations  for  non-mort- 
gage related  lending  discrimination.  As  noted  in  the  answer  to  the 
question  on  Regulation  B  and  Fair  Housing  Act  violations,  the  rule 
prohibiting  discrimination  on  a  prohibited  basis  regarding  any  as- 
pect of  a  credit  transaction  was  cited  at  5  of  the  589  examinations 
conducted  in  1992  and  received  at  the  Board  as  of  January  29, 
1993.  Those  instances  of  discrimination  involved  marital  status  and 
age  or  receipt  of  public  assistance. 

Q^.  Do  we  need  disclosure  of  non-mortgage  related  lending? 

A^.  We  do  not  believe  increased  disclosure  of  non-mortgage  related 

lending  would  be  cost  effective  or  justified  at  this  time. 

Q.3.  What  examination  technioue's  do  you  use  to  enforce  ECOA 
with  respect  to  non-mortgage  related  lending?  Given  the  paucity  of 
statistical  data,  what  "flags  do  you  instruct  examiners  to  look  for 
to  detect  non-mortgage  related  lending  discrimination? 

A.3.  Examiners  use  the  same  examination  procedures  described  in 
the  answer  to  question  2  in  the  section  on  examination  techniques 
for  non-mortgage  related  lending.  Examiners  compare  the  treat- 
ment particular  types  of  applicants  with  other  loan  applicants  bv 
reviewing  the  bank's  loan  poHcies  and  procedures,  analyzing  bank 
documents  and  interviewing  lending  personnel.  The  examiner  com- 
pares loan  standards  with  a  sampling  of  actual  loan  applications 
and  conducts  an  overall  analysis  of  the  bank's  treatment  of  applica- 
tions from  a  group  of  applicants  whose  treatment  is  being  reviewed 
to  determine  whether  there  are  any  patterns  or  individual  in- 
stances where  those  applicants  were  treated  less  favorably  than 
other  similarly  situated  applicants.  Of  course,  examiners  have  less 
information  to  work  with  in  detecting  discrimination  on  the  basis 
of  race  or  national  origin.  Therefore,  examiners  may  use  other  in- 
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formation  available  in  their  discrimination  analysis.  For  example, 
surname  or  address  may  be  used  to  the  extent  that  minority  appli- 
cants might  be  distinguished  from  other  applicants  by  these  at- 
tributes in  the  fair  lending  analysis.  As  is  the  case  when  conduct- 
ing a  fair  lending  analysis  of  mortgage  related  lending,  an  examin- 
er s  findings  would  be  discussed  with  oank  officials. 

Q.4.  How  do  these  "flags"  differ  from  those  you  look  for  to  detect 
discrimination  by  mortgage  lenders  not  falling  under  HMDA? 

A.4.  As  noted  above,  these  flags  would  be  the  same  to  the  extent 
that  the  same  information  was  available.  However,  in  the  case  of 
non-mortgage  related  lending  less  information  is  available  since 
monitoring  information  is  not  collected  and  written  applications  are 
not  required  by  law  in  relation  to  other  types  of  loan  applications. 
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Attachment  1 


Contacts  Made  by  Federal  Reserve  Examiners 


Category 


1991 


Estimated 
1992 


I.   GOVERNMENT  OFFICIALS 


337 


200 


II.   CIVIL  RIGHTS  &  CONSUMER  ORGANIZATIONS 


III.   COMMUNITY  DEVELOPMENT  CORPORATIONS 

A.   Economic  Development  Organizations    201 


B.   Housing  Organizations 


92 


140 
42 


IV.   GRASS-ROOTS  COMMUNITY  GROUPS 


49 


30 


V.   TRADE  ASSOCIATIONS 


215 


124 


VI.   PRIVATE  INDIVIDUALS 


233 


106 


TOTALS 


1,  134 


643 


70-832  0-93-22 
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AriacnmenI : 


COMPLAINTS  AGAINST  STATE-MEMBEP  BANKS  INVOLVING  ALLEGATIONS  OF 
VIOLATIONS  OF  THE  EQUAL  CREDIT  OPPORTUNITY  ACT  AND  FAIR  HOUSING  ACT 

(1991  -  1992) 


Type  of  Institution 
and  Resolution 


1992 


1991 


Complaints  about  state - 

member  banks 

— Insufficient  infomnation  1/  .  . 

—  Infomiation  furnished 

to  complainant  2/ 

Bank  legally  correct 

—  No  reimbursement  or 

accommodation 

—  Reimbursement  or  accom- 

modation—  goodwill  3/ .  . 
Bank  Error 

— No  Reimbursement 

— Reimbursement 

Factual  Dispute  4/ 

Possible  Bank  violation  5/ 

Matter  in  Litigation  6/ 

Customer  error 

Pending 


Ill 
1 

18 


60 

12 

6 
2 
2 
1 
0 
0 
9 


63 
2 

16 


30 

6 

1 
1 
2 
3 
0 
2 
0 


1 .  The  staff  has  been  unable,  after  toilow-up  correspon- 
dence with  the  consumer,  to  obtan  sufficient  information 
to  process  the  compljunt. 

2.  When  it  appears  that  the  complainant  does  not  under- 
stand the  law  and  that  there  has  been  no  violation  on  the  part 
of  the  bank,  the  Federal  Reserve  System  explains  the  law  in 
question  and  provides  the  complainant  with  other  pertinent 
information 

3.  In  these  cases  the  bank  appeeirs  to  be  legally  correct 
but  has  chosen  to  make  an  accommodation. 

4.  These  cases  involve  factual  disputes  not  resolvable 
by  the  Federal  Reserve  or  contractual  disputes  that  can 


oe  resolvea  only  by  the  couns    Consumers 
wishing  to  pursue  the  matter  may  be 
advised  to  seek  legal  counsel  or 
legal  aid  or  to  use  small  claims  court. 

5.  The  Federal  Reserve  determines  that  a 
state- member  bank  violated  a  law  or 
regulation,  and  the  bank  took  corrective 
measures  voluntarily  or  as  indicated  by  the 
Federal  Reserve 

6.  Parties  are  seeking  resolution  through 
the  courts 
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h'oiicy  btatemeiu  on  tmorccmcui 
of  the  Equal  Credit  Opportunity 
and  Fair  Housing  Acts 


6-153.1 

The  following  statement  sets  forth  the  general 
policies  that  the  Board  of  Governors  of  the  Fed- 
eral Reserve  System  will  generally  apply  in  en- 
forcing the  Equal  Credit  Opportunity  Act  and 
the  Fair  Housing  Act  The  Board  believes  it 
appropriate  to  remind  state  member  banks  of 
their  responsibilities  under  these  laws  and  that 
the  Board  will  vigorously  enforce  them.  State 
member  banks  will  be  required  to  institute  pro- 
cedures to  ensure  that  all  violations  of  the  acts, 
including  those  not  cited  in  this  policy  state- 
ment, will  not  recur.  In  addition,  failure  to 
comply  with  certain  specific  provisions  of  the 
acts  has  been  judged  by  the  Board  to  be  partic- 
ularly serious  and  usually  to  warrant  retro- 
spective action  to  correct  the  conditions 
resulting  from  the  violations. 

The  objective  of  this  enforcement  pohcy 
statement  is  to  ensure  that  the  rights  of  credit 
applicants  are  protected  by  requiring  state 
member  banks  to  take  corrective  action  for 
certain,  more  serious  past  violations  of  the 
Equal  Credit  Opportunity  and  Fair  Housing 
Acts  as  well  as  to  be  in  compliance  in  the  fu- 
ture. In  an  effort  to  achieve  that  objective,  the 
Board  will  encourage  voluntary  correction 
and  compliance  with  the  acts.  Whenever  vio- 
lations addressed  by  this  |X)licy  statement  are 
discovered,  the  state  member  bank  will  be  re- 
quired to  take  action  to  ensure  such  violations 
will  not  recur  and  to  correct  the  effects  of 
violations  discovered. 

The  Board  generally  will  require  the  state 
member  bank  to  take  action  to  correct  condi- 
tions resulting  from  violations  occurnng 
within  24  months  prior  to  the  discovery  of  vi- 
olations by  the  Board,  except  for  violations 
concerning  adverse  action  notices  for  which 
corrective  action  will  be  required  for  viola- 
tions occurnng  within  six  months  pnor  to 
discovery. 

Violations  in  the  following  areas  are  consid- 


ered serious  by  the  Board  and  will  usually  be 
subject  to  retrospective  corrective  action: 

•  discouraging  applicants  on  a  prohibited 
basis  in  violation  of  the  Fair  Housing  Act 
or  sections  202.4  or  202.5(a)  of  Regula- 
tion B 

•  using  credit  criteria  in  a  discriminatory 
manner  in  evaluating  applications  in  viola- 
tion of  the  Fair  Housing  Act  or  sections 
->m  A  'hrouqh  202.7  of  Regulation  B 

•  imposing  different  terms  on  a  prohibited 
basis  in  violation  of  the  Fair  Housing  Act 
or  section  202.4  or  202.6(b)  of  Regulation 
B 

•  requiring  cosigners,  guarantors  or  the  like 
on  a  prohibited  basis  in  violation  of  section 
202.7(d)  of  Regulation  B 

•  failing  to  furnish  separate  credit  histories 
as  required  by  section  202. 10  of  Regulation 
B 

•  failing  to  provide  an  adequate  notice  of  ad- 
verse action  under  section  202.9  of  Regula- 
tion B 

This  policy  statement  will  not  preclude  the 
use  of  any  administrative  authority  that  the 
Board  possesses  to  enforce  these  laws,  limit 
the  Board's  discretion  to  take  other  action  to 
correct  conditions  resulting  from  violations  of 
these  laws,  or  preclude  referral  of  cases  to  the 
attorney  general.  Additionally,  this  policy 
statement  does  not  foreclose  a  credit  appli- 
cant's right  to  bring  civil  action  under  the 
Equal  Credit  Opportunity  or  Fair  Housing 
Acts  or  to  file  a  complaint  with  the  Depart- 
ment of  Justice  or  the  Department  of  Housing 
and  Urban  Development  for  violations  of 
housing  laws.  Further,  this  policy  statement 
does  not  supersede  or  substitute  for  any  regu- 
lations or  enforcement  policies  issued  by  the 
Board  or  the  Department  of  Housing  and  Ur- 
ban Development  under  the  Fair  Housing 
Act. 
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STEVEN  6   HARRIS    STAff  DiRCCrOR  AND  Chief  COUNSEL 
LAMAR  SMITH   REn;BLiCAN  STAFF  DIRECTOR  AND  CCOHOMiST 


Hnited  States  Senate 

COMMITTEE  ON  BANKING.  HOUSING,  AND 
URBAN  AFFAIRS 

WASHINGTON.  DC  20510-6075 


January  15,  1993 

The  Honorable  Andrew  C.  Hove,  Jr. 
Acting  Chairman,  FDIC 
550  17th  Street,  N.W. 
Washington,  D.C.   20429 

Dear  Chairman  Hove: 

The  Senate  Committee  on  Banking,  Housing,  and  Urban  Affairs  has 
tentatively  scheduled  a  hearing  to  be  held  on  Wednesday,  February  24, 
1993,  to  examine  the  problem  of  mortgage  and  other  lending  discrimination. 
In  preparation  for  that  hearing  and  in  support  of  ongoing  oversight 
activities,  the  Committee  would  like  certain  information  from  your  agency 
concerning  your  fair  lending  compliance  activities. 

Enclosed  please  find  a  compilation  of  questions,  the  responses  to  which 
should  be  deUvered  to  the  Committee  by  Fiiday,  February  12,  1993.   Please 
deUver  your  responses  to  Matthew  Roberts  of  my  staff  at  the  Dirksen 
Senate  Office  Building,  Room  534,  Washington,  D.C.  20510. 

Thank  you  for  your  cooperation. 


Sincflrely, 


Donald  W.  Rieg 
Chairman 


DWR/mr 
enc. 
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FEDERAL  DEPOSIT  INSURANCE  CORPORATION,  w«Mngton  oc2W2S 


OFFICE  OF  THE  CHAIRMAN 

March  22,  1993 


Honorable  Donald  W.  Riegle,  Jr. 

Chairman 

Committee  on  Banking, 

Housing  and  Urban  Affairs 
United  States  Senate 
Washington,  D.C.   20510 

Dear  Chairman  Riegle: 

Thank  you  for  your  letter  regarding  mortgage  and  other 
lending  discrimination. 

The  Federal  Deposit  Insurance  Corporation  will  not  tolerate 
credit  discrimination  with  regard  to  race,  sex  or  other  prohibit- 
ed bases.   We  are  committed  to  enforcing  fair  lending  in  the 
institutions  under  our  supervision  by  whatever  measures  are 
necessary  and  within  our  legislated  powers. 

In  our  response  to  your  January  15,  1993  request,  we  de- 
scribed what  the  FDIC  is  doing  about  fair  lending  compliance 
and  advised  that  our  Fair  Housing  Act  (FHA)  examination  proce- 
dures were  under  revision.   This  revision  will  be  completed  and 
disseminated  to  our  regional  offices  and  all  compliance  examina- 
tion staff  by  the  end  of  March.   The  revised  procedures  have  been 
expanded  significantly  and  include  more  direction  and  guidance  to 
examiners  on  the  three  basic  parts  of  the  FHA  examination  pro- 
cess: collecting  and  evaluating  information;  selection  and 
analysis  of  loan  samples;  and  determining  conclusions  and  find- 
ings.  Specific  instructions  are  provided  for  the  examination  of 
an  institution's  policies  and  procedures,  marketing  efforts, 
lending  activities  (including  possible  prescreening) ,  appraisal 
practices  and  outreach  efforts.   In  this  regard,  directions  are 
given  examiners  on  selecting  loan  samples  and  reviewing  compara- 
ble loan  files  using  a  control  group  and  a  prohibited  basis 
group.   The  procedures  emphasize  the  determination  and  correction 
of  violations  of  laws,  rulings  and  regulations,  policy  and 
procedural  deficiencies,  and  internal  control  weaknesses,  one  or 
more  which  could  result  in  disparate  treatment  on  a  prohibited 
basis  under  the  Fair  Housing  Act  and  related  parts  of  the  Equal 
Credit  Opportunity  Act. 

Since  our  February  17  letter  to  you,  the  Director  of  the 
Division  of  Supervision  has  appointed  a  Fair  Lending  Working 
Group  comprised  of  five,  senior-level,  Washington  and  regional 
staff.   Oversight  of  the  Working  Group  will  be  provided  by  the 
Director  of  our  Office  of  Consuner  Affairs  and  the  Division  of 
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Supervision  Assistant  Director  with  responsibility  for  our 
compliance  examination  program.   This  group  will  find  additional 
steps  the  FDIC  can  take  to  better  prevent,  detect  and  correct 
discriminatory  credit  practices  in  FDIC-supervised  institutions. 
The  group  will  look  at  not  only  our  regulations,  policies  and 
procedures,  and  enforcement  activities,  but  outreach  and  communi- 
cation with  the  industry  and  community  groups,  and  alternative 
measures,  such  as  testing.   A  written  report  with  recommendations 
will  be  presented  to  the  Division  Director  and  other  senior  FDIC 
officials  by  the  end  of  May;  appropriate  measures  will  be  initi- 
ated shortly  thereafter. 

Please  contact  me  if  you  have  further  questions  in  this 
regard. 


incerely, 


(■WO^ 


Andrew  C.  Hove,  Jr. 
Chairman 
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RESPONSE  TO  WRITTEN  QUESTIONS  FROM  SENATOR  RIEGLE 

BY  ANDREW  C.  HOVE,  JR. 

LENDING  DISCRIMINATION  QUESTIONS 

Compliance  Structure 

Q.l.  What  division  within  your  agency  conducts  fair  lending  exami- 
nations? To  whom  within  the  agency  do  the  examiners  report?  Do 
these  supervisors  have  other  responsibilities  besides  fair  lending 
and/or  Community  Reinvestment  Act  compliance? 

A,l.  The  FDIC's  consumer  compliance  examination  program,  which 
includes  examining  for  compliance  with  the  fair  lending  laws,  as 
well  as  the  other  consumer  protection  laws,  is  under  the  jurisdic- 
tion of  the  Division  of  Supervision  (DOS),  with  oversight  by  the  Of- 
fice of  Consumer  Affairs  (OCA).  As  with  our  other  examination  pro- 
grams, this  program  is  executed  through  the  eight  DOS  Regional 
Offices,  each  headed  by  a  Regional  Director. 

In  1990,  the  consumer  compliance  examination  program  was  es- 
tablished as  a  separate  examination  program  with  specialized 
consumer  compliance  examiners  who  have  career  paths  distinct 
from  safety  and  soundness  examiners.  In  each  DOS  Regional  Of- 
fice, an  Assistant  Regional  Director,  reporting  through  a  Deputy 
Regional  Director  to  tne  Regional  Director,  is  designated  with  the 
responsibility  for  that  region's  compliance  examination  program  as 
well  as  other  supervision  activities.  The  compliance  examination 
staff  essentially  reports  to  this  individual.  In  the  Washington  Of- 
fice, an  Assistant  Director  is  assigned  responsibility  for  the  overall 
DOS  compliance  supervision  effort.  This  person,  who  also  has  other 
responsibilities,  reports  through  an  Associate  Director  to  the  Direc- 
tor of  the  DOS. 

The  separate  consumer  compliance  examination  program  is  not 
yet  completely  staffed.  Until  this  takes  place,  we  continue  to  train 
and  use  safety  and  soundness  examiners  to  assist  in  the  compli- 
ance examination  process.  We  expect  the  consumer  compliance  ex- 
aminer force  to  be  completely  staffed  and  fully  trained  within  the 
next  12-18  months. 

Q.2.  Would  a  separate  division  devoted  to  fair  lending  and  commu- 
nity reinvestment  examinations  enhance  your  agency's  compliance 
efforts?  Why  or  why  not? 

A.2.  We  believe  the  FDIC's  consumer  compliance  examination  pro- 
gram, as  described  above,  can  most  effectively  be  carried  out  within 
the  Division  of  Supervision  (DOS).  The  administrative  structure  for 
examination  programs  and  staffing  is  in  place  within  the  DOS  and 
the  creation  of  a  separate  office  or  division  for  this  purpose  would 
be  duplicative  and  not  cost  effective.  Moreover,  until  a  fully  staffed 
and  trained  consumer  compliance  examiner  force  is  in  place,  safety 
and  soundness  examiners  will  participate  in  consumer  compliance 
efforts. 

Q.3.  Are  there  any  structural  factors  (such  as  job  classification) 
that  preclude  or  impede  consumer  compliance  examiners  from 
being  promoted  to  supervisory  positions? 

A.3.  The  career  path  for  consumer  compliance  examiners  is  sepa- 
rate and  distinct  from  that  for  safety  and  soundness  examiners. 
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Consumer  compliance  examiners  can  progress  in  a  comparable 
manner  as  safety  and  soundness  examiners  within  the  Division  of 
Supervision  from  the  trainee  level  up  to  re\aew/supervisory  exam- 
ination positions  in  the  regional  and  Washington  offices.  In  addi- 
tion, the  background  and  training  of  consumer  compliance  examin- 
ers may  qualify  them  for  senior  level  positions  in  our  Office  of 
Consumer  Affairs  (OCA). 

Q.4a.  How  many  staff  personnel  are  allocated  for  fair  lending  en- 
forcement? 

Q.4b.  Approximately  how  much  time  do  they  spend  per  year  on  fair 
lending  compliance  related  work? 

A.4a.  &  4b.  Within  the  Division  of  Supervision  (DOS),  there  are 
290  professional  positions  with  responsibilities  in  the  consumer 
compliance  examination  and  enforcement  program,  and  therefore, 
in  fair  lending  enforcement.  Of  the  290  positions,  250  are  field  ex- 
aminer positions  and  30  are  Regional  and  Washington  Office  Re- 
view Examiner  positions  dedicated  solely  to  compliance  super- 
vision. The  remaining  ten  positions  include  eight  Assistant  Re- 
gional Directors,  and  an  Assistant  Director  and  a  Section  Chief  in 
the  Washington  office  which  have  major  responsibilities  in 
consumer  compliance  supervision,  but  also  have  other  responsibil- 
ities. At  present,  186  positions  are  occupied  including  157  (out  of 
250  authorized)  field  examiner  positions,  15  (out  of  30)  Regional 
and  Washington  Office  Review  Examiner  positions,  eight  Assistant 
Regional  Director  positions  and  the  Assistant  Director  and  Section 
Chief  in  the  Washington  Office. 

In  addition  to  the  examination  staff,  the  Office  of  Consumer  Af- 
fairs (OCA)  has  staff  devoted  to  the  fair  lending  area.  OCA's  Com- 
munity Affairs  Program  consists  of  a  Community  Affairs  Officer 
and  a  Community  Affairs  Assistant  in  each  of  the  FDIC's  eight 
DOS  Regional  Offices.  This  staff  is  devoted  full  time  to  fair  lending 
enforcement.  Additionally,  in  OCA's  Washington  Office  there  is  a 
Fair  Lending  Analyst  and  a  Consumer  Affairs  Specialist  devoted 
full  time  to  fair  lending  enforcement.  Also,  two  Senior  Consumer 
Affairs  Assistants  devote  a  portion  of  their  time  to  fair  lending  en- 
forcement including  personnel  management  and  policy  and  proce- 
dure development.  The  Director  and  Deputy  Director  of  OCA  also 
devote  over  half  of  their  time  to  fair  lending  enforcement. 

An  average  of  94  examiners  hours  is  spent  at  each  compliance 
examination  of  which  an  average  of  51  examiners  hours  is  spent 
on  examining  for  compliance  with  the  fair  lending  laws.  Examina- 
tion report  processing  and  review  is  averaging  15  hours  per  report 
of  which  about  one-half  is  spent  on  the  fair  lending  segment  of  the 
report.  Nearly  4,000  compliance  examinations  were  conducted  in 
1992  which  results  in  204,000  examiner  hours  and  60,000  examina- 
tion report  review  hours  spent  on  fair  lending  compliance  for  that 
year. 

Additional  hours  are  routinely  spent  at  the  regional  and  Wash- 
ington office  levels  on  policies,  examination  procedures,  and  other 
subjects  pertaining  to  fair  lending  enforcement.  Specific  informa- 
tion on  time  devoted  to  fair  lending  matters  is  not  tracked.  How- 
ever, these  hours  comprise  a  varying,  but  not  inconsequential, 
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amount  of  time  for  Assistant  Regional  Directors  and  the  Assistant 
Director  and  Section  Chief  in  the  Washington  office. 

Q.5.  What  is  the  nature  of  the  training  for  fair  lending  examiners? 
A.5.  Fair  lending  training  is  incorporated  into  three  compliance  ex- 
amination schools  oflFered  by  the  FDIC.  Two  of  these  schools — the 
Bank  Operations  and  Compliance  School  (two  weeks  in  duration 
with  approximately  eight  hours  devoted  to  fair  lending);  and,  the 
Advanced  Consumer  Protection  School  (one  week  in  duration  with 
approximately  eight  hours  devoted  to  fair  lending) — address  var- 
ious compliance  laws,  including  fair  lending.  The  third  school.  Com- 
pliance Examiner  Loan/CRA  Training,  is  an  intensive  two-week 
course,  one  week  of  which  is  devoted  to  the  fair  lending  area.  A 
fourth  school — the  Consumer  Protection  School  (one  week  in  dura- 
tion with  approximately  11  hours  devoted  to  fair  lending) — ^is  tar- 
geted to  safety  and  soundness  examiners  who  also  participate  in 
compliance  exams.  This  school  will  be  phased  out  as  the  compliance 
examiner  program  becomes  fully  staffed.  In  addition  to  this  na- 
tional core  curriculum,  the  FDIC  held  its  first  National  Compliance 
Training  Conference  last  year.  This  conference,  attended  by  all  pro- 
fessional staff  involved  in  compliance  enforcement,  had  a  signifi- 
cant portion  devoted  to  fair  lending. 

The  Community  Affairs  Officers  and  Division  of  Supervision  com- 
pliance examination  staff  in  each  region  also  provide  fair  lending- 
related  training  throughout  the  year.  Additional  interagency  train- 
ing is  conducted  on  a  regional  basis.  For  example,  in  one  region  a 
three-day  session  on  discrimination  analysis  is  scheduled  for  mid- 
February.  Also,  the  Federal  Financial  Institutions  Examination 
Council  (FFIEC)  is  sponsoring  a  joint  interagency  compliance  con- 
ference in  March  1993 — a  significant  portion  of  which  will  be  de- 
voted to  fair  lending.  The  conference  will  be  attended  by  senior  pro- 
fessional staff  from  each  agency.  Finally,  on-the-job  training  is  pro- 
vided by  the  more  experienced  compliance  examiners. 

Q.6.  Please  provide  a  breakdown  of  the  race,  ethnicity,  and  gender 
of  fair  lending  examiners  and  supervisory  personnel  by  job  classi- 
fication. 

A.6.  Based  on  our  records,  the  following  is  a  breakdown  of  FDIC 
professional  staff  involved  in  consumer  compliance  supervision: 
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Total  positions 
Supervisory  positions 
Non  supervisory  positions 

Black,  Hispanic,  Asian  and  Native 
American  staff 
Supervisory 
Non  supervisory 

Female  staff 
Supervisory 
Non  supervisory 

White  staff 

Supervisory 
Non  supervisory 

*As  indicated  in  answer  1  above,  DOS  Consumer  Compliance 
Supervision  staff  have  responsibility  for  fair  lending,  as  well 
as  other  consumer  protection  laws. 

**OCA  has  additional  staff  involved  in  consumer  compliance 
supervision.   The  totals  represent  only  the  staff  involved  in 
fair  lending  enforcement. 

Examination  Techniques 

Q.la.  What  instructions  do  you  give  examiners  on  the  type  of  loans 
and  the  number  of  files  that  they  should  review  in  a  fair  lending 
compliance  exam? 

A.la.  A  copy  of  the  instructions  provided  to  FDIC  compliance  ex- 
aminers for  the  Equal  Credit  Opportunity  Act  (ECOA)  and  the  Fair 
Housing  Act  (FHA)  are  included  as  Attachments  A  and  B.  Examin- 
ers are  instructed  to  review  a  sample  of  accepted  and  rejected  ap- 
plications for  each  type  of  loan  extended.  Examination  procedures 
specify  that  the  sample  include  applications  from  minorities  and 
nonminorities,  males  and  females  depending  on  the  needs  and 
characteristics  of  the  institutions  and  the  communities.  The  sam- 
pling could  also  involve  prohibited  bases  other  than  race  or  sex, 
such  a  marital  status  or  age. 

Q.lb.  How  many  loan  files  are  sampled  as  part  of  an  examination? 

Q.lc.  Does  the  number  of  files  sampled  vary  by  the  size  of  the  in- 
stitution? 

A.lb.  &  Ic.  The  Examination  Manual  provides  guidelines  and  in- 
structions on  sampling  techniques.  The  number  of  loans  sampled 
depends  on  the  size  of  the  institution,  the  number  of  loans  and  the 
institution's  past  history.  The  actual  size  of  the  sample  is  unspec- 
ified in  the  ECOA  component  of  the  procedures.  The  FHA  compo- 
nent states  that  the  sample  size  should  depend  upon  the  volume 
of  home  lending.  If  review  of  the  sample  identifies  possible  prob- 
lems, the  examiner  will  increase  the  size  of  the  sample.  Each  of  the 
various  types  or  categories  of  credit  or  loans  extended  are  expected 
to  be  sampled. 

Q.2.  What  indicia  of  discrimination  are  examiners  instructed  to 
look  for  in  the  files  (e.g.,  perfect  minority  applicants  who  are  re- 
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jected,  comparable  minority  and  non-minority  applicants  who  re- 
ceive differential  treatment,  etc.  )? 

A^.  The  examination  procedures  define  the  control  gjroup  ^is  white 
males  and  couples.  A  sample  of  minority  and/or  female  applicants 
are  compared  to  the  control  group  applicants  for  possible  disparate 
treatment.  Item  8  of  the  FHA  procedures  directs  the  examiners'  at- 
tention to  the  institution's  policies  and  procedures  and  any  excep- 
tions that  were  applied  to  minority/female  and  nonminority  appli- 
cants. 

Q.3.  Does  your  agency  operate  on  the  premise  that  you  need  to  find 
statistically  significant  discrimination  to  take  enforcement  action? 

A.3.  No,  the  FDIC  does  not  operate  on  that  premise.  Pertinent  ex- 
amination support  for  an  enforcement  action  need  not  be  based  on 
statistically  significant  findings  but  may  rely  on  an  investigation  of 
a  random  sampling  of  loans  in  conjunction  with  the  assessment  of 
an  institution's  policies  and  practices. 

Q.4.  Do  compliance  examiners  interview  loan  officers? 

A.4.  Yes,  the  examination  procedures  direct  the  examiners  to  inter- 
view both  loan  officers  and  management  officials  in  order  to  deter- 
mine the  actual  and  articulated  policies  and  procedures  used  by  the 
institution. 

Q.5.  Please  describe  the  circumstances  under  which  examiners  con- 
tact credit  applicants  to  collect  consumers'  opinions  on  how  their 
applications  were  handled  by  bank  personnel. 

A.5.  Credit  applicants  may  be  contacted  once  an  investigation  of 
discrimination  is  initiated  in  response  to  a  complaint  or  in  response 
to  evidence  of  possible  discrimination  found  during  an  examination. 
Additionally,  the  examination  process  encourages  interviews  with 
community  members,  other  than  credit  applicants,  during  which 
the  examiner  may  encounter  someone  who  has  had  credit  experi- 
ence with  the  financial  institution  under  examination.  A  required 
question  regarding  knowledge  of  discriminatory  practices  against 
any  protected  classes  is  contained  in  the  community  contact  form. 
This  form  is  included  in  Attachment  C. 

Q.6.  What  percent  of  fair  lending  examinations  include  examiner 
outreach  to  credit  applicants? 

A.6.  Credit  applicants  are  not  contacted  as  part  of  a  routine  exam- 
ination other  than  that  described  in  answer  5  above. 

Q.7.  Please  describe  the  circumstances  under  which  examiners  con- 
tact representatives  of  the  business  and  consumer  community  to 
collect  their  opinions  on  bank  treatment  of  credit  applications. 

A.7.  Examiners  are  encouraged  to  make  outside  contacts  during 
both  the  CRA  and  FHA  portions  of  compliance  examinations.  The 
CRA  procedures  state  that  the  examiner  should  consult  sources 
other  than  the  institution  being  examined  to  better  understand  the 
credit  needs  of  a  particular  community.  The  types  of  contacts  exam- 
iners make  include:  federal,  state,  county,  and  local  government  of- 
ficials; civil  rights  and  consumer  organizations;  community  develop- 
ment corporations;  grass-roots  community  groups;  trade  associa- 
tions; and  private  individuals. 
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Each  contact  is  documented  on  the  uniform  interagency  Commu- 
nity Contact  Form  which  is  shared  with  the  other  financial  institu- 
tion regulatory  agencies.  FDIC  examiners  have  access  to  the  infor- 
mation gathered  from  interviews  conducted  by  other  agencies 
through  the  OCA  staff  in  each  regional  office. 

In  addition,  the  Community  Affairs  staff  meets  with  community 
representatives  regularly  and  separately  from  the  examination 
process.  These  contacts  take  the  form  of  meetings  with  individuals, 
conferences,  round  table  discussions  on  specific  topics  and  other 
formats.  Results  of  the  Community  Affairs  staffs  activities  as  well 
as  their  contact  lists  are  shared  with  examiners  through  commu- 
nity reports  prepared  on  various  Metropolitan  Statistical  Areas  and 
in  response  to  examiner  inquiries. 

Finally,  FHA  complaint  investigation  procedures  require  examin- 
ers to  contact  real  estate  brokers  and/or  the  owners  of  real  estate 
firms.  The  Community  Contact  Form  and  FDIC  complaint  inves- 
tigation procedures  are  included  as  Attachments  C  and  D. 

Q.8a.  How  frequently  are  community  organizations  contacted? 

Q.8b.  How  frequently  are  legal  service  agencies  contacted? 

Q.8c.  How  frequently  are  members  of  the  small  business  commu- 
nity contacted? 

Q.8d.  How  frequently  are  members  of  the  real  estate  community 
contacted? 

A.8a.,  8b.,  8c.,  &  8d.  A  breakdown  of  the  frequency  of  outside  con- 
tacts is  not  readily  available  in  the  categories  requested.  Examin- 
ers using  the  community  contact  form  identify  the  specific  contacts 
as  falling  into  one  of  six  categories  which  are  defined  on  the  form 
as:  government  officials,  civil  rights  groups,  community  develop- 
ment organizations,  trade  associations  and  private  individuals. 
During  1992,  FDIC  examiners  reported  1,876  outside  contacts  and 
had  access  to  reports  of  1,196  outside  contacts  conducted  by  other 
regulatory  agencies.  During  1992,  reports  of  outside  contacts  for 
each  of  these  six  categories  breaks  down  as  follows: 


Government  Officials 

(other  than  Federal  financial 
institutions  regulatory  agencies) 
Civil  Rights  Groups 

Community  Development  Organizations 
Grass-Roots  Organizations 
Trade  Associations 
Private  Individuals 

Total  1,876  1,195 

Q.9.  What  percent  of  exams  result  in  specific  examiner  discussion 
of  fair  lending  compliance  problems  and  recommendations  with  a 
bank's  board  of  directors?  With  bank  management? 

A.9.  All  compliance  examinations  include  a  discussion  of  fair  lend- 
ing compliance  problems  and  recommendations  with  bank  manage- 
ment. Additionally,  in  problem  cases,  there  is  a  discussion  with  the 
Board  of  Directors  or  a  committee  of  the  Board.  In  other  cases,  the 
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decision  of  whether  or  not  to  present  the  examination  findings  to 
the  directorate  is  generally  left  to  the  discretion  of  the  examiner- 
in-charge.  We  have  no  statistics  in  this  regard. 

Q.IO.  What  procedures  do  you  use  to  monitor  the  quality  and  con- 
sistency of  fair  lending  exams? 

A.10.  Every  report  of  examination  submitted  by  examiners  is  sub- 
ject to  review  at  various  levels  in  the  Regional  Offices.  Specifically, 
examinations  are  reviewed  by  the  compliance  review  examiner,  the 
appropriate  Assistant  Regional  Director,  and  in  some  cases,  the  Re- 
gional Director.  All  examination  reports  reflecting  problem  cases 
are  also  reviewed  in  the  DOS  Washington  office.  Additionally,  the 
FFIEC,  through  the  Consumer  Compliance  Task  Force  (Task 
Force),  provides  uniform  interagency  policies  and  examination  pro- 
cedures as  evolving  circumstances  require.  In  order  to  promote  uni- 
formity of  presentation  in  reports  of  examination,  training  sessions 
and  various  conferences  and  seminars  are  required  for  examiners 
and  other  staff. 

Complaints  and  Violations 

Q.l.  How  many  complaints  of  ECOA  and  Fair  Housing  Act  viola- 
tions has  your  agency  received  each  year  for  the  past  10  years?  Are 
these  complaints  investigated  by  the  same  examiner  that  conducted 
the  routine  compliance  examination?  How  many  have  been  resolved 
and  with  what  resolutions? 

A.1.  The  following  chart  depicts  the  number  of  ECOA  and  FHA 
complaints,  how  many  complaints  alleged  discrimination  under 
Fair  Housing  and  how  many  findings  of  Fair  Housing  discrimina- 
tion the  FDIC  noted  through  complaints  for  the  period  1990 
through  1992. 

ECOA  and  FHA      FHA  Discrimination      Findings  of 
Complaints Complaints Discrimination 

1992  857  6*  0 

1991  728  1**  1 

1990  841  13  0 

*  Two  of  these  are  still  under  investigation. 

**  We  are  currently  reviewing  all  of  the  1991  ECOA  complaints  to 
determine  if  other  cases  may  have  been  processed  solely  as  ECOA 
complaints. 

In  addition  to  the  one  finding  of  discrimination  in  1991,  there 
were  four  cases  where  an  apparent  violation  of  law  by  the  institu- 
tion was  found  (one  in  1992,  two  in  1991,  and  one  in  1990).  The 
majority  of  the  other  complaints  were  resolved  with  bank  initiated 
adjustments  or  accommodations,  or  by  providing  information  to  the 
complainant.  In  each  year,  there  were  a  few  instances  where  addi- 
tional information  was  requested  with  no  response  from  the 
consumer. 

Detailed  information  regarding  ECOA  and  FHA  complaints  for 
the  period  1983  through  1989  is  not  available  because  the  FDIC 
consumer  complaint  statistical   system   retrieves  information  for 
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only  the  past  three  years  and  files  are  maintained  for  just  two 
years.  However,  we  have  information  on  the  number  of  findings  of 
discrimination.  For  the  time  period  requested,  there  were  four  find- 
ings of  discrimination — one  in  1983,  one  in  1984,  and  two  in  1986. 
We  are  unable  to  determine,  however,  whether  the  findings  of  dis- 
crimination were  solely  ECOA  or  FHA  related. 

Depending  on  the  distribution  of  workload,  the  compliance  exam- 
iner who  performed  the  examination  may  or  may  not  be  the  same 
examiner  who  conducted  the  complaint  investigations.  We  have  no 
policy  as  to  whether  a  compliance  examiner  may  or  may  not  con- 
duct a  complaint  investigation  with  respect  to  an  institution  he  or 
she  has  examined. 

Q^a.  What  disting^shes  a  technical  violation  from  a  substantive 
violation?  Can  an  institution  have  technical  violations  and  get  a 
satisfactory  Community  Reinvestment  Act  rating?  Can  an  institu- 
tion have  substantive  violations  and  get  a  satisfactory  CRA  rating? 
A.2a.  As  related  to  fair  lending,  technical  violations  are  defined  as 
those  of  a  procedural  nature  such  as  an  adverse  action  notice  given 
late,  certain  monitoring  information  is  not  asked  or  properly  re- 
tained, or  reasons  for  loan  denial  are  too  vague.  Substantive  viola- 
tions involve  actual  apparent  discriminatory  practices  on  a  prohib- 
ited basis.  The  rating  assigned  an  institution  that  has  either  tech- 
nical or  substantive  violations  can  depend  on  the  severity  of  the 
violations,  how  widespread  they  are  or  whether  there  is  a  pattern 
or  practice  of  apparent  discrimination.  An  institution  can  receive  a 
satisfactory  CRA  rating  if  the  violations  are  isolated  in  nature  and 
deemed  correctable  by  management  in  the  normal  course  of  busi- 
ness, assuming  that  the  other  assessment  factors  considered  point 
to  satisfactory  performance.  For  example,  an  institution  with  other- 
wise satisfactory  CRA  performance  was  found  to  be  using  loan  doc- 
uments containing  wording  implying  discrimination.  Upon  being 
notified  of  the  problem  by  an  examiner,  the  institution  revised  the 
documents  to  exclude  this  wording  and  discontinued  using  the  ex- 
isting documents.  The  institution  was  rated  satisfactory  for  CRA, 

Q.2b.  What  kind  of  enforcement  action,  if  any,  is  taken  for  tech- 
nical violations?  For  substantive  violations? 

A.2b.  Enforcement  actions  available  to  the  FDIC  for  both  technical 
and  substantive  violations  of  fair  lending  laws  range  from  those  of 
an  informal  nature,  such  as  a  Memorandum  of  Understanding,  to 
formal  actions  such  as  a  Cease  and  Desist  Order  or  Civil  Money 
Penalty.  The  decision  to  take  a  particular  enforcement  action  is 
based  on  the  severity  and  extent  of  the  violations  and  the  record 
and  character  of  an  institution's  management. 

Whether  the  FDIC  decides  to  take  an  enforcement  action  related 
to  consumer  compliance  against  an  institution  is  based  on  the  com- 
pliance history  of  the  institution,  its  current  compliance  record  as 
reflected  in  the  most  recent  examination  report  and  the  likelihood 
of  voluntary  compliance  and  corrective  action  within  a  reasonable 
time  fi-ame  without  resort  to  an  enforcement  action.  We  look  at  the 
severity  and  frequency  of  past  violations,  prior  supervisory  admoni- 
tions not  heeded,  assurances  of  corrective  action  not  kept,  etc. 
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Q.3a.  How  many  ECO  A  and  Fair  Housing  Act  violations  have  been 
found  for  each  of  the  last  10  years? 

Q.3b.  Of  these,  how  many  were  technical  and  how  many  were  sub- 
stantive? 

Q.3c.  How  many  of  these  violations  have  been  resolved  and  how 
were  they  resolved? 

A.3a.,  3b.,  &  3c.  Our  examination  records  pertaining  to  consumer 
protection  law  violations  do  not  go  back  beyond  1985.  For  the  eight- 
year  period  from  1985  through  1992,  compliance  examinations  re- 
vealed about  67,000  violations  of  the  FHA  and  43,000  violations  of 
the  ECOA.  All  but  a  very  few  violations  reported  were  of  a  tech- 
nical nature.  There  were  18  substantive  violations  of  the  Fair 
Housing  Act  and  96  substantive  violations  of  the  ECOA  which  in- 
volved apparent  discrimination  on  a  prohibited  basis.  These  situa- 
tions were  resolved  without  the  need  for  a  formal  enforcement  ac- 
tion by  institutions  changing  policies  and  practices  and,  in  some  in- 
stances, personnel. 

Q.4.  What  specific  practices  by  regulated  institutions  and  their 
subsidiaries  that  constitute  illegal  discrimination  are  set  out  in 
your  regulations?  Do  you  make  any  effort  to  disseminate  to  the 
public  a  list  of  practices  that  they  might  encounter  that  would  be 
illegal?  If  so,  how? 

A.4.  The  FDIC  adheres  to  the  regulations  approved  by  the  Federal 
Reserve  Board  with  regard  to  the  ECOA  (Regulation  B);  HMDA 
(Regulation  C);  and  to  those  approved  by  the  Department  of  Hous- 
ing and  Urban  Development  with  regard  to  the  Fair  Housing  Act 
(as  amended).  The  FDIC's  CRA  regulation  (Part  345)  is  also  con- 
sistent with  the  CRA  regulations  of  the  other  regulatory  consistent 
with  the  CRA  regulations  of  the  other  regulatory  agencies.  In  addi- 
tion, the  FDIC  has  developed  its  own  Fair  Housing  regulation  (Part 
338). 

Specific  practices  that  are  unlawful  are  more  fully  described  in 
the  fair  lending  compliance  examination  and  investigation  proce- 
dures. Several  practices  which  may  have  the  effect  of  discriminat- 
ing include,  but  are  not  limited  to,  the  following: 
— A  policy  of  making  mortgage  loans  only  to  applicants  who  have 

previously  owned  a  home. 
— Setting  high  minimum  mortgage  loan  amounts  that  effectively 

exclude  low-income  borrowers. 
— A  requirement  that  the  property  securing  a  mortgage  loan  must 
not  exceed  a  particular  age,  or  appraisal  practices  which  estab- 
lish unrealistically  low  values  for  older  properties. 
— ^Restricting  mortgage  lending  to  loans  for  certain  t3T)es  of  prop- 
erties such  as  single-family  homes,  properties  having  no  more 
than  two  floors,  those  with  large  lots,  garages,  or  with  large 
square  footage  requirements. 
Other  indicators  of  possible  discrimination  are: 
— A  lack  of  applications  from  protected  group  members  and/or  from 
census  tracts  and  neighborhoods  with  relatively  large  percent- 
ages of  protected  group  members. 
— A  disproportionate  number  of  applications  from  protected  group 
members  that  are  withdrawn. 


683 

— ^A  disproportionate  number  of  denials  of  applications  from  mem- 
bers of  protected  groups. 

— Delays  in  acting  on  applications  submitted  by  protected  group 
memoers. 

The  FDIC  regularly  disseminates  fair  lending  related  informa- 
tion. Some  examples  of  specific  information  available  to  the  public 

concerning  practices  that  may  constitute  unlawful  discrimination 

are: 

— "Home  Mortgage  Lending  and  Equal  Treatment" — ^This  booklet 
highlights  some  lending  standards  and  practices  that  may  ad- 
versely affect  the  ability  of  credit  applicants  on  the  basis  of  race, 
sex,  or  certain  other  factors,  to  obtain  home  mortgages.  It 'ad- 
dresses the  less  obvious  forms  of  discrimination. 

— "Equal  Credit  Opportunity  and  Women" — ^This  pamphlet  points 
to  what  constitutes  illegal  discrimination  and  is  in  Spanish  and 
English. 

— "Equal  Credit  Opportunity  and  Age" — ^This  pamphlet  points  to 
what  constitutes  illegal  discrimination. 

— "A  Citizen's  Guide  to  the  CRA" — ^This  booklet  assists  consumers 
in  understanding  efforts  that  help  meet  a  community's  credit 
needs. 

— "Home  Mortgages:  Understanding  the  Process  and  Your  Right  to 
Fair  Lending — This  pamphlet  explains  the  role  and  responsibil- 
ities of  mortgage  lenders  and  a  consumer's  legal  rights  to  fair 
lending. 

A  copy  of  each  of  these  publications  is  included  as  Attachment 
G.  These  and  other  pamphlets  and  booklets  are  regularly  distrib- 
uted to  anyone  who  makes  a  request  or  appears  to  likely  benefit 
from  this  information,  such  as  complainants. 

We  regularly  provide  speakers  for,  and  participate  in,  fair  lend- 
ing conferences  and  seminars  throughout  the  country.  Further, 
FDIC  staff  works  with  trade  associations  to  review  fair  lending  re- 
lated materials  aimed  at  consumers  and  industry  representatives. 
The  FDIC  also  has  a  toll-free  800  number  (934-FDIC)  within  the 
Office  of  Consumer  Affairs  so  that  the  agency  may  be  reached  by 
consumers  who  have  questions  regarding  their  rights.  In  1992, 
OCA  responded  to  approximately  1,000  callers  with  questions 
about  the  ECOA,  the  FHA,  and  CRA.  Additionally,  the  DOS  Re- 
gional staff  responded  to  approximately  5,400  such  calls. 

Q.5.  Over  the  past  several  years  a  number  of  highly  publicized 
news  reports  have  indicated  evidence  of  fair  lending  problems  in  a 
number  of  metropolitan  areas  across  the  country  (i.e.,  Atlanta,  De- 
troit, and  Boston).  What  responses  has  your  agency  made  to  these 
reports? 

A.5.  Following  the  publication  of  news  reports  concerning  each  of 
the  Atlanta,  Boston,  and  Detroit  areas,  we  directed  the  responsible 
FDIC  DOS  Regional  Offices  to  determine  if  any  FDIC-supervised 
institutions  were  cited  in  the  news  reports  and  supporting  studies 
as  evidencing  fair  lending  problems.  In  those  instances  where  our 
institutions  were  cited,  the  regional  offices  followed  up  on  the  re- 
ported problems  by  researching  information  on  file  at  the  regional 
office  regarding  each  of  the  institutions  and  conducting  a  visitation 
or  examination  as  deemed  appropriate.  This  follow-up  disclosed  no 
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evidence  of  fair  lending  problems  involving  discrimination  at  that 
time. 

Q.6.  For  each  of  the  following  metropolitan  areas,  please  provide 
the  number  of  fair  lending  examinations  conducted  by  your  agency 
for  every  year  since  1985:  Atlanta,  Boston,  and  Detroit. 
A.6.  For  the  period  from  1985  through  1992,  the  FDIC  conducted 
consumer  compliance  examinations  which  include  fair  lending  ex- 
aminations in  the  Atlanta,  Boston  and  Detroit  MSAs  as  follows:  At- 
lanta— 116;  Boston — 154;  and  Detroit — 50. 

Enforcement  Powers 

Q.l.  What  range  of  enforcement  powers  are  available  to  vour  agen- 
cy and  how  frequently  has  each  power  been  used  over  the  past  10 
years? 

A.1.  FDIC  sanctions  for  noncompliance  with  laws  and  regulations 
include:  unsatisfactory  ratings;  Memoranda  of  Understanding;  and 
ultimately,  a  Cease  and  Desist  Order  or  Civil  Money  Penalties. 
More  stringent  administrative  action  is  normally  taken  progres- 
sively until  compliance  is  achieved.  Additionally,  institutions  are 
more  closely  supervised  e.g.,  subject  to  more  frequent  examinations 
or  reporting  requirements. 

From  1990  through  1992,  the  FDIC  issued  four  Cease  and  Desist 
Orders  and  42  Memoranda  of  Understanding  which  included  condi- 
tions requiring  corrections  of  deficiencies  in  compliance  with  the 
FHA  and/or  ECOA.  From  1985  through  1989,  the  FDIC  issued  four 
Cease  and  Desist  Orders  and  168  Memoranda  of  Understanding 
pertaining  to  consumer  protection  laws.  However,  prior  to  1990, 
our  records  do  not  distinguish  enforcement  actions  under  the  FHA 
and  ECOA  from  any  other  enforcement  actions. 

Q.2.  Would  any  additional  tools  be  useful? 

A.2.  Clarification  of  our  enforcement  authority  as  it  relates  to  the 
Community  Reinvestment  Act  would  facilitate  strengthening  our 
enforcement  in  this  area.  Otherwise,  we  believe  that  existing  en- 
forcement tools  are  sufficient  to  carry  out  our  regulatory  respon- 
sibility with  regard  to  ECOA  and  the  FHA. 

Referrals  of  Violations  to  HUD  and  Justice 

Q.l.  During  the  past  10  years,  on  how  many  occasions  has  your 
agency  referred  violations  of  ECOA  to  Justice  and  of  the  Fair  Hous- 
ing Act  to  HUD? 

A.1.  The  FDIC  has  referred  three  violations  to  the  Department  of 
Justice  pursuant  to  the  ECOA  amendment  in  Section  223  of  the 
Federal  Deposit  Insurance  Corporation  Improvement  Act  (FDICIA) 
effective  in  1991.  These  violations  were  examination-based  pattern 
and  practice  violations  of  the  ECOA  for  the  first  two  quarters  of 
1992. 

Q.2.  What  documents  (e.g.,  exam  reports,  examiner  work  papers  or 
loan  files)  have  been  included  in  these  referrals? 

A.2,  In  these  cases,  CRA  Performance  Evaluations  were  included. 
In  any  case,  we  would  provide  any  relevant  documents  to  the  De- 
partment of  Justice  with  the  referral  and  any  other  documents  re- 
quested by  the  Department  of  Justice. 
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Q,3.  Please  provide  a  copy  or  describe  the  substance  of  the  memo- 
randum of  understanding  between  the  financial  supervisory  agen- 
cies and  HUD  regarding  FHA  referrals. 

A.3.  A  copy  of  the  MOU  is  included  as  Attachment  H.  The  MOU 
essentially  requires  that  all  FHA  complaints  received  by  any  of  the 
FFIEC  member  agencies  or  HUD  be  expeditiously  forwarded  to  the 
other  agency  and  that  we  attempt  to  coordinate  our  investigations. 

Q.4.  Please  describe  what  coordination  exists  between  your  agency 
and  the  Department  of  Justice  regarding  referral  of  suspected  fair 
lending  violations. 

A,4.  The  Division  of  Supervision  is  the  contact  point  between  the 
Department  of  Justice  and  the  FDIC  for  such  violations.  The  FDIC 
is  required  to  forward  all  cases  of  a  pattern  or  practice  of  violations 
to  the  Department  of  Justice.  If  the  Department  of  Justice  deter- 
mines to  proceed  with  a  referral,  the  DOS  cooperates  through  on- 
site  investigation  and/or  providing  access  to  any  relevant  informa- 
tion. 

Q.5.  Does  a  memorandum  of  understanding  exist? 

A.5.  No,  a  MOU  does  not  exist.  The  FDIC  behoves  that  FDICIA  is 
very  clear  on  what  cases  should  be  referred. 

Q.6.  What  factors  account  for  the  limited  number  of  referrals? 

A.6.  Prior  to  FDICIA,  the  FDIC's  practice  was  to  make  referrals 
only  in  cases  where  corrective  action  was  not  undertaken.  All 
ECOA  and  FHA  cases  were  resolved  by  corrective  action.  FDICIA 
requires  referrals  to  be  made  even  if  corrective  action  is  under- 
taken. 

Q.7.  Is  there  specific  stEiflf  assigned  to  carry  out  referral  functions? 

A.7.  Yes,  referrals  are  handled  by  the  Chief  and  the  staff  of  the 
Compliance  and  Special  Review  Section  in  the  Office  of  Specialty 
Examinations  and  Financial  Reporting,  which  is  within  the  Divi- 
sion of  Supervision. 

Q.8.  Who  does  DOJ  contact  within  your  agency  regarding  referrals? 
A,8.  The  Department  of  Justice  contact  within  the  FDIC  regarding 
referrals  is  the  Assistant  Director,  Office  of  Specialty  Examinations 
and  Financial  Reporting,  Division  of  Supervision. 

Q.9.  How  has  your  agency  responded  to  DOJ's  request  to  accom- 
pany examiners  on  fair  lending  examinations? 

A,9.  We  have  held  numerous  meetings  with  the  Department  of  Jus- 
tice. Attachment  I  is  a  September  1992  letter  from  FDIC  to  Depart- 
ment of  Justice  regarding  their  request.  In  summary,  we  have  told 
the  Department  of  Justice  that  we  will  cooperate  by  providing  in- 
formation obtained  in  the  course  of  an  examination  in  accordance 
with  applicable  laws  and  regulations.  We  are  prepared  to  assist  the 
Department  of  Justice  in  investigating  potential  violations  of  the 
FHA  and  ECOA.  We  are,  in  fact,  currently  cooperating  on  three 
such  investigations. 

While  we  believe  it  would  be  inappropriate  for  employees  of  other 
agencies  to  accompany  our  examiners  or  participate  in  a  routine 
examination,  we  are  willing  to  do  so  if  the  Department  of  Justice 
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requests,  and  receives,  the  voluntary  consent  of  the  institution  to 
do  so. 

Q.IO.  What  follow-up  has  your  agency  conducted  in  response  to  the 
judgment  in  the  Green  mortgage  discrimination  case? 

A.10.  Our  Chicago  Regional  office  emphasized  again  the  impor- 
tance for  close  review  of  loan  applications,  approvals,  and  denials 
in  examining  for  compliance  with  fair  lending  laws.  The  regional 
office  also  emphasized  to  its  examiners  the  need  to  expand  this  re- 
view, as  appropriate,  when  indications  of  apparent  discrimination 
are  found. 

A  fair  lending  examination  of  the  institution  involved  was  re- 
cently completed  and  a  meeting  between  its  management  and  re- 
gional office  representatives  is  being  scheduled.  Based  on  examina- 
tion findings  and  the  results  of  this  meeting,  appropriate  follow-up 
will  take  place. 

Fair  Lending  Data  Systems 

Q.l.  Following  the  lawsuits  brought  by  civil  rights  groups  in  the 
1970's,  your  agency  now  collects  information,  in  addition  to  HMDA 
data,  for  fair  Tending  enforcement  purposes  (see  12  CFR  Chapter 
III,  Subpart  B).  What  data  are  you  required  to  collect?  What  data 
are  you  permitted  to  collect? 

A,l.  As  a  result  of  the  lawsuit,  the  FDIC  established  a  fair  lending 
log-sheet.  The  log-sheet  was  replaced  by  the  HMDA  Loan  Applica- 
tion Register  (LAR),  effective  November  4,  1991,  as  a  result  of  the 
FDIC  having  conformed  the  log-sheet  to  the  requirements  con- 
tained in  the  HMDA  LAR.  This  was  done  to  eliminate  duplicative 
recordkeeping  for  institutions  subject  to  both  rules,  while  providing 
FDIC  examiners  information  needed  to  effectively  monitor  compli- 
ance with  fair  lending  laws. 

We  are  not  aware  of  any  specific  prohibitions  on  collecting  data 
as  long  as  we  follow  the  Administrative  Procedures  Act  and  receive 
clearance  under  the  Paperwork  Reduction  Act  by  the  Office  of  Man- 
agement and  Budget.  However,  we  are  prohibited  from  requiring 
institutions  to  collect  data  that  the  institution  is  prohibited  from 
collecting,  such  as  certain  personal  information  (race,  sex,  marital 
status,  etc.)  prohibited  under  Federal  Reserve  Regulation  B 
(ECOA). 

Q.2,  What  data,  in  addition  to  HMDA  data,  have  you  in  fact  col- 
lected and  for  how  many  institutions? 

A.2,  The  FDIC  does  not  "collect"  any  information  for  fair  lending 
enforcement  beyond  that  required  by  HMDA.  However,  the  FDIC 
does  require  that  FDIC-supervised  institutions  request  and  retain 
certain  additional  data  for  home  purchase  applications  for  dwell- 
ings occupied  or  to  be  occupied  by  the  applicant  as  a  principal  resi- 
dence, and  containing  one  to  four  units.  For  example,  the  data  in- 
cludes date  of  application,  case  identification  (name,  address,  loca- 
tion), sex,  race/national  origin,  and  marital  status  (as  permitted 
under  ECOA).  Additionally,  institutions  with  an  office  in  a  PMSA 
or  MSA  that  have  total  assets  of  $10  million  or  more,  must  request 
and  retain  for  these  applications  loan  type,  case  disposition,  infor- 
mation on  employment,  income,  dependents,  assets,  liabilities,  pay- 
ments, and  property  information.  While  this  information  is  not  col- 
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lected  by  the  FDIC,  the  data  must  be  made  available  to  examiners 
for  review  upon  request. 

Q.3.  How  is  a  determination  made  as  to  which  lenders  must  re- 
port? Is  HMDA  data  used  to  make  this  determination? 

A.3.  The  HMDA  specifies  which  institutions  must  report.  The  size 
of  the  institution,  location,  date,  and  type  of  loan  are  key  points 
taken  into  account. 

Boston  Federal  Reserve  Study 

Q.l.  For  all  institutions  under  your  jurisdiction  that  were  included 
in  the  Boston  Federal  Reserve  study: 

Q.la.  How  many  fair  lending  compliance  examinations  were  con- 
ducted during  the  time  period  covered  by  the  study? 

A.la.  From  1990  through  1992,  the  FDIC  conducted  73  examina- 
tions of  the  institutions  covered  in  the  Boston  Federal  Reserve 
study. 

Q.lb.  How  many  violations  of  fair  lending  law  were  uncovered  as 
a  result  of  these  examinations? 

A.lb.  Six  hundred  seventy  seven  (677)  fair  lending  related  viola- 
tions were  reported  in  these  examinations. 

Q.lc.  What  was  the  nature  of  each  of  these  violations? 

A.lc.  The  majority  of  these  were  of  a  technical  nature,  involving 
primarily  recordkeeping  and  record  retention  requirements.  No  vio- 
lations were  found  that  involved  discriminatory  practices. 

Q.ld.  What  enforcement  actions,  if  any,  were  taken  against  institu- 
tions with  violations? 

A.ld.  Three  Memoranda  of  Understanding,  with  conditions  per- 
taining to  violations  of  fair  lending  laws,  were  issued.  As  to  the 
other  instances  where  violations  were  found,  the  institutions  posi- 
tively responded  to  our  Boston  Regional  Office  on  suggested  correc- 
tive measures  regarding  all  deficiencies  noted  in  their  examination 
reports,  including  violations  of  fair  lending  laws. 

Q.2.  How  have  you  modified  examination  procedures  in  response  to 
the  findings  of  the  Boston  Federal  Reserve  study? 
A.2.  In  response  to  the  findings  of  the  Boston  study,  the  FDIC's 
Boston  Regional  Office  initiated  a  review  of  each  of  the  institutions 
that  had  "exceptions"  (i.e.,  loans  that  were  predicted  to  be  accepted 
but  were  rejected  in  the  study).  Of  these  institutions,  14  had  mi- 
nority applications  that  were  "exceptions."  On-site  reviews  were 
conducted  in  all  of  the  14  institutions.  In  each  case,  loan  files  of 
all  of  the  exceptions  in  the  institution,  minority  and  nonminority, 
were  reviewed  in  detail.  We  are  currently  in  the  process  of  review- 
ing the  data  base  of  every  loan  submitted  by  these  institutions.  We 
are  trying  to  determine  if  it  is  possible  to  identify  comparable  ap- 
plicants. If  so,  we  will  review  these  files  to  determine  if  there  was 
any  disparate  treatment. 

We  are  currently  revising  our  Fair  Housing  examination  proce- 
dures and  have  incorporated  more  guidance  to  examiners  regarding 
the  need  to  review  comparable  files  as  well  as  more  guidance  gen- 
erally on  such  topics  as  prescreening  and  loan  sampling.  If  the 
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findings  of  our  review  of  the  14  institutions  noted  above  identify 
other  areas  where  our  procedures  could  be  strengthened,  we  will  do 
so. 

Q.3.  How  do  you  plan  to  use  statistical  analysis  in  your  future  fair 
lending  enforcement  efforts? 

A.3.  We  have  no  present  plans  to  use  a  statistical  analysis  model. 
As  noted  in  response  to  question  4,  we  will  continue  to  use  the 
HMDA  data  to  identify  potential  institutions  for  further  review. 

Q,4.  How  will  you  monitor  compliance  for  lenders  that  receive  too 
few  applications  from  minorities  to  make  statistical  analysis  pos- 
sible? Would  it  be  possible  to  aggregate  data  from  multiple  years 
for  those  institutions? 

A.4.  The  FDIC  uses  the  aggregate  and  individual  HMDA  data  to 
identify  institutions  that  may  be  engaged  in  discriminatory  lending 
practices.  From  that  process,  examinations  are  conducted  with  par- 
ticular focus  in  the  fair  lending  area.  While  it  is  theoretically  pos- 
sible to  aggregate  several  years  data,  the  statistical  validity  of  such 
a  process  would  be  questionable  due  to  changes  at  each  institution 
over  time  such  as  policies,  practices,  underwriting  standards  and 
even  personnel.  Additionally,  for  many  FDIC-supervised  institu- 
tions, even  doubling  or  tripling  minority  applicants  sample  size 
would  still  create  a  very  small  sample  for  analysis  purposes. 

Q.5.  What  enforcement  actions,  if  any,  have  you  taken  against 
lenders  referred  to  you  by  the  Boston  Federal  Reserve  as  a  result 
of  the  study? 

A.5.  Our  review  of  the  institutions  involved  in  the  Boston  study  is 
not  yet  complete.  No  enforcement  actions  have  yet  been  taken.  Ap- 
propriate supervisory  action  will  be  taken,  if  warranted,  when  the 
review  is  completed. 

Prescreening  and  Related  Practices 

Q.la.  How  do  you  determine  whether  lenders  are  prescreening  or 
illegally  discouraging  applications  from  minorities? 

A.la.  Proving  prescreening  is  difficult.  Usually,  this  is  indicated  by 
too  few  applications  received  from  certain  census  tracts  or  neigh- 
borhoods. Outside  contacts,  such  as  minority  brokers  and  realtors, 
can  be  of  special  assistance  as  a  possible  indicator  with  regard  to 
why  they  may  not  refer  customers  to  particular  lenders.  Discourag- 
ing usually  begins  with  not  encouraging — so  the  CRA  component  of 
the  compliance  examination  would  provide  some  additional  indica- 
tors. HMDA  data  and  census  information  cap  be  used  to  help  deter- 
mine prescreening  and  discouragement  of  protected  groups. 
Through  the  use  of  this  information,  examiners  can  compare  the 
demographics  of  the  areas  where  the  institution  is  lending  against 
those  areas  where  the  institution  is  not  lending.  Under  representa- 
tion in  census  tracts  that  are  largely  minority  would  be  a  key  indi- 
cator of  possible  prescreening  or  redlining.  Examples  of  this  type 
of  comparison  are  the  tables  in  Exhibits  1,  2,  and  3  of  the  com- 
plaint investigation  procedures  included  in  Attachment  D. 

Q.lb.  Do  you  have  any  exam  techniques  to  focus  on  prescreening? 
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A.lb.  Yes,  examiners  are  instructed  to  review  the  indicators  of 
prescreening  described  in  the  response  above  (A.  la.) 

Q.lc.  Is  use  of  testers  necessary  for  this  program?  If  so,  how 
snould  such  testing  be  conducted? 

A.lc.  Testing  may  not  be  "necessary"  but  it  is  probably  the  most 
effective  means  of  identifying  prescreening.  Private  sector  efforts, 
including  those  of  institutions,  would  be  more  cost-effective  and 
bring  results  more  quickly.  However,  institutions'  willingness  to 
share  the  results  of  their  own  programs  with  the  regulators  may 
be  undermined  by  the  current  requirement  that  the  regulators 
refer  all  pattern  and  practice  violations  to  the  Department  of  Jus- 
tice. That  is,  under  existing  law,  if  an  institution  finds  a  pattern 
or  practice  violation  through  testing  and  examiners  become  aware 
of  it,  even  if  corrective  measures  have  been  taken,  we  are  required 
to  make  a  referral  to  the  Department  of  Justice. 

Q.2.  HMDA  data  consistently  show  low  numbers  of  minority  mort- 
gage applications  in  markets  with  significant  minority  populations. 
When  your  agency  has  foimd  low  numbers  of  applications  from  mi- 
norities in  certain  markets,  what  surveys  or  other  information  have 
you  collected  to  determine  the  impact  of  discouragement  on  the 
flow  of  mortgage  applications? 

A,2.  The  FDIC  has  not  conducted  anv  formal  surveys  in  this  regard 
and  we  are  not  aware  of  any  reliable  source  of  data  or  surveys  to 
identify  lenders  who  are  illegally  prescreening  or  discoura^ng  ap- 
plications. However,  when  examiners  see  few  minority  applications, 
in  relation  to  the  population  of  the  area,  they  attempt  to  determine 
what  potential  demand  for  home  mortgages  is  from  minority  house- 
holds. Examiners  would  look  for  reasons  for  this  in  conducting  out- 
side contact  interviews.  As  previously  mentioned,  the  results  of 
these  interviews  are  made  available  to  examiners  and  to  other 
agencies.  The  Community  Affairs  staff  would  also  make  note  of  any 
potential  problems  with  prescreening  that  they  note  through  their 
outreach  efforts.  The  result  of  these  efforts  is  available  to  examin- 
ers through  various  means,  including  Community  Reports  prepared 
on  the  various  Metropolitan  Statistical  Areas  in  each  region.  As  an 
example.  Attachment  J  is  the  Community  Report  for  Dane  County, 
Wisconsin.  Twenty-five  such  reports  were  prepared  in  1992. 

Q.3.  What  instructions  are  provided  to  examiners  to  determine 
whether  a  lender  is  steering  applicants — ^based  on  race,  neighbor- 
hood, loem  size  or  other  factors — ^to  loan  products  less  advantageous 
than  other  products  offered  or  to  a  mortgage  or  finance  company 
subsidiary? 

A.3.  Currently,  there  are  no  specific  instructions  concerning  steer- 
ing. However,  revised  FHA  examination  procedures  will  have — an 
elaboration  on  the  concept  of  steering.  We  anticipate  these  proce- 
dures to  be  in  place  within  the  next  month. 

Q.4.  Are  underwriting  criteria  examined  to  see  if  they  are  discrimi- 
natory? Are  regulated  institutions  required  to  make  the  criteria 
public? 

A.4,  Examiners  regularly  review  an  institution's  written  lending 
policies.  In  addition,  the  FHA  complaint  investigation  procedures 
contains  a  section  on  "Analysis  of  Underwriting  Procedures."  Inves- 
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tigators  are  instructed  to  obtain  a  description  of  all  factors  which 
go  into  the  decision  that  an  applicant  is  qualified,  the  property  is 
eligible  and  the  specific  terms  and  conditions  of  each  loan.  Some 
specific  items  the  investigator  is  instructed  to  review  are: 

— Under  what  circumstances  might  loan-to-value,  mortgage  pay- 
ment to  income  or  total  payments  to  income  ratios  or  formula  be 
varied? 
— ^What  factors  are  looked  for  in  determining  viability,  stability  or 

reliability  of  income? 
— In  the  case  of  married  applicants,  if  only  one  income  is  used, 
why? 

A  copy  of  the  investigation  procedures  is  included  in  Attachment 
D.  FDIC  supervised  institutions  are  not  required  to  make  these  cri- 
teria public. 

Private  Mortgage  Insurance 

Q.l.  Does  private  mortgage  insurance  play  a  role  in  mortgage  dis- 
crimination? How? 

A.1.  While  there  is  no  data  to  verify  that  private  mortgage  insurers 
(PMI)  contribute  to  mortgage  discrimination,  there  are  some  loan 
applications  from  low-  and  moderate-income  individuals,  particu- 
larly in  urban  neighborhoods  with  2-4  unit  structures.  There  is 
also  a  perception  that  as  a  "secondary  underwriter,"  the  PMI's  do 
not  always  take  into  consideration  unique  circumstances  that 
might  provide  compensating  factors  for  a  marginal  applicant.  Addi- 
tionally, some  PMI's  base  insurability  on  factors  which  may  pre- 
clude certain  neighborhoods.  For  example,  a  criteria  that  would  re- 
quire no  less  than  10  percent  vacancy  in  the  neighborhood  would 
preclude  many  borrowers  in  some  inner  city  areas  from  qualifying. 
To  the  extent  that  these  neighborhoods  are  largely  minority,  this 
type  of  criteria  would  appear  to  have  a  role  in  mortgage  discrimina- 
tion. 

One  reason  for  concern  is  that  a  number  of  lenders  have  devel- 
oped first  time  homeowner  programs  that  include  more  liberal  debt 
and  housing  expense  ratios,  as  well  as  consideration  of 
untraditional  ways  of  verifying  credit  and  other  critical  informa- 
tion. In  some  cases,  lenders  have  resorted  to  "self-insurance"  for 
these  loans.  The  reasons  for  the  decision  to  self-insure  include  (1) 
desire  to  reduce  the  cost  of  low  and  moderate  income  buyers  by 
eliminating  the  PMI  premium,  (2)  lack  of  agreement  from  the  PMI 
to  approve  loans  based  on  the  more  flexible  and  liberal  underwrit- 
ing criteria,  and  (3)  in  some  recession  impacted  areas  the  with- 
drawal of  PMI  from  the  highest  ratio  loan  to  values  (90-95  percent 
LTVs)  for  some  categories  of  loans — typically  condos  and  2-4  unit 
structures.  To  the  extent  that  these  programs  benefit  minorities 
the  lack  of  participation  by  PMI's  is  a  problem. 

Q.2.  Should  private  mortgage  insurers  be  subject  to  HMDA  or  simi- 
lar disclosure  requirements? 

A,2.  Private  mortgage  insurers  should  not  be  subject  to  HMDA 
since  requiring  PMI's  to  collect  HMDA  data  would  in  effect  double 
count  the  loans  submitted  to  the  PMI  since  the  loan  originator  also 
collects  that  data.  The  Mortgage  Insurance  Companies  Association 
(MICA)  has  volunteered  to  provide  data  to  the  regulators  in  connec- 
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tion  with  their  data  collection.  Discussions  are  underway  as  to 
technical  issues  involved,  including  possible  duplication. 

Q.3.  Do  examiners  attempt  to  discover  whether  an  institution  has 
engaged  in  discrimination  by  steering  certain  groups  to  particular 
insurers  or  by  making  greater  efforts  to  follow-up  when  insurance 
is  denied  to  white  applicants  than  when  insurance  is  denied  to  mi- 
nority applicants? 

A.3.  Examiners  do  not  take  specific  steps  to  review  accepted  or  re- 
jected PMI  loans.  However,  the  examination  procedures  do  provide 
for  a  sampling  of  accepted  and  rejected  loans  to  look  for  any  pat- 
terns of  apparent  radial  discrimination.  The  FDIC  is  not  aware  of 
any  instance  where  a  pattern  of  higher  PMI  rejection  rates  for  mi- 
nority than  similar  white  applicants  was  detected. 

Non-Mortgage  Related  Lending  Discrimination 

Q.l.  What  data  does  your  agency  have  on  the  prevalence  of  non- 
mortgage  related  lending  discrimination?  In  which  markets,  other 
than  the  mortgage  market,  is  discrimination  a  serious  problem? 

A,l.  The  FDIC  monitors  mortgage  lending  discrimination  through 
the  complaints  it  receives  and  the  violations  noted  during  examina- 
tions. Non-mortgage  lending  complaints  and  violations  are  not 
coded  by  industry.  Therefore,  we  have  no  data  to  support  the  ex- 
tent to  which  discrimination  may  be  a  problem  in  other  markets. 

Q.2.  Do  we  need  disclosure  of  non-mortgage  related  lending? 

A,2.  FDICIA  required  the  Federal  Financial  Institutions  Examina- 
tion Council  to  revise  financial  institution  call  reports  to  provide  for 
the  collection  of  small  business  lending  data.  This  change  only  re- 
cently has  become  effective  and  no  data  has  been  collected  yet.  It 
would  be  premature  to  discuss  whether  or  not  additional  data  is 
necessary  until  we  have  had  an  opportunity  to  review  the  data  to 
be  collected  through  this  format. 

Q.3.  What  examination  techniaues  do  you  use  to  enforce  ECOA 
with  respect  to  non-mortgage  related  lending?  Given  the  paucity  of 
statistical  data,  what  "flags"  do  you  instruct  examiners  to  look  for 
to  detect  non-mortgage  related  lending  discrimination? 
A.3.  "Flags"  raised  in  conjunction  with  an  examination  can  come 
from  complaints  against  an  institution  concerning  the  lending  func- 
tion; a  review  of  a  sample  of  loan  files  and  applications;  interviews 
with  institution  personnel;  and  a  review  of  lending  policies,  proce- 
dures and  practices.  In  addition,  the  examination  objectives  and 
procedures  for  ECOA  (Attachment  A)  are  equally  applicable  to 
mortgage  and  non-mortgage  related  lending. 

Q.4.  How  do  these  "flags"  differ  fi*om  those  you  look  for  to  detect 
discrimination  by  mortgage  lenders  not  falling  under  HMDA? 

A.4.  These  "flags"  differ  little  in  the  examination  of  mortgage  and 
non-mortgage  lending  as  pertaining  to  assessing  compliance  with 
ECOA. 
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Bnited  States  3matc 

COMMITTEE  ON  BANKING    HOUSING,  AND 
URBAN  AFFAIRS 

WASHINGTON.  DC  20510-6075 


January  15,  1993 

Jonathan  Fiechter 
Acting  Director 
Office  of  Thrift  Supervision 
1700  G  Street,  N.W. 
Washington,  D.C.   20552 

Dear  Mr.  Fiechter: 

The  Senate  Committee  on  Banking,  Housing,  and  Urban  Affairs  has 
tentatively  scheduled  a  hearing  to  be  held  on  Wednesday,  February  24, 
1993,  to  examine  the  problem  of  mortgage  and  other  lending  discrimination. 
In  preparation  for  that  hearing  and  in  support  of  ongoing  oversight 
activities,  the  Committee  would  like  certain  information  from  your  agency 
concerning  your  fair  lending  comphance  activities. 

Enclosed  please  find  a  compilation  of  questions,  the  responses  to  which 
should  be  delivered  to  the  Committee  by  Friday,  February  12,  1993.   Please 
deliver  your  responses  to  Matthew  Roberts  of  my  staff  at  the  Dirksen 
Senate  Office  Building,  Room  534,  Washington,  D.C.  20510. 

Thank  you  for  your  cooperation. 


Donald  W.  Rie 
Chairman 


DWR/mr 
enc. 
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RESPONSE  TO  WRITTEN  QUESTIONS  FROM  SENATOR  RIEGLE 

BY  JONATHAN  FIECHTER 

Compliance  Structure 

Q.la.  What  division  wdthin  your  agency  conducts  fair  lending  ex- 
aminations? 

A.la.  We  established  a  specialized  examination  program  for  com- 
pliance matters  in  January  1989.  This  program  serves  as  the  cor- 
nerstone of  our  nationwide  program  to  examine  savings  associa- 
tions for  compliance  with  fair  lending,  consumer  protection,  and 
public  interest  laws  and  regulations.  Tne  fair  lending  area  includes 
the  Equal  Credit  Opportunity  Act,  Fair  Housing  Act,  Home  Mort- 
gage Disclosure  Act,  and  GTS  nondiscrimination  regulations.  We 
also  evaluate  performance  under  the  Community  Reinvestment  Act 
(CRA)  as  part  of  examinations  conducted  under  this  progfram.  Re- 
cent improvements  to  the  program's  management  structure  are  dis- 
cussed in  our  response  to  question  2. 

Our  specialized  examination  program  is  comprised  of  several  sig- 
nificant components.  First,  compliance  examinations  are  conducted 
by  specially- trained  and  career-professional  staffs  in  our  five  Re- 
gional Offices.  These  compliance  personnel  have  a  separate  career 
path  and  accreditation  program  (discussed  in  our  response  to  ques- 
tion 3).  Second,  separate  compliance  examination  reports  are  pre- 
sented to  a  savings  association's  board  of  directors.  Third,  we  use 
separate  rating  systems  to  evaluate  an  association's  compliance 
and  CRA  performance.  The  rating  systems  provide  a  mechanism  to 
trigger  the  frequency  of  subsequent  examinations. 

We  revised  the  management  structure  of  our  compliance  exam- 
ination program  in  September  1992  so  that  we  can  focus  more  re- 
sources in  the  field  examination  process.  In  adopting  these 
changes,  we  emphasized  that  compliance  is  a  major  component  of 
the  entire  examination  process.  We  conduct  these  examinations 
concurrently  with  safety  and  soundness  examinations  whenever 
practicable  to  improve  internal  coordination  and  to  minimize  exam- 
ination burdens  on  the  industry. 

Q.lb.  To  whom  within  the  agency  do  the  examiners  report?  Do 
these  supervisors  have  other  responsibilities  besides  fair  lending 
and/or  Community  Reinvestment  Act  compliance? 

A.lb.  Compliance  examiners  in  each  of  our  Regional  Offices  report 
to  one  or  more  "Compliance  Managers."  These  positions  are  dedi- 
cated solely  to  the  compliance  function.  As  noted  previously,  the 
compliance  function  encompasses  responsibility  for  a  host  of 
consumer  protection  laws  and  regulations;  but  the  fair  lending  laws 
and  CRA  compliance  comprise  a  significant  portion  of  that  function. 
Compliance  Managers  provide  direct  oversight  and  supervision  to 
compliance  examiners,  review  and  approve  tne  scope  of  the  exami- 
nations, review  complex  examination  reports  and  CRA  evaluations, 
coordinate  with  examiners  and  senior  management  on  matters 
such  as  enforcement  actions,  review  and  evaluate  compliance  ex- 
aminers, and  attend  boards  of  directors  meetings,  as  needed. 

The  Compliance  Managers  report  to  an  "Assistant  Director  for 
Compliance."  The  Assistant  Director  for  Compliance  directs  and 
manages  the  compliance  and  consumer  affairs  operation,  reviews 
examination  reports,  reviews  and  evaluates  Compliance  Managers 
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and  other  compliance  personnel,  attends  boards  of  directors  meet- 
ings as  needed,  and  coordinates  scheduling  and  resource  needs 
with  other  Assistant  Directors.  In  some  cases,  the  Assistant  Direc- 
tor has  similar  responsibilities  for  other  types  of  examinations. 

Q.2.  Would  a  separate  division  devoted  to  fair  lending  and  commu- 
nity reinvestment  examinations  enhance  your  agency's  compliance 
efforts?  Why  or  why  not? 

A.2.  As  indicated  in  our  response  to  question  1,  we  already  have 
in  place  a  separate  division  for  compliance  examinations. 

We  believe  that  the  use  of  specialized  examiners  provides  an  effi- 
cient and  effective  way  to  approach  our  compliance  responsibilities. 
Persons  who  are  specially  trained  and  perform  generally  the  same 
functions  on  a  daily  basis  are  able  to  assess  an  association's  compli- 
ance much  more  readily  than  those  less  familiar  with  the  intrica- 
cies of  the  compliance  laws,  and  who  have  many  other  responsibil- 
ities, specialized  examiners  serve  as  a  valuable  resource  to  an  asso- 
ciation by  providing  advice  and  answering  questions.  Specialization 
can  also  lower  the  overhead  costs  of  examinations  by  limiting  the 
number  of  examiners  who  have  to  receive  extensive  training  in  any 
one  area. 

We  believe  it  is  unrealistic  to  expect  examiners  to  be  proficient 
in  the  entire  range  of  laws,  regulations  and  practices  that  encom- 
pass a  financial  institution's  diverse  array  of  services,  products  and 
responsibilities.  The  current  environment  of  rapidly  changing  safe- 
ty and  soundness  standards  and  increasing  consumer  protection 
legislation  illustrates  the  need  for  specialization. 

Q.3.  Are  there  any  structural  factors  (such  as  job  classification) 
that  preclude  or  impede  consumer  compliance  examiners  from 
being  promoted  to  supervisory  positions? 

A.3.  There  are  no  structural  factors  that  preclude  compliance  ex- 
aminers from  being  promoted  to  supervisory  positions.  Two  essen- 
tial elements  of  the  specialized  examination  program  are  an  accred- 
itation program  for  compliance  professionals  and  a  career  path  that 
is  separate  from,  but  similar  to,  that  followed  by  safety  and  sound- 
ness examiners.  One  of  the  underlying  goals  of  our  specialized  ex- 
amination program  is  to  provide  career  progression  opportunities 
equal  to  those  under  any  other  examination  function.  Compliance 
examiners  can  progress  to  the  Compliance  Manager  and  Assistant 
Director  positions,  which  is  substantially  similar  to  the  career  pro- 
gression for  safety  and  soundness  personnel. 

Trained  and  experienced  compliance  personnel  are  valuable  re- 
sources and  placing  impediments  in  their  career  paths  would  be 
counterproductive. 

Q.4a.  How  many  staff  personnel  are  allocated  to  fair  lending  en- 
forcement? 

A.4a.  Our  Washington  and  Regional  Offices  have  123  persons  allo- 
cated to  the  compliance  function.  These  persons  include  compliance 
examiners  and  analysts,  consumer  affairs  specialists,  managers 
and  supervisors. 

Q.4b.  Approximately  how  much  time  do  they  spend  per  year  on  fair 
lending  compliance  work? 
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A.4b.  The  fair  lending  laws  and  regulations  are  a  significant  com- 
ponent of  our  specialized  examination  progp^am.  Approximately  21 
percent  of  the  time  we  spent  reviewing  for  compliance  with 
consumer  laws  and  regulations  during  examinations  conducted  in 
1992  was  devoted  to  fair  lending  work.  In  addition,  nearly  24  per- 
cent of  our  time  during  examinations  was  devoted  tx)  the  CRA.  The 
remaining  55  percent  was  spread  among  other  statutes  such  as  the 
Truth-in-Lending  Act  and  Bank  Secrecy  Act. 

Q.5.  What  is  the  nature  of  the  training  for  fair  lending  examiners? 

A.5.  In-depth  training  is  provided  to  our  compliance  examiners  as 
part  of  our  specialized  examination  program.  Three  schools  are  de- 
signed specifically  for  compliance  examiners;  each  includes  exten- 
sive lectures,  discussions  and  case  studies  on  the  fair  lending  laws 
and  regulations. 

Our  Compliance  I  school  is  a  two-week  program  for  entry-level 
compliance  examiners.  The  CRA  and  fair  lending  segments  com- 
prise nearly  half  of  the  school.  The  curriculum  for  that  school  was 
significantly  revised  in  1992  to  place  an  even  greater  emphasis  on 
the  fair  lending  area. 

Our  Compliance  II  school  is  a  one-week  program  for  more  experi- 
enced compliance  examiners;  therefore,  it  deals  with  more  complex 
regulatory  and  examination  issues.  Approximately  half  of  the  seg- 
ments are  devoted  to  CRA  and  fair  lending  topics,  with  the  remain- 
ing segments  devoted  to  other  advanced  compliance  subjects. 

Our  Intermediate  Compliance  Regulator  school  is  a  one-week 
program  that  includes  rigorous  case-study  analysis  for  experienced 
examiners.  Issues  concerning  CRA  performance  and  fair  lending 
compliance  and  enforcement  are  emphasized  and  interwoven 
throughout  the  curriculum  during  the  entire  week. 

Formal  schools  are,  however,  only  one  facet  of  the  training  we 
provide  to  compliance  examiners.  We  provide  uniform  guidance  to 
examiners  through  our  Compliance  Activities  Regulatory  Hand- 
book. We  also  participate  in  the  training  programs  undertaken  by 
the  Federal  Financial  Institutions  Examination  Council  (FFIEC). 
For  example,  the  FFIEC  is  sponsoring  a  five-day  Compliance  Con- 
ference in  March  1993.  The  agenda  for  that  Conference  includes  a 
number  of  fair  lending  topics. 

Q.6,  Please  provide  a  breakdown  of  the  race,  ethnicity,  and  gender 
of  fair  lending  examiners  and  supervisory  personnel  by  job  classi- 
fication. 

A.6.  Available  data  on  minorities  tracks  African- American,  His- 
panic and  Asian  persons.  We  have  123  compliance  examiners  and 
analysts,  consumer  affairs  specialists,  managers  and  supervisory 
personnel  allocated  directly  to  the  compliance  function.  Fifty-three 
(43  percent)  are  female  and  70  (57  percent)  are  male.  Thirty-seven 
people  (or  30  percent)  of  our  Compliance  staff  are  members  of  a  mi- 
nority group.  Twenty-eight  are  African-American,  5  are  Hispanic, 
and  4  are  Asian.  Nineteen  of  the  53  female  employees  are  minori- 
ties (36  percent);  eighteen  of  the  male  employees  are  minorities  (26 
percent). 
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Examination  Techniques 

Q.l.  What  instructions  do  you  give  examiners  on  the  types  of  loans 
and  the  number  of  files  that  they  should  review  in  a  fair  lending 
compliance  exam?  How  many  files  are  sampled  as  part  of  an  exam- 
ination? Does  the  number  of  files  sampled  vary  by  the  size  of  the 
institution  or  other  criteria? 

A.1.  Our  compliance  examinations  are  conducted  using  a  "top- 
down/risk  focused"  approach.  This  approach  emphasizes  a  savings 
association's  ability  to  manage  its  compliance  responsibilities.  The 
first  step  in  this  approach  for  fair  lending  compliance  involves  a 
comprehensive  review  of  loan  policies,  underwriting  standards  and 
processing  procedures,  lending  patterns,  self-assessment  efforts, 
staff  training,  and  discussions  with  management  and  lending  per- 
sonnel. The  examiner  forms  an  initial  assessment,  or  hj^jothesis,  of 
an  association's  compliance  based  on  the  nature  and  extent  of  any 
deficiencies  noted  in  this  phase  of  the  review.  In  analyzing  lending 
patterns,  our  examiners  place  primary  emphasis  an  identirydng  sig- 
nificant disparities  associated  with  applicant  or  neighborhood  char- 
acteristics such  as  race  or  racial  composition.  Home  Mortgage  Dis- 
closure Act  data  are  instrumental  in  this  part  of  the  process.  Hy- 
pothesis testing  and  judgmental  sampling  are  then  used  to  review 
credit  application  files. 

When  our  examiners  reach  a  hypothesis  regarding  the  possibility 
that  one  group  is  being  treated  less  favorably  than  another,  we  in- 
struct them  to  select  a  sample  of  at  least  15  files  from  the  group 
suspected  to  have  received  less  favorable  treatment  and  15  from 
the  group  suspected  to  have  received  more  favorable  treatment.  If 
there  are  fewer  than  15  applications  from  either  group,  all  files  are 
reviewed.  Examining  large  institutions  with  considerable  lending 
activity,  investigating  hypotheses  about  different  types  of  lending, 
or  identifying  patterns  indicative  of  more  than  one  type  of  prohib- 
ited discrimination  requires  either  more  samples  or  a  carefully  se- 
lected sample  that  contains  a  greater  number  of  applications. 

Q.2.  What  indicia  of  discrimination  are  examiners  instructed  to 
look  for  in  the  files  (e.g.,  perfect  minority  applicants  who  are  re- 
jected, comparable  minority  and  non-minority  applicants  who  re- 
ceive differential  treatment,  etc.)? 

A,2.  After  formulating  a  hypothesis  and  gathering  the  judgmental 
sample  of  application  files,  our  examiners  generally  review  for  evi- 
dence of  overt  discrimination  or  differential  treatment  that  would 
confirm  the  hypothesis.  This  generally  involves  an  assessment  of 
how  a  savings  association  applied  its  lending  standards  for  the  files 
selected  or  now  exceptions  to  those  standards  were  made.  Indicia 
of  discrimination  could  include  varying  loan  terms,  unsupported 
processing  time-frames,  inconsistent  or  unreasonable  requests  for 
documentation  from  applicants,  the  loan  decision  process  itself,  the 
reasons  for  denial  communicated  to  the  applicant,  or  innumerable 
other  aspects  of  the  credit  process. 

Our  examiners  are  certainly  aware  of  the  possibility  that  other- 
wise qualified  applicants  may  be  denied  without  a  reasonable  basis. 
The  purposes  of  reviewing  samples  of  application  activity  are  to 
compare  the  experience  of  one  group  against  that  of  another,  and 
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to  compare  the  treatment  of  applicants  from  two  or  more  groups 
with  the  lender's  stated  policies  and  standards.  Our  examiners  do 
not  expect  the  characteristics  of  one  loan  application  to  be  identical 
to  those  of  another  application  before  they  are  able  to  draw  com- 
parisons. 

Q.3.  Does  your  agency  operate  on  the  premise  that  you  need  to  find 
statistically  significant  discrimination  to  take  enforcement  action? 
A.3.  No.  The  need  for  formal  enforcement  action  is  determined  by 
the  substance  and  extent  of  a  violation  and  the  action  that  the  sav- 
ings association's  management  has  already  taken,  or  is  expected  to 
take  immediately,  to  correct  the  problem.  Any  single  instance  of 
prohibited  discrimination  is  significant,  and  our  standing  policy  is 
to  pursue  formal  enforcement  action  to  correct  the  conditions  re- 
sulting fi-om  such  a  violation,  or  to  prevent  recurrence,  whenever 
management  fails  to  take  appropriate  remedial  action  voluntarily. 
Also,  please  see  our  response  to  the  "Enforcement  Powers"  ques- 
tions. 

Q.4.  Do  compliance  examiners  interview  loan  officers? 

A.4,  Our  compliance  examiners  interview  savings  association  per- 
sonnel at  all  levels,  including  loan  officers.  Interviews  with  man- 
agement concerning  how  underwriting  standards  have  been  devel- 
oped and  how  they  are  applied  are  an  integral  part  of  the  compli- 
ance examination  process.  These  interviews  also  assist  the  exam- 
iner in  evaluating  the  effectiveness  of  internal  training  and  the  ex- 
tent of  loan  officers'  knowledge  of  relevant  requirements  and  prohi- 
bitions. 

Q.5.  Please  describe  the  circumstances  under  which  examiners  con- 
tact credit  applicants  to  collect  consumers'  opinions  on  how  their 
applications  were  handled  by  bank  personnel. 

— and — 

Q.6.  What  percentage  of  fair  lending  examinations  include  exam- 
iner outreach  to  credit  applicants? 

A.5.  &  A.6.  Our  examiners  generally  do  not  contact  credit  appli- 
cants or  borrowers  in  connection  with  regular  compliance  examina- 
tions. However,  we  do  make  such  contacts  as  part  of  our  investiga- 
tion of  discrimination  complaints.  Under  our  investigation  proce- 
dures, an  OTS  consumer  affairs  specialist  or  compliance  examiner 
contacts,  either  by  telephone  or  in  person,  each  individual  who  files 
a  complaint  with  OTS  alleging  illegal  discrimination  by  a  savings 
association  in  any  aspect  of  a  credit  transaction.  This  allows  us  to 
obtain  as  much  information  as  possible  concerning  the  actions  of 
the  lender  from  the  complainant's  point  of  view. 

Q.7.  Please  describe  the  circumstances  under  which  examiners  con- 
tact representatives  of  the  business  and  consumer  community  to 
collect  their  opinions  on  bank  treatment  of  credit  applications. 

A.7.  We  believe  that  contact  with  community  representatives  is  an 
integral  component  of  reaching  a  balanced,  supportable  conclusion 
regarding  a  savings  association's  performance  under  the  CRA. 
These  community  contact  interviews  generally  do  not  deal  exclu- 
sively with  issues  involving  a  single  savings  association,  unless  it 
happens  to  be  the  only  financial  institution  in  the  community. 
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These  interviews  enhance  the  examiner's  knowledge  of  the  most 
pressing  credit  needs  of  the  community,  the  institutions  that  are 
particularly  receptive  or  unreceptive  to  those  needs,  and  any  indi- 
cation of  the  presence  of  illegal  discrimination  by  local  lenders.  An 
examiner  may  contact  an  individual  or  representative  of  an  organi- 
zation that  has  commented  on  an  institution's  CRA  performance 
specifically  to  discuss  those  comments  and  that  institution. 

Since  December  1990,  the  Federal  bank  regulatory  agencies  and 
the  OTS  have  shared  community  contact  information.  The  overall 
objective  of  this  sharing  arrangement  is  to  increase  the  amount  of 
information  available  from  the  community  to  assist  examiners  in 
properly  evaluating  performance. 

We  strongly  encourage  our  examiners  to  conduct  interviews  with 
community  organizations  or  other  representatives  of  the  commu- 
nity as  a  routine  part  of  the  compliance  examination  process.  Rea- 
sons for  not  conducting  outside  interviews  on  a  particular  examina- 
tion may  be  that  the  examiner  has  collected  sufficient  information 
through  recent  outside  contact  interviews  as  part  of  other  examina- 
tions in  the  same  community,  or  has  received  recent  information 
from  another  regulatory  agency. 

Q.8.  How  frequently  are  community  organizations  contacted?  How 
frequently  are  legal  service  agencies  contacted?  How  frequently  are 
members  of  the  small  business  community  contacted?  How  fre- 
quently are  members  of  the  real  estate  community  contacted? 
A.8.  As  indicated  in  our  response  to  the  previous  question,  our  ex- 
aminers usually  conduct  outside  contact  interviews  as  part  of  all 
compliance  examinations.  We  are  not  able  to  provide  a  breakdown 
of  actual  contacts  by  the  types  of  organizations  that  they  rep- 
resents. We  find  that  most  contacts  fall  into  the  following  general 
groupings:  government  officials;  civil  rights  and  consumer  aid 
groups;  economic  and  community  development  organizations;  pri- 
vate grass-roots  community  groups;  and  private  individuals  and 
businesses. 

Q.9.  What  percentage  of  examinations  result  in  specific  examiner 
discussion  of  fair  lending  compliance  problems  and  recommenda- 
tions with  a  bank's  board  of  directors?  With  bank  management? 

A.9.  Virtually  all  of  our  compliance  examinations  involve  specific 
discussions  with  management  concerning  fair  lending  compliance 
and  administrative  issues.  Any  performance  deficiencies  are  dis- 
cussed with  management  during  an  examination,  with  appropriate 
recommendations  for  corrective  action  provided  no  later  than  at  the 
meeting  held  with  the  institution's  chief  executive  officer  and  other 
senior  management  at  the  completion  of  on-site  examination  work. 

More  serious  fair  lending  compliance  deficiencies  (i.e.,  those  re- 
flective of  poor  management  by  the  institution  and  requiring  imme- 
diate corrective  action)  are  also  included  in  the  written  report  of 
examination  along  with  detailed  requirements  and  recommenda- 
tions. 

Based  upon  CRA  and  Compliance  ratings  assigned  by  our  exam- 
iners, we  estimate  that  one-third  of  all  compliance  examinations 
conducted  over  the  past  two  years  have  resulted  in  meetings  be- 
tween boards  of  directors  and  OTS  personnel  to  discuss  compliance 


699 

deficiencies.  We  are  unable  to  determine  how  many  of  these  meet- 
ings were  prompted  solely  by  deficiencies  in  the  fair  lending  area. 

Q.IO.  What  procedures  do  you  use  to  monitor  the  quality  and  con- 
sistency of  fair  lending  examinations? 

A.10.  National  standards  for  our  compliance  examination  program 
are  contained  in  our  Compliance  Activities  Regulatory  Handbook. 
These  standards  range  from  administrative  issues  such  as  exam- 
ination frequency  and  when  OTS  personnel  should  meet  with 
boards  of  directors,  to  specific  examination  procedures  for  individ- 
ual regulatory  subjects  such  as  compliance  with  the  Equal  Credit 
Opportunity  Act  and  performance  under  the  Community  Reinvest- 
ment Act. 

Each  of  our  five  Regional  Offices  has  a  quality  assurance  over- 
sight system  that  includes  periodic  reviews  of  the  compliance  func- 
tion. In  addition,  our  Washington-based  Specialized  Programs  area 
maintains  an  oversight  program  that  focuses  on  the  quality  of  ex- 
amination reports  and  other  substantive  aspects  of  performance  by 
our  Regional  Offices  in  their  administration  of  the  specialized  com- 
pliance examination  program. 

Complaints  and  Violations 

Q.l.  How  many  complaints  of  ECOA  and  Fair  Housing  Act  viola- 
tions has  your  agency  received  each  year  for  the  past  10  years?  Are 
these  complaints  investigated  by  the  same  examiner  that  conducted 
the  routine  compliance  examination?  How  many  have  been  resolved 
and  with  what  resolutions? 

A.1.  We  are  providing  a  breakdown  of  complaints  received  and  re- 
solved since  1986,  the  first  year  for  which  we  have  data  available 
on  our  nationwide  automated  Consumer  Complaint  System. 

ECOA  and  Fair  Housing  Act  complaints  are  analyzed  by  regional 
consumer  affairs  specialists  based  on  our  complaint  guidelines  (at- 
tached as  Exhibit  A).  These  guidelines  require  an  association  to 
provide  the  entire  application  file  related  to  a  discrimination  com- 
plaint to  the  appropriate  OTS  Regional  Office  for  analysis.  If  the 
regional  office  determines  that  an  on-site  investigation  is  required 
to  resolve  the  complaint,  it  is  usually  conducted  by  a  compliance 
examiner. 

The  Regional  Consumer  Affairs  Manager  may  also  request  that 
the  examination  staff  pay  special  attention  to  areas  of  an  institu- 
tion's operations  that  have  generated  complaints  from  the  public  at 
the  next  scheduled  compliance  examination.  Finally,  a  summary  of 
complaints  is  part  of  the  record  reviewed  by  examiners  prior  to  es- 
tablishing the  scope  of  a  compliance  examination. 

We  investigate  and  resolve  all  discrimination  complaints.  You 
should  note  that  the  following  tables  report  incoming  complaints  as 
of  the  year  received  and  report  disposition  as  of  the  year  the  com- 
plaint is  closed.  Consequently,  the  totals  for  each  year  do  not 
match.  For  example,  a  certain  number  of  discrimination  complaints 
received  in  the  last  few  months  of  1992  are  in  the  first  table  (com- 
plaints received)  but  not  in  the  second  table  of  complaints  resolved. 
They  will  appear  in  our  data  for  complaints  resolved  in  1993. 


in-R-^o  n  _  Q-i  _   o-a 
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Alleaed  Lendina  Discrimination  Comoiaints  by  Year  Received 


ieat 
1986 
1987 
1988 
1989 
1990 
1991 
1992 


air  Housina 

Comoiaints 

117 

132 

96 

HI 

60 

71 

97 

Other  Discrimination 

Comoiaints  Total 


197 
312 
183 
198 
188 
175 
235 


80 

180 

87 

87 

128 

104 

138 

Resolution  of  Alleged  Lending  Discrimination  Complaints 

by  Year  Resolved 


Type  of  Resolution 


1986    1987    1988    1989    1990    1991    199: 


Association  11      20       5       4      15      14      21 

Violation  or  Error 

Association's  Position   103     182      70      97      93     108     156 
Substantiated 

Other  (e_^.,  referred     67     103     106      74      57      41      50 

to  correct  regulator) 


Total 


181     305     181     175     165     163     22' 


Q^a.  What  distinguishes  a  technical  violation  from  a  substantive 
violation? 

A^a.  The  difference  between  technical  and  substantive  violations 
is  relative  to  particular  circumstances.  Technical  violations  are  vio- 
lations that  are  truly  inadvertent,  easily  corrected  and  not  indic- 
ative of  a  savings  association's  practices.  Technical  violations  are 
often  corrected  by  an  association's  management  prior  to,  or  shortly 
after,  the  completion  of  a  compliance  examination. 

As  a  general  principle,  a  substantive  violation  is  any  action  or 
omission  that  interferes  so  significantly  with  the  fundamental  pur- 
pose of  the  relevant  law  or  regulation  that  such  purpose  is  effec- 
tively defeated,  or  is  a  condition  which  taken  alone  or  in  combina- 
tion with  other  violations  and  deficiencies  reflects  unfavorably  upon 
the  management  of  an  association.  A  violation  is  substantive  if  it 
has  any  of  the  following  characteristics: 

•  It  is,  or  results  from,  a  systemic  procedural  or  computational 
error  incorporated  into  the  routine  operations  of  one  or  more  of- 
fices, departments,  or  individual  employees  of  the  association; 

•  It  is,  or  results  in,  a  violation  of  a  person's  individual  rights 
under  the  Fair  Housing  Act,  the  Equal  Credit  Opportunity  Act, 
or  the  Fair  Credit  Reporting  Act; 
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•  It  triggers  financial  restitution  to  customers  of  the  association  or 
presents  significant  risk  of  a  lawsuit  for  money  damages,  and  is 
not  an  isolated,  inadvertent  error  that  occurred  despite  reason- 
able operational  controls  to  prevent  such  errors;  or, 

•  It  is,  or  results  from,  a  repeat  of  violations  or  deficiencies  cited 
in  the  previous  examination  report  indicating  inadequate  man- 
agement attention  to  stated  supervisory  concerns. 

Q.2b.  Can  an  institution  have  technical  violations  and  get  a  satis- 
factory Community  Reinvestment  Act  rating?  Can  an  institution 
have  substantive  violations  and  get  a  satisfactory  CRA  rating? 
A.2b.  Violations  of  the  fair  lending  laws  have  a  significant  bearing 
on  the  CRA  rating,  while  violations  of  other  laws  such  as  the 
Truth-in-Lending  Act  or  the  Bank  Secrecy  Act  do  not.  It  is  possible 
for  a  savings  association  to  receive  a  "satisfactory"  CRA  rating  in 
the  presence  of  a  technical  violation  of  the  fair  lending  laws.  How- 
ever, our  examiners  attach  great  significance  to  substantive  viola- 
tions of  the  fair  lending  laws  and  regulations  in  reaching  an  overall 
conclusion  about  an  association's  CRA  performance.  Substantive 
violations  of  the  fair  lending  laws  that  interfere  with  an  individ- 
ual's rights  or  a  fundamental  statutory  purpose  would  preclude  the 
assignment  of  a  satisfactory  CRA  rating. 

Q.2c.  What  kind  of  enforcement  action,  if  any,  is  taken  for  tech- 
nical violations?  For  substantive  violations? 

A.2c.  We  generally  rely  on  informal  enforcement  tools  for  technical 
violations  and  both  formal  and  informal  for  substantive  violations. 
A  detailed  description  of  our  enforcement  tools  is  presented  under 
the  heading  "Enforcement  Powers." 

Q.3a.  How  many  ECOA  and  Fair  Housing  Act  violations  have  been 
found  for  each  of  the  last  10  years?  Of  these,  how  many  were  tech- 
nical and  how  many  were  substantive? 

A.3a.  Our  electronic  data  system  contains  detailed  information  on 
ECOA  and  Fair  Housing  Act  violations  identified  during  examina- 
tions conducted  since  April  1989,  the  date  we  began  our  separate 
compliance  examination  program.  Data  maintained  prior  to  April 
1989  is  not  citation — specific  and  not  responsive  to  your  question. 
In  compiling  our  response,  we  focused  on  ECOA  and  FHA  viola- 
tions that  meet  our  definition  of  substantive  and  those  of  material 
significance.  Therefore,  we  are  not  reporting  violations  that  relate 
to  items  such  as  internal  recordkeeping. 

1989 

Substantive  ECOA  violations  {e.g.,  discouragement  or  denial  of 
applicants  on  a  prohibited  basis  or  the  use  of  prohibited  informa- 
tion) numbered  32.  Other  procedural  violations  of  ECOA  (e.g.,  the 
failure  to  provide  timely  and  complete  notices  of  action  taken  and 
the  failure  to  collect  monitoring  information)  totaled  1,142. 

There  were  2  substantive  violations  of  the  FHA.  Other  technical 
violations  of  FHA  (.e.g.,  failure  to  use  the  Equal  Housing  Oppor- 
tunity logo  on  advertisements)  numbered  22. 
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1990 

Substantive  ECO  A  violations  numbered  26.  Other  procedural  vio- 
lations of  ECOA  totaled  2,772. 

There  were  2  substantive  violations  of  the  FHA.  Other  technical 
violations  of  FHA  numbered  46. 

1991 

Substantive  ECOA  violations  numbered  57.  Other  procedural  vio- 
lations of  ECOA  totaled  2,635. 

There  were  8  substantive  violations  of  the  FHA.  Other  technical 
violations  of  FHA  numbered  71. 

1992 

Substantive  ECOA  violations  numbered  25.  Other  procedural  vio- 
lations of  ECOA  totaled  4,723. 

There  were  12  substantive  violations  of  the  FHA.  Other  technical 
violations  of  FHA  numbered  22. 

Q.3b.  How  many  of  these  violations  have  been  resolved  and  how 
were  they  resolved? 

A.3b.  A  principal  goal  of  effective  supervision  is  to  ensure  future 
compliance.  To  meet  that  goal,  the  process  of  resolving  regfulatory 
violations  noted  during  a  compliance  examination  is  initiated  be- 
fore the  completion  of  the  examination.  We  find  that  the  majority 
of  associations  are  cooperative  and  that  most  violations  are  cor- 
rected without  the  need  for  formal  enforcement  action. 

As  violations  are  identified  during  an  examination,  they  are 
brought  to  the  attention  of  an  association's  management.  Manage- 
ment is  given  the  opportunity  to  respond  to  the  specific  issues 
raised  by  the  examiner.  These  responses  are  factored  into  the  ex- 
aminer's conclusions  about  the  association's  overall  compliance  pos- 
ture. In  most  cases,  a  responsive  management  team  can  correct 
technical  violations  or  their  underlying  causes  before  the  comple- 
tion of  the  examination. 

At  the  end  of  the  on-site  portion  of  an  examination,  the  examiner 
conducts  a  closing  conference  with  the  association's  management 
team.  The  objective  of  the  closing  conference  is  to  communicate 
clearly  the  examiner's  findings  and  recommendations  and  to  obtain 
assurances  from  senior  management  regarding  improvement  to  op- 
erating procedures  to  prevent  violations  in  the  future.  It  is  also  an 
opportunity  to  impress  upon  management  the  importance  of  com- 
pliance and  CRA  performance.  An  effective  closing  conference  will 
leave  management  with  a  firm  understanding  of  the  items  that  will 
appear  in  the  report  of  examination  and  what  must  be  done  to  cor- 
rect deficiencies.  A  meeting  with  an  association's  full  board  of  di- 
rectors is  encouraged  when  compliance  or  CRA  performance  re- 
quires close  supervisory  attention. 

The  compliance  report  of  examination  is  sent  to  the  association's 
board  of  directors  generally  within  45  days  of  the  examination  com- 
pletion date.  The  report  is  comprehensive  in  nature  and  details  the 
examination  findings  to  give  the  reader  a  thorough  analysis  of  the 
integrity  of  the  association's  compliance-related  systems.  A  sub- 
section of  the  report  contains  detailed  recommendations  for  future 
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improvement.  These  recommendations  may  be  specific  to  a  particu- 
lar law  or  regulation. 

A  letter  transmits  the  examination  report  to  the  association's 
board.  This  letter,  together  with  the  report,  is  a  primary  enforce- 
ment tool  designed  to  make  an  association's  management  acutely 
aware  of  the  severity  of  any  problems.  It  typically  asks  for  a  re- 
sponse from  the  directorate  within  30  days.  Supervisory  personnel 
in  our  regional  offices  review  the  response  to  ensure  that  it  con- 
tains detailed  explanations  of  the  actions  taken  to  correct  any  vio- 
lations or  deficiencies.  We  follow-up  with  institution  management 
on  any  weak  responses  or  those  that  fail  to  adequately  address  the 
underljdng  causes  of  violations  via  correspondence.  In  some  cases, 
we  may  conduct  an  on-site  visitation  to  review  the  institution's 
progress  toward  correcting  deficiencies.  Our  follow-up  actions  on 
particular  violations  are  not  tracked  on  our  automated  system. 

A  significant  part  of  any  examination  is  to  carefully  assess 
whether  prior  violations  were  properly  corrected.  If  corrective  ac- 
tions are  inadequate  or  not  undertaken,  we  will  not  hesitate  to  ini- 
tiate formal  enforcement  actions. 

Q.4.  What  specific  practices  by  regulated  institutions  and  their 
subsidiaries  that  constitute  illegal  discrimination  are  set  out  in 
your  regulations?  Do  you  make  any  effort  to  disseminate  to  the 
public  a  list  of  practices  that  they  might  encounter  that  would  be 
illegal?  If  so,  how? 

A.4.  Our  Nondiscrimination  regulation  (12  C.F.R.  Part  528)  repeats 
and  elaborates  on  the  basic  prohibitions  of  the  Equal  Credit  Oppor- 
tunity and  Fair  Housing  Acts,  with  detailed  attention  to  practices 
associated  with  discouragement  of  applications.  The  regulation  also 
contains  additional  prohibited  bases  that  are  not  in  either  statute. 
For  example,  lenders  subject  to  our  jurisdiction  are  flatly  prohib- 
ited from  making  credit  decisions  based  on  the  age  or  location  of 
a  dwelling. 

To  assist  consumers  in  understanding  their  rights  and  how  their 
credit  application  will  be  evaluated,  our  regulations  require  each 
savings  association: 

•  to  have  clearly  written,  nondiscriminatory  loan  underwriting 
standards,  available  to  the  public  upon  request  at  each  of  its  of- 
fices; 

•  to  review  at  least  annually  its  underwriting  standards  and  busi- 
ness practices  implementing  them  to  ensure  equal  opportunity  in 
lending;  and 

•  to  inform  each  inquirer  for  credit  of  his  or  her  right  to  file  a  writ- 
ten loan  application,  and  to  receive  a  copy  of  the  association's  un- 
derwriting standards. 

Our  regulations  also  contain  guidelines  relating  to  non- 
discrimination in  lending  (12  C.F.R  571.24)  to  assist  savings  asso- 
ciations in  developing  and  implementing  nondiscriminatory  lending 
policies.  These  guidelines  address  the  potential  discriminatory  ef- 
fect, for  example,  of  requiring  fluency  in  English,  discounting  over- 
time or  part-time  income,  or  favoring  previous  customers. 

With  respect  to  fair  lending  and  compliance  issues  generally,  our 
primary  educational  emphasis  is  on  helping  to  ensure  that  lenders 
understand  and  carry  out  their  statutory  obligations.  Whenever 
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possible,  we  also  attend  and  speak  at  meetings  involving  consum- 
ers, community  groups  or  fair  housing  representatives  to  provide 
information  about  the  additional  rights  that  are  available  to  cus- 
tomers of  the  savings  associations  we  regulate.  Further,  we  expect 
to  distribute  in  March  1993  a  brochure  that  summarizes  our  com- 
plaint procedures  to  consumer  and  community  organizations. 

Q.5.  Over  the  past  several  years  a  number  of  highly  publicized 
news  reports  have  indicated  evidence  of  fair  lending  problems  in  a 
number  of  metropolitan  areas  across  the  country  (i.e.,  Atlanta,  De- 
troit, and  Boston).  What  responses  has  your  agency  made  to  these 
reports? 

A.5.  We  are  aware  of  media  accounts  that  point  to  disparities  in 
denial  rates  for  minority  and  nonminority  applicants.  Some  of 
these  accounts  conclude  that  there  is  widespread  discrimination  on 
the  basis  of  race  in  home  mortgage  lending.  We  carefully  evaluate 
these  reports  and  generally  try  to  gather  additional,  and  sometimes 
more  accurate,  information  prior  to  reaching  any  firm  conclusions. 
These  articles  can  be  useful  in  pinpointing  certain  areas  of  concern 
to  be  considered  in  our  examination  approach  or  procedures. 

For  example,  heightened  public  interest  during  the  late-1980's 
helped  us  identify  fair  lending  and  CRA  as  high  priority  compo- 
nents of  our  mission.  In  response  to  a  series  of  news  reports  in 
1989,  we  conducted  a  number  of  special  nondiscrimination  exami- 
nations as  part  of  our  ongoing  review  of  mortgage  loan  application 
patterns.  We  first  identified  metropolitan  areas  whose  aggregate 
data  indicated  the  largest  differences  between  the  rejection  rates 
for  black  and  white  mortgage  loan  applicants.  We  next  identified 
institutions  and  certain  of  their  loan  decision  offices  for  which  dif- 
ferences in  rejection  rates  were  particularly  large.  As  a  results  we 
targeted  35  savings  associations  located  in  15  metropolitan  areas, 
including  Atlanta,  Detroit,  and  Boston,  for  special  examinations  to 
assess  compliance  with  the  Equal  Credit  Opportunity  and  Fair 
Housing  Acts,  as  well  as  OTS  regulations. 

Some  of  these  35  special  examinations  identified  technical  viola- 
tions and  some  identified  isolated  policies,  practices,  or  standards 
that  may,  under  certain  circumstances,  have  a  disproportionate  im- 
pact on  the  availability  of  credit  to  some  classes  of  applicants  and 
neighborhoods.  The  examinations  did  not,  however,  disclose  loan 
policies,  practices,  or  individual  acts  that  involved  overt  discrimina- 
tion on  the  basis  of  race,  or  discover  differential  treatment  of  credit 
applicants  on  the  basis  of  race.  Based  in  part  on  the  findings  of 
these  examinations,  the  FFIEC-member  agencies  developed  a  pam- 
phlet on  subtle  discrimination.  That  pamphlet  was  distributed  to 
all  savings  associations  in  early-1992  (see  Exhibit  B). 

We  met  with  consumer  and  community  groups  in  1989  and  1990, 
{e.g.,  in  Atlanta),  to  solicit  and  encourage  the  submission  of  com- 
plaints of  racial  discrimination  by  savings  associations  against 
credit  applicants  and  inquirers.  These  efforts  produced  no  notable 
increase  in  the  relatively  low  volume  of  fair  lending  complaints 
that  we  normally  receive. 

We  issued  Thrift  Bulletin  25  in  April  1989  (see  Exhibit  C)  to  em- 
phasize our  commitment  to  fair  lending  enforcement  and  to  provide 
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g^dance  to  savings  associations  to  assist  them  in  complying  with 
our  requirements. 

In  December  1992  we  conducted  a  follow-up  review  of  credit  ap- 
plications denied  by  savings  associations  and  their  mortgage  bank- 
ing subsidiaries  in  the  Boston  metropolitan  area.  That  review  was 
prompted  by  the  study  released  by  the  Federal  Reserve  Bank  of 
Boston  in  October  1992.  Our  review  included  a  review  of  docu- 
mentation and  discussions  with  lending  personnel  concerning  every 
denied  mortgage  application  identified  by  the  FRB  Boston  to  in- 
volve a  low  probability  of  denial.  Additional  information  relative  to 
our  review  is  included  in  our  responses  to  the  "Boston  Federal  Re- 
serve" section. 

Q.6.  For  each  of  the  following  metropolitan  areas,  please  provide 
the  number  of  fair  lending  examinations  conducted  by  your  agency 
for  every  year  since  1985:  Atlanta,  Boston,  and  Detroit. 

A.6.  Before  1989,  there  were  no  separate  compliance  examinations. 
Compliance  matters  such  as  fair  lending  were  reviewed  by  general- 
ist  examiners  as  part  of  their  regularly  scheduled  examinations.  As 
indicated  in  question  1  under  "Compliance  Structure,"  we  estab- 
lished a  specialized  examination  program  specifically  for  compli- 
ance matters  in  January  1989.  Fair  lending  issues  are  examined  in 
conjunction  with  other  compliance  matters  during  those  examina- 
tions. 

For  the  years  1985-1992,  216  examinations  covering  compliance 
issues,  including  fair  lending,  were  conducted  at  institutions  cur- 
rently headquartered  in  the  Atlanta,  Boston,  and  Detroit  metropoli- 
tan areas.  The  number  of  examinations  that  addressed  fair  lending 
compliance  for  each  of  those  years  is  given  below: 

Atlanta— 74   (1985—11;    1986—10;    1987—13;    1988—9;    1989—8 

1990—11;  1991—7;  1992—6). 
Boston— 81    (1985—9;    1986—10;    1987—19;    1988—11;    1989—7 

1990-^;  1991—8;  1992—9). 

Detroit— 61     (1985—6;     1986—7;     1987—16;     1988—7;     1989—2 
1990—6;  1991—11;  1992—6). 

Enforcement  Powers 

Q.la.  What  range  of  enforcement  powers  are  available  to  your 
agency? 

A.la.  Our  policy  is  to  ensure  that  prompt,  fair,  and  firm  action  is 
taken  to  correct  violations  of  the  laws  and  regulations  we  enforce. 
We  have  a  number  of  informal  and  formal  enforcement  tools  avail- 
able ranging  from  informal  advice  and  moral  suasion  to  formal  en- 
forcement actions,  such  as  Cease  and  Desist  Orders. 

Informal  enforcement  actions  used  to  correct  violations  of 
consumer  laws  and  regulations  include:  meetings  with  manage- 
ment, meetings  with  boards  of  directors,  supervisory  directives,  su- 
pervisory correspondence,  special  examinations,  and  requests  for 
voluntary  management  changes  or  reorganization.  The  effective- 
ness of  these  informal  tools  is  dependent,  in  part,  on  the  resolve 
and  ability  of  an  association  to  bring  its  activities  into  compliance 
with  applicable  laws  and  regulations. 

If  our  informal  enforcement  tools  are  not  sufficient  to  correct  a 
particular  supervisory  concern,  our  staff  generally  recommends  one 
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or  more  formal  enforcement  actions.  The  Financial  Institutions  Re- 
form, Recovery,  and  Enforcement  Act  of  1989  substantially  en- 
hanced our  enforcement  powers.  For  example,  we  are  now  author- 
ized to  initiate  an  enforcement  action  for  a  violation  of  any  law  or 
regulation  and  we  have  the  power  to  assess  Civil  Money  Penalties. 
Our  Washington  and  Regional  staffs  work  together  closely  when 
formal  action  is  recommended.  Formal  enforcement  actions  that 
may  be  initiated  for  violations  of  compliance  laws  and  regulations 
include:  formal  written  "conditions"  imposed  in  connection  with  the 
granting  of  applications.  Supervisory  Agreements,  Temporary 
Cease  and  Desist  Orders,  Cease  and  Desist  Orders,  Civil  Money 
Penalties,  immediate  or  temporary  suspensions  of  individuals  dur- 
ing Removal  and  Prohibition  proceedings.  Removal  and/or  Prohibi- 
tion Orders,  temporary  suspensions  for  certain  criminal  indict- 
ments, enforcement  of  orders  in  U.S.  District  Court,  and  injunctive 
actions. 

Q.lb.  How  frequently  has  each  power  been  used  over  the  past  10 
years? 

A.lb.  Our  automated  system  for  information  concerning  enforce- 
ment actions,  including  provisions  to  address  compliance  violations, 
contains  information  on  enforcement  actions  from  its  inception  in 
1987  to  the  present.  Prior  to  that  time,  data  on  enforcement  actions 
was  maintained  manually  by  each  of  the  twelve  Federal  Home 
Loan  Banks,  and  is  not  available  on  our  automated  system. 

Based  on  available  data,  OTS  initiated  189  enforcement  actions 
that  included  provisions  to  address  compliance  violations  since 
1987.  These  189  enforcement  actions  include:  29  Cease  and  Desist 
Orders,  31  Civil  Money  Penalty  assessments,  9  Supervisory  Direc- 
tives, 2  Director's  Resolutions,  1  Memorandum  of  Understanding, 
and  117  Supervisory  Agreements. 

Q.2.  Would  any  additional  tools  be  useful? 

A.2.  We  currently  have  a  wide  range  of  formal  and  informal  en- 
forcement tools  available,  and  do  not  believe  that  additional  ones 
are  necessary  at  this  time. 

Referrals  of  Violations  to  HUD  and  Justice 

Q.l.  During  the  past  10  years,  on  how  many  occasions  has  your 
agency  referred  violations  of  ECOA  to  Justice  and  of  the  Fair  Hous- 
ing Act  to  HUD? 

We  have  provided  39  fair  housing  complaints  to  HUD  since  we 
implemented  the  Memorandum  of  Understanding  with  HUD  on 
June  1,  1992.  When  we  complete  our  investigation  of  each  com- 
plaint, we  inform  HUD  of  our  findings  regarding  violations  of  the 
ECOA  or  OTS  nondiscrimination  rules. 

Prior  to  the  passage  of  the  Federal  Deposit  Insurance  Corpora- 
tion Improvement  Act  in  December  1991,  we  were  authorized  but 
not  required  under  the  ECOA  to  make  referrals  to  Justice  only  if 
we  were  unable  to  obtain  compliance  through  our  own  supervisory 
process. 

The  1991  amendments  to  the  ECOA  require  us  to  refer  cases  to 
Justice  if  we  have  reason  to  believe  that  one  or  more  creditors  has 
engaged  in  a  pattern  or  practice  of  discrimination  or  discourage- 
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ment  on  a  prohibited  basis.  If  we  discover  through  a  compliance  ex- 
amination an  act,  policy,  or  practice  that  represents  a  violation  of 
both  the  Fair  Housing  Act  and  the  ECOA,  and  we  have  not  re- 
ferred it  to  Justice,  then  we  are  required  to  notify  HUD  and  af- 
fected credit  applicants  of  our  finding. 

We  have  discussed  the  referral  requirement  with  Justice  and  are 
finalizing  internal  referral  guidelines  and  processing  procedures  for 
our  staff,  but  have  not  referred  any  ECOA  violations  to  Justice.  We 
are  presently  reviewing  several  examination  reports  that  contain 
ECOA  violations  and  will  soon  decide  which  of  those  cases  meet  the 
statutory  referral  standards.  We  will  refer  cases  to  Justice  in  all 
appropriate  instances.  If  we  determine  there  are  Fair  Housing  Act 
violations,  we  will  either  refer  the  cases  to  Justice  or  make  the  req- 
uisite notifications  to  HUD  and  any  affected  applicants. 

Q.2.  What  documents  {e.g.,  exam  reports,  examiner  work  papers  or 
loan  files)  have  been  included  in  these  referrals? 
A.2.  We  are  discussing  with  Justice  what  information  it  would  like 
to  be  included  in  a  referral  package  and  expect  to  conclude  the 
matter  soon.  We  intend  to  provide  Justice  at  a  minimum  with  a 
copy  of  the  relevant  examination  reports  and  make  available  any 
pertinent  examiner  work  papers. 

With  regard  to  the  consumer  complaints  referred  to  HUD  under 
the  Memorandum  of  Understanding,  we  have  provided  complete 
copies  of  the  case  files. 

Q.3.  Please  provide  a  copy  or  describe  the  substance  of  the  memo- 
randum of  understanding  between  the  financial  supervisory  agen- 
cies and  HUD  regarding  Fair  Housing  Act  referrals. 
A.3.  Exhibit  D  contains  a  copy  of  the  MOU  between  the  agencies 
and  HUD. 

Q.4.  Please  describe  what  coordination  exists  between  your  agency 
and  the  Department  of  Justice  regarding  referral  of  suspected  fair 
lending  violations. 

A,4.  As  noted,  we  have  had  discussions  with  Justice  about  the  re- 
ferral process  and  are  continuing  to  meet  with  them  to  identify  the 
documentation  they  would  like  to  see  as  part  of  a  referral  package. 

Q.5.  Does  a  memorandum  of  understanding  exist? 

A.5.  We  do  not  have  a  MOU  with  Justice  and  do  not  believe  that 
one  is  necessary  at  this  time.  We  believe  that  we  can  work  together 
in  a  cooperative  manner. 

Q.6.  What  factors  account  for  the  limited  number  of  referrals? 
A.6.  As  indicated  in  our  answer  to  question  1,  the  ECOA  did  not 
require  until  late  1991  that  we  make  referrals  and  OTS  believed 
it  had  sufficient  authority  to  resolve  ECOA  problems  on  its  own. 

Q.7.  Is  there  specific  staff  assigned  to  carry  out  referral  functions? 
A.7.  Our  Specialized  Programs  unit  in  Washington  is  working  with 
designated  compliance  management  personnel  in  our  Regional  Of- 
fices to  carry  out  the  referral  requirements.  Specialized  Programs 
will  also  coordinate  and  consult  with  enforcement  personnel  in  our 
Chief  Counsel's  Office  on  any  potential  referral  cases,  and  senior 
staff  in  our  Washington  and  Regional  Operations  areas. 
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Q.8.  Who  does  DOJ  contact  within  your  agency  regarding  referrals? 

A.8.  Our  Deputy  Assistant  Director  for  Specialized  Programs  is 
Justice's  principal  contact  on  ECOA  and  Fair  Housing  Act  referrals 
and  other  matters. 

Q.9.  How  has  your  agency  responded  to  DOJ's  request  to  accom- 
pany examiners  on  fair  lending  examinations? 
A.9.  We  believe  we  have  responded  positively.  Our  cooperation  with 
Justice  on  their  investigation  of  Decatur  Federal  Savings  and  Loan 
Association  (Decatur)  in  Atlanta  demonstrates  that  OTS  and  Jus- 
tice can  work  together  eflTectively. 

At  the  time  we  began  a  special  discrimination  examination  of  De- 
catur in  December  1989,  Justice  was  in  the  early  stages  of  its  in- 
vestigation into  the  mortgage  lending  practices  of  Atlanta-area  fi- 
nancial institutions.  We  informed  Justice  of  our  examination  and 
our  agencies  mutually  agreed  we  would  benefit  fi*om  cooperating 
with  each  other. 

We  were  very  interested  in  learning  about  the  statistical  method 
Justice  wanted  to  use  in  Decatur  and  how  it  might  apply  to  our  ex- 
amination process  as  a  means  of  improving  our  approach  to  detect- 
ing discrimination.  On  the  other  hand,  Justice  was  very  interested 
in  learning  about  our  examination  process  and  how  we  test  for  dis- 
criminatory treatment  of  mortgage  loan  applicants.  To  our  knowl- 
edge, Justice  had  never  participated  with  a  Federal  banking  regu- 
lator in  a  field  examination  and  the  Decatur  examination  offered 
Justice  an  unprecedented  learning  opportunity  to  bolster  its  experi- 
ence level  and  strengthen  its  overall  investigation. 

We  followed  our  standard  discrimination  detection  procedures 
and  Justice  used  a  new,  extensive  statistical  approach.  Although 
we  concluded  our  examination  in  March  1990,  Justice  continued  its 
investigation  of  Decatur  until  May  1992.  In  May  1992,  Justice  in- 
formed Decatur  of  its  conclusion  that  Decatur  had  violated  the  Fair 
Housing  Act  and  the  ECOA.  Justice  gave  Decatur  the  opportunity 
to  settle  the  matter  without  protracted,  costly  litigation.  Decatur 
opted  for  this  approach  and  a  settlement  agreement  was  reached 
between  Decatur  and  Justice  in  September  1992. 

We  had  several  discussions  with  Justice  while  its  investigation 
was  being  conducted  and  permitted  Justice  to  review  our  examina- 
tion work  papers  and  examination  report  of  Decatur.  During  infor- 
mal conversations  with  Justice,  they  confirmed  that  our  examina- 
tion finding^  were  valid  based  on  the  procedures  we  used. 

Since  the  Decatur  investigation,  we  have  had  several  meetings 
with  Justice  and  are  committed  to  establishing  a  better  working  re- 
lationship with  them.  At  this  point.  Justice  has  provided  us  with 
listings  of  institutions  they  have  targeted  for  possible  fair  lending 
investigations.  We  are  working  with  them  to  narrow  these  lists 
based  on  our  examination  experience,  the  market  areas  served  by 
the  targeted  lenders  (whether  they  are  located  in  inner  cities  or 
suburban  fringes  of  large  MSAs),  and  reviews  of  Home  Mortgage 
Disclosure  Act  data.  The  final  listings  will  provide  both  us  and  Jus- 
tice with  a  rational  basis  for  working  together  to  combat  lending 
discrimination. 
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Fair  Lending  Data  Systems 

Q.l.  Following  the  lawsuits  brought  by  civil  rights  groups  in  the 
1970's,  your  agency  now  collects  information,  in  addition  to  HMDA 
data  for  fair  lending  enforcement  purposes  (see  12  CFR  528.6- 
528.7).  What  data  are  you  required  to  collect?  What  data  are  you 
permitted  to  collect? 

A.1.  From  October  1980  through  December  1989,  we  required  all 
savings  associations  to  maintain  an  on-site  loan  application  reg- 
ister (LAR).  The  register  contained  information  very  similar  to  that 
now  required  by  HMDA.  Each  savings  association  was  also  re- 
quired to  file  a  summary  Data  Submission  Report  (DSR)  semi-an- 
nually with  our  Washington  office.  The  DSR's  summarized  the  dis- 
position of  mortgage  and  home  improvement  applications  by  the 
race  and  gender  of  the  applicants  as  well  as  the  type  of  census 
tract.  After  this  information  was  summarized  and  analyzed  by  com- 
puter, the  results  were  provided  to  examination  and  supervisory 
staif.  Although  this  LAR/DSR  system  was  developed  in  cooperation 
with  the  complainants  in  the  1977  civil  rights  settlement,  we  con- 
tinued to  use  the  system  after  the  expiration  of  the  settlement 
agreement. 

Between  1980  and  1989,  approximately  75  percent  of  our  institu- 
tions were  also  subject  to  HMDA.  When  FIRREA  expanded  HMDA 
to  closely  resemble  our  original  LAR/DSR,  we  revised  our  regula- 
tions to  combine  the  two  systems  and  reduce  unnecessary  regu- 
latory burden.  From  1990  through  1992,  savings  associations  sub- 
ject to  HMDA  were  only  required  to  file  the  HMDA  Loan  Applica- 
tion Register.  However,  we  continued  to  require  that  all  savings  as- 
sociations maintain  on-site  both  the  data  required  by  post- 1989 
HMDA  and  nine  additional  items  that  we  had  required  since  1980. 

Subsequently,  on  January  14,  1993,  we  published  final  regula- 
tions that  make  savings  associations  subject  to  the  same  data  col- 
lection requirements  as  other  depository  institutions.  We  found 
that  compliance  examiners  were  able  to  obtain  the  additional  data 
they  may  need  from  application  and  loan  files  and  that  a  separate 
collection  requirement  was,  therefore,  unnecessary. 

Q.2.  What  data,  in  addition  to  HMDA  data,  have  you  in  fact  col- 
lected and  for  how  many  institutions? 

— and — 

Q.3.  How  is  a  determination  made  as  to  which  lenders  must  re- 
port? Is  HNDA  data  used  to  make  this  determination? 
A.2.  &  A^.  Prior  to  1990,  we  collected  and  aggregated  DSR  data 
from  all  savings  associations.  Now  that  the  HMDA  and  the  DSR 
are  combined,  only  savings  associations  subject  to  HMDA  are  re- 
quired to  send  their  data  to  Washington  for  aggregation.  We  use 
HMDA  data  and  any  other  available  fair  lending  data  to  help  de- 
termine the  scope  of  an  association's  compliance  examination,  rath- 
er than  to  determine  additional  reporting  requirements. 

Boston  Federal  Reserve  Study 

Q.l.  For  all  institutions  under  your  jurisdiction  that  were  included 
in  the  Boston  Federal  Reserve  study: 
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Q.la.  How  many  fair  lending  compliance  examinations  were  con- 
ducted during  the  time  period  covered  by  the  study? 

A.la.  The  FRB  Boston  study  included  mortgage  loan  application 
data  from  119  lenders,  including  14  savings  associations  and  5 
mortgage  banking  subsidiaries  of  savings  associations.  The  study 
included  only  data  from  applications  taken  in  the  year  1990.  Loan 
application  activity  and  lending  patterns  during  1990  were  consid- 
ered as  part  of  6  compliance  examinations  of  the  study  participants 
conducted  during  that  year. 

Since  January  1990,  we  have  conducted  compliance  examinations 
of  18  of  the  19  OTS-regulated  lenders  that  participated  in  the 
study.  We  have  examined  5  of  these  18  lenders  twice  during  this 
period.  The  only  institution  that  we  did  not  examine  has  been 
under  the  control  of  the  Resolution  Trust  Corporation  (RTC)  since 
May  1991.  Two  of  the  18  institutions  that  we  have  examined  since 
1990  are  also  now  under  RTC  control. 

In  December  1992,  as  a  follow-up  to  the  Boston  Federal  Reserve 
study,  we  visited  12  Boston-area  OTS-regulated  lenders  and  re- 
viewed actual  mortgage  application  files  that  served  as  the  basis 
for  some  of  the  study  data.  We  did  not  treat  these  visits  as  exami- 
nations. 

Q.lb.  How  many  violations  of  fair  lending  law  were  imcovered  as 
a  result  of  these  examinations?  What  was  the  nature  of  these  viola- 
tions? 

A.lb.  The  23  examinations  conducted  in  18  savings  associations 
disclosed  a  total  of  581  violations  of  fair  lending  rules,  such  as 
those  implementing  the   Home  Mortgage   Disclosure   and   Equal 
Credit  Opportunity  Acts,  and  OTS  nondiscrimination  rules. 
These  violations  involved  the  following: 

•  failure  to  maintain  or  submit  complete  and  accurate  loan  applica- 
tion registers; 

•  failure  to  provide  either  complete,  accurate,  or 

•  timely  notices  of  adverse  action  to  credit  applicants; 

•  failure  to  provide  notices  of  incompleteness  to  credit  applicants; 

•  failure  to  record  information  for  monitoring  purposes; 

•  failure  to  maintain  appropriate  records; 

•  failure  to  make  available  in  all  offices  copies  of  loan  underwriting 
standards;  and 

•  failure  to  include  the  required  "Equal  Housing  Lenders"  provi- 
sion in  advertisements. 

Q.lc.  What  enforcement  actions,  if  any,  were  taken  against  institu- 
tions with  violations? 

A.lc.  One  of  the  institutions  included  in  the  study  entered  into  a 
Supervisory  Agreement  that  required  the  development  of  a  formal 
written  compliance  program.  The  institution's  primary  compliance 
deficiencies  were,  however,  in  the  area  of  compliance  with  the  Bank 
Secrecy  Act.  Informal  supervisory  measures  were  used  in  the  other 
cases. 

Q.2.  How  have  you  modified  examination  procedures  in  response  to 
the  findings  of  the  Boston  Federal  Reserve  study? 

— and — 
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Q.3.  How  do  you  plan  to  use  statistical  analysis  in  your  future  fair 
lending  enforcement  efforts? 

A^.  &  A.3.  We  continue  to  study  the  FRB  Boston  model  and  con- 
sider its  application  to  our  examination  process.  Through  the 
FFIEC,  we  have  hired  a  consultant  to  provide  recommendations  for 
improving  the  examination  process,  including  additional  use  that 
may  be  made  of  HMDA  data  and  large-scale  statistical  analysis. 
We  have  modified  the  credit  discrimination  training  that  we  pro- 
vide as  part  of  our  Compliance  Level  I  school  to  reflect  our  findings 
from  the  study.  Accordingly,  we  are  in  the  process  of  modifying  the 
examination  procedures  contained  in  our  examination  handbook. 

Q.4.  How  will  you  monitor  compliance  for  lenders  that  receive  too 
few  applications  from  minorities  to  make  statistical  analysis  pos- 
sible? Would  it  be  possible  to  aggregate  data  from  multiple  years 
for  those  institutions? 

A.4.  Institutions  that  receive  only  a  few  applications  from  minority 
applicants,  or  for  loans  to  be  secured  by  real  estate  located  in  pre- 
dominantly minority  neighborhoods,  raise  a  suspicion  of  illegal 
prescreening.  We  are  very  interested  in  finding  better  ways  to  de- 
tect illegal  prescreening.  In  the  meantime,  we  will  continue  to  use 
the  most  effective  examination  techniques  available  to  us  to  iden- 
tify such  practices  and  to  ensure  their  elimination.  On  this  front, 
a  greater  willingness  on  the  part  of  individuals  and  community  or- 
ganizations to  come  forward  with  information  about  credit  practices 
and  to  file  complaints  would  be  helpful. 

We  already  assess  lending  patterns  and  trends  for  periods  of 
greater  than,  one  year  as  part  of  our  nondiscrimination  examina- 
tion procedures.  We  believe  that  it  would  be  possible  to  conduct 
statistical  analysis  of  lending  patterns  covering  multiple  years. 

Q.5.  What  enforcement  actions,  if  any,  have  you  taken  against 
lenders  referred  to  you  by  the  Boston  Federal  Reserve  as  a  result 
of  the  study? 

A.5.  We  should  first  clarify  that  the  FRB  Boston  did  not  refer  lend- 
ers to  OTS  as  a  result  of  the  study.  In  addition,  the  FRB  Boston 
did  not  identify  any  single  lender  that  it  concluded  to  have  engaged 
in  illegal  discriminatory  credit  practices;  nor  did  it  identify  any 
credit  application  that  was  denied  on  the  basis  of  race,  national  ori- 
gin, or  any  other  prohibited  consideration. 

As  then-Director  Ryan  indicated  in  his  response  to  Chairman 
Riegle's  October  27,  1992  letter,  most  of  the  applications  denied  by 
savings  associations  that  FRB  Boston  identified  as  questionable  de- 
nials involved  white  applicants.  In  fact,  the  denials  that  FRB  Bos- 
ton concluded  to  be  improbable  had  a  disproportionately  high  per- 
centage of  white  applicants.  As  indicated,  OTS  personnel  reviewed 
all  questionable  applications,  both  those  involving  minority  appli- 
cants and  those  involving  nonminority  applicants.  For  at  least  one 
of  the  lenders  involved,  we  are  not  prepared,  at  this  point,  to  rule 
out  enforcement  action,  additional  fact  finding,  moving  up  the  date 
of  the  next  compliance  examination,  or  making  a  formal  referral  to 
the  U.S.  Department  of  Justice. 
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Prescreening  and  Related  Practices 

Q.l.  How  do  you  determine  whether  lenders  are  prescreening  or  il- 
legally discouraging  applications  from  minorities?  Do  you  have  any 
examination  techniques  to  focus  on  prescreening?  Is  the  use  of  test- 
ers necessary  for  this  purpose?  If  so,  how  should  such  testing  be 
conducted? 

A.1.  We  make  this  determination  by  following  the  general  approach 
identified  in  our  answer  to  question  1  in  the  "Examination  Tech- 
niques" section.  The  essential  difference,  however,  is  that  there  is 
no  paper  trail  of  prescreened  applicants. 

Systematic  prescreening  on  the  basis  of  race  is  often  observable 
through  analysis  of  lending  data,  particularly  in  larger  institutions 
in  metropolitan  areas  and  those  with  decentralized  lending  oper- 
ations. A  combination  of  low  application  levels  and  high  approval 
rates  for  minority  applicants,  and  the  results  of  interviews  with 
customer  contact  personnel  and  other  lending  staff,  would  gen- 
erally indicate  the  existence  of  racially-biased  prescreening. 

We  find,  however,  that  some  lenders  engage  in  undocumented 
prescreening  of  all  prospective  applicants,  and  the  abnormally  high 
approval  rates  for  applicants  of  all  races  make  the  presence  of  ra- 
cial bias  more  difficult  to  detect.  Low  numbers  of  minority  appli- 
cants do  not  alone  indicate  prescreening  on  the  basis  of  race,  par- 
ticularly where  the  approval  rates  are  high  for  all  groups  and  the 
numbers  of  recorded  applications  are  correspondingly  low.  How- 
ever, the  practice  of  providing  undocumented,  verbal  discourage- 
ment to  prospective  applicants  violates  Regulation  B  £md  we  re- 
quire immediate  corrective  action  for  those  violations.  All  lenders 
are  required  to  make  a  written  record  of  each  application  that  they 
receive  for  a  home  mortgage  loan.  Regulation  B  also  requires  lend- 
ers to  provide  applicants  with  a  written  notice  containing  ECOA- 
enforcement  information  each  time  the  lender  communicates  a  con- 
clusion that  the  applicants  do  not  qualify,  for  the  credit  being 
sought. 

Our  examination  procedures  are  designed  to  detect  systematic  bi- 
ases in  an  institution's  lending  behavior.  They  are  not  designed  to 
detect  every  situation  in  which  a  particular  lending  officer  may  let 
personal  bias  enter  into  his  or  her  contact  with  prospective  appli- 
cants. We  first  determine  whether  an  institution  has  in  place  poli- 
cies, procedures,  training  programs,  and  methods  of  self-assess- 
ment reasonably  designed  to  ensure  that  problems  of  racial  bias 
are  promptly  identified  and  corrected.  When  our  tests  of  policies 
and  systems  disclose  that  these  characteristics  of  sound  manage- 
ment are  not  present,  our  remaining  focus  is  on  determining  com- 
pliance with  key  requirements  of  law. 

Examination  procedures  intended  to  test  hypotheses  of  differen- 
tial treatment  often  result  in  the  identification  of  violations.  Both 
technical  and  substantive  violations  are  then  used  as  a  basis  for  re- 
quiring a  board  of  directors  to  develop  an  effective  system  of  com- 
pliance management. 

Some  testing  by  our  examiners  is  always  necessary,  no  matter 
how  strong  an  institution's  compliance  program  initially  appears  to 
be.  It  is  common  for  our  compliance  examiners  to  observe  the  man- 
ner in  which  lending  personnel  handle  the  application  process  with 
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potential  borrowers.  Moreover,  our  examiners  discuss  the  process 
with  loan  officers  and  present  various  fact  situations  that  test 
knowledge  of  the  fair  lending  laws.  We  remain  open  to  exploring 
whether  the  use  of  trained,  paired  testers  posing  as  credit  appli- 
cants would  provide  substantially  more  reliable  or  conclusive  re- 
sults. Certainly,  there  are  cases  in  which  an  examiner  suspects,  but 
has  no  factual  basis  to  conclude,  that  an  institution  is  prescreening 
applicants  on  the  basis  of  race.  In  those  cases,  a  more  formal  test- 
ing program  might  be  useful. 

Fair  Tending  compliance  is  the  responsibility  of  the  financial  in- 
stitution engaging  in  the  highly  regulated  activity  of  lending  funds 
that  come  ^om  insured  deposits.  Consistent  with  the  extent  and 
frequency  of  our  examinations  and  other  supervisory  efforts,  we  en- 
courage financial  institutions,  for  the  purpose  of  ensuring  equal 
treatment  of  individuals  seeking  credit,  to:  develop  special  non- 
discrimination training  programs;  provide  credit  counseling  and 
group-education  services;  participate  in  mortgage  review  boards; 
conduct  second  reviews  of  all  applications  approved  as  exceptions 
to  standards  and  all  those  denied  without  granting  exceptions;  and 
hire  credit  "shoppers"  or  testers. 

QJ2.  HMDA  data  consistently  show  low  numbers  of  minority  mort- 
gage appUcations  in  markets  with  significant  minority  populations. 
When  your  agency  has  found  low  numbers  of  applications  from  mi- 
norities in  certain  markets,  what  surveys  or  other  information  have 
you  collected  to  determine  the  impact  of  discouragement  on  the 
flow  of  mortgage  applications? 

A^.  Our  efforts  to  supervise  the  thrift  industry  and  to  enforce  fair 
lending  laws  and  regulations  have  not  included  general  studies  of 
the  flow  of  mortgage  applications  in  market  areas.  We  focus  our  ef- 
forts on  the  activities  of  individual  lenders,  which  in  turn  involves 
some  comparisons  of  the  lending  patterns  of  these  individual  lend- 
ers to  aggregate  data  compiled  from  the  activity  of  all  lenders  in 
those  same  metropolitan  areas,  or  in  smaller  divisions  such  as 
neighborhoods.  In  addition  to  HMDA  data,  our  examiners  also  col- 
lect information  concerning  the  actions  of  other  creditors  in  a  given 
market  by  conducting  outside  community  contact  interviews.  These 
contacts  often  provide  our  examiners  with  information  and  studies 
prepared  by  foundations,  universities,  and  regional  or  local  plan- 
ning authorities. 

Q.3.  What  instructions  are  provided  to  examiners  to  determine 
whether  a  lender  is  steering  applicants — ^based  on  race,  neighbor- 
hood, loan  size  or  other  factors — ^to  loan  products  less  advantageous 
than  other  products  offered  or  to  a  mortgage  or  finance  company 
subsidiary? 

A.3.  Our  procedures  require  our  examiners  to  determine  whether 
application  and  lending  patterns  corresponding  to  applicant  charac- 
teristics, or  to  the  ethnic  or  racial  composition  of  neighborhoods,  re- 
flect disproportionate  uses  of  particular  types  of  financing  {e.g., 
FHA-insured  mortgage  loans).  Our  examiners  are  also  instructed  to 
look  for  any  evidence  of  the  imposition  of  more  onerous  terms  {e.g., 
higher  interest  rates  or  shorter  amortization  schedules)  correspond- 
ing to  race  or  other  prohibited  characteristics.  In  these  cases,  the 
examiner  is  instructed  to  continue  his  or  her  investigation  by  inter- 
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viewing  front-line  lending  personnel  to  determine  the  kinds  of  in- 
structions that  they  have  been  given. 

Our  examiners  have  not  found  that  savings  associations  refer  in- 
quirers to  mortgage  or  other  credit-granting  subsidiaries  on  a  pro- 
hibited basis  or  on  the  basis  of  loan  size.  If  an  institution  uses  such 
entities  to  conduct  its  lending  operations,  then  it  generally  does  so 
with  all  products  of  a  similar  type.  For  example,  if  any  applications 
for  fixed-term  mortgage  loans  to  be  secured  by  existing  dwellings 
are  referred  to  an  institution's  mortgage  banking  subsidiary,  then 
they  all  are. 

Q.4.  Are  underwriting  criteria  examined  to  see  if  they  are  discrimi- 
natory? Are  regulated  institutions  required  to  make  the  criteria 
public? 

A.4.  In  accordance  with  our  nondiscrimination  regulations,  our  ex- 
aminers review  underwriting  standards  to  assure  that  they  are  not 
discriminatory  per  se  or  in  effect  and  that  they  are  clear,  complete 
and  available  to  the  public.  Savings  associations  are  required  to  ad- 
vise borrowers  that  their  underwriting  standards  are  available  to 
the  public  and  to  provide  a  copy  of  the  standards  upon  request. 

Private  Mortgage  Insurance 

Q.l.  Does  private  mortgage  insurance  play  a  role  in  mortgage  dis- 
crimination? How? 

A.1.  Illegal  discrimination  may  occur  in  any  aspect  of  the  mortgage 
process.  When  an  insurer  declines  to  cover  a  mortgage  loan,  this 
generally  will  result  in  the  lender's  denial  of  the  mortgage  applica- 
tion. 

Each  private  mortgage  insurance  (PMI)  company  has  its  own  un- 
derwriting standards.  If  the  standards  of  a  PMI  company  are  dis- 
criminatory or  are  applied  differentially  on  a  prohibited  basis,  not 
only  are  credit  applicants  illegally  denied,  but  the  underwriting 
standards  of  the  lenders  doing  business  with  that  company  may 
also  be  influenced.  In  addition,  an  insurer's  establishment  of  a 
"minimum  insurance  amount"  has  the  same  effect  as  a  lender's  es- 
tablishment of  a  "minimum  loan  amount."  While  neither  is  overtly 
discriminatory  on  a  prohibited  basis,  both  are  examples  of  stand- 
ards that  exclude  properties  and  neighborhoods  at  the  low  end  of 
a  housing  market. 

Q.2.  Should  private  mortgage  insurers  be  subject  to  HMDA  or  simi- 
lar disclosure  requirements? 

A.2,  Some  infonnation  about  private  mortgage  insurance  is  already 
available  in  the  HMDA  data  base.  The  HMDA  loan/application 
form  provides  a  code  for  "mortgage  insurance  denied"  as  a  primary 
reason  for  denial.  Although  recording  the  reason  for  denial  is  op- 
tional for  all  other  HMDA  reporters,  savings  associations  are  re- 
quired to  complete  this  field.  Consequently,  we  already  have  some 
information  on  the  effect  that  private  mortgage  insurance  has  on 
the  credit-granting  process  that  we  use  during  our  examinations. 

Q.3.  Do  examiners  attempt  to  discover  wiiether  an  institution  has 
engaged  in  discrimination  by  steering  certain  groups  to  particular 
insurers  or  by  making  greater  efforts  to  follow-up  when  insurance 
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is  denied  white  applicants  than  when  insurance  is  denied  to  minor- 
ity applicants? 

A,3.  Our  examiners  should  be  alert  to  any  discriminatory  practices, 
including  those  identified  in  your  question.  However,  a  review  of 
the  standards  of  different  private  mortgage  insurers  is  not  a  sig- 
nificant focus  of  our  compliance  examinations.  Our  examiners  do 
review  whether  an  association  provides  any  differential  treatment 
on  the  basis  of  race  or  other  prohibited  considerations,  whether 
that  treatment  involves  a  greater  effort  to  secure  needed  docu- 
mentation, to  assemble  or  characterize  that  credit  request  for  the 
approval  decision,  or  to  more  actively  pursue  approval  either  inter- 
nally or  from  an  insurer.  As  indicated  in  the  answers  to  questions 
1  and  2  in  the  "Examination  Techniques"  section,  the  exact  proce- 
dures used  by  our  examiners  are  influenced  to  a  great  degree  by 
the  association's  lending  patterns. 

Non-Mortgage  Related  Lending  Discrimination 

Q.l.  What  data  does  your  agency  have  on  the  prevalence  of  non- 
mortgage  related  lending  discrimination?  In  which  markets  other 
than  the  mortgage  market  is  discrimination  a  serious  problem? 

A.1.  As  noted  throughout  our  responses,  we  are  concerned  about 
any  form  of  credit  discrimination,  regardless  of  loan  type.  Al- 
though, the  lending  activity  of  savings  associations  is  based  pri- 
marily on  home  mortgages,  our  examiners  review  for  compliance 
with  fair  lending  laws  and  regulations  as  they  relate  to  an  associa- 
tion's overall  product  mix.  Our  examination  data  collection  system 
does  not  categorize  fair  leading  violations  on  the  basis  of  loan  t3T)e. 
To  the  extent  that  an  association  makes  non-mortgage  loans,  ex- 
aminers review  the  association's  lending  practices  using  procedures 
established  to  determine  its  compliance  with  ECOA,  as  imple- 
mented by  Regulation  B.  Since  Regulation  B  applies  to  all  credit 
transactions  regardless  of  their  nature,  the  ECOA  examination  pro- 
cedures encompass  all  loan  types. 

Q.2.  Do  we  need  disclosure  of  non-mortgage  related  lending? 
A.2,  As  stated  previously,  the  associations  we  regulate  primarily 
provide  mortgage  credit.  The  volume  of  non-mortgage  loans  {e.g., 
small  business  and  consumer  loans)  comprise  relatively  small  per- 
centages of  most  associations'  overall  loan  portfolios.  Consequently, 
the  lack  of  loan  registers  to  track  non-mortgage  related  trans- 
actions is  not  a  major  impediment.  We  believe  our  examiners  can 
perform  the  necessary  reviews  with  available  loan  records. 

Q.3.  What  examination  techniques  do  you  use  to  enforce  ECOA 
with  respect  to  non-mortgage  related  lending?  Given  the  paucity  of 
statistical  data  what  "flags"  do  you  instruct  examiners  to  look  for 
to  detect  non-mortgage  related  lending  discrimination? 

— and — 

Q.4.  How  do  these  "flags"  differ  from  those  you  look  for  to  detect 
discrimination  by  mortgage  lenders  not  falling  under  HMDA? 

A.3.  &  A.4.  The  examination  approach  described  in  our  response  to 
questions  1  and  2  under  "Examination  Techniques"  applies  equally 
to  types  of  credit  other  than  home  mortgage  loans.  A  thorough  fair 
lending  review  begins  with  an  evaluation  of  lending  policies,  proce- 
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dures,  underwriting  guidelines,  the  adequacy  of  training,  and  self- 
assessment  efforts.  The  review  also  includes  detailed  interviews 
and  discussions  between  an  examiner  and  a  savings  association's 
senior  management,  compliance  officer,  internal  auditor,  lending  of- 
ficers, and  other  personnel  responsible  for  the  association's  compli- 
ance with  fair  lending  laws  and  regulations. 

Based  upon  this  review,  an  examiner  develops  various 
hypotheses  about  an  association's  treatment  of  credit  applicants 
and  its  level  of  compliance.  These  hypotheses  are  proved  or  dis- 
proved by  analyzing  judgmental  samples  of  accepted  and  rejected 
credit  files.  Our  examiners  may  not  have  available  data  concerning 
the  race  of  applicants  for  non-mortgage  loans;  however,  they  do 
have  access  to  information  concerning  consumer  complaints,  and 
our  examiners  should  be  alert  to  evidence  of  differential  treatment 
on  any  prohibited  basis.  Illegal  discrimination  may  be  reflected  in 
instructions  given  to  lenders,  processing  time-frames,  approval  pro- 
cedures, documentation  required,  loan  fees  and  terms,  or  how 
standards  and  exceptions  are  applied. 
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May  18,  1992 


NEnORANDUn  FOR: 


FROM; 


SUBJECT: 


PURPOSE 


REGIONAL  COMPLIANCE  MANAGERS 
REGIONAL  CONSUMER  AFFAIRS  MANAGERS 


Jerauld  C.  Kluckman 
Deputy  Assistant  Director 
for  Policy 


Procedures  For  Handling  Fair  Housing 
Comolaints 


This  -memorandum- establishes  procedures  for  the  Office  of 
Thrift  Supervision  to  implement  a  Memorandum  of  Understanding 
( "MOU" )  between  the  U.S.  Department  of  Housing  and  Urban 
Development  ( "HUD" 1  and  the  member  agencies  of  the  Federal 
Financial  Institutions  Examination  Council  ("FFIEC"!.   This 
also  serves  to  reaffirm  and  clarify  existing  OTS  procedures 
for  processing  and  handling  fair  housing  complaints.   This 
memorandum  supersedes  any  previous  guidelines  governing  the 
handling  of  fair  nousing  complaints. 

BACKGROUND 

The  Fair  Housing  Amendments  Act  of  1988  ("the  Act")  and 
its  implementing  regulations  explicitly  require 
administrative  coordination  between  HUD  and  federal  agencies 
having  regulatory  authority  over  financial  institutions. 

In  order  to  further  promote  the  intent  and  requirements 
of  the  Act,  HUD  and  member  agencies  of  the  FFIEC  recently 
adopted  the  attached  MOU  (Attachment  A).   Pertinent 
procedural  excerpts  from  HUD's  implementing  regulation  (24 
CFR  103)  are  also  attached  (Attachment  B).   Please  consult 
these  documents  as  needed  in  conjunction  with  this 
memorandum. 


OTS  PROCEDURES  FOR  FAIR  HOUSING  COMPLAINTS 

1.   OTS  Procedures  for  Incoming  Hail 

Complaints  covered  by  the  Act  should  be  identified 
immediately  upon  receipt  and  be  distinguished  from  other 
discrimination  complaints  which  are  m  no  way 
dwelling-related.   Both  categories  of  discrimination 
complaints  should  be  distinguished  from  other  complaints  that 
do  not  involve  discrimination  at  ail. 
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Many  compiainrs  revered  by  the  Acr  will  also  be  covered 
by  OTS  nondiscriminacion  reauiations  or  other  laws  and 
regulations,  sucr.  as  zr.e    Equal  Credit  Opportunity  Act, 
implemented  by  Reauiation  B.   However,  if 

-the  complaint  alleges  discrimination  based  on  race, 
color,  religion,  national  origin,  sex,  familial  status  or 
handicap;  and 

-Che  transaction  described  is  dwelling-related  or 
dwelling-secured   all  home  equity  loans  are  covered  by  the 
Act); 

you  should  follow  the  procedures  below  for  fair  housing 
complaints . 

Complaints  sncuid  be  acknowledged  within  three  business 
days.   Th^  acknowieaqment  letter  should  inform  the 
complainant  of  his/her  rights  under  the  Act.   Whenever 
appropriate,  the  letter  should  also  indicate  if  the 
allegations  may  also  involve  other  laws  or  regulations 
administered  by  OTS.   The  MOU  provides  for  such  initial 
identification  of  issues  by  the  financial  regulatory  agency. 
The  acknowledgment  letter  should  also  advise  the  complainant 
that  copies  of  the  rcmplamt  and  acknowledgment  letter  are 
being  forwarded  to  HUD  m  accordance  with  the  MOU.  (See  Model 
Letter  Attachment  C: 

A  copy  of  the  ccmpiaint  and  acknowledgment  letter  should 
be  forwardea  i.iuneaiateiv  to: 


Office  for  fair  Housing  and  Equal  Opportunity 

HUD,  Room  5100 

451  Seventh  St. ,  SW 

Wasnington,  ZC    10410 

Att:  Director,  Office  of  Investigation 

A  copy  should  also  oe  sent  promptly  to  Consumer  Programs  in 
Washington,  whic.n  will  be  the  key  contact  for  HUD  in  tracking 
and  coordinatma  fair  housing  complaints. 

When  Consumer  Programs  receives  a  complaint  from  HUD,  in 
accordance  with  the  lOU,  it  will  promptly  forward  the 
complaint  to  the  appropriate  region  for  investigation  and 
response.   The  region  should  immediately  acknowledge  receipt 
to  the  HUD  contact  aoove.  so  that  HUD  fair  housing  personnel 
know  who  is  invest loatmg  the  complaint  on  behalf  of  OTS  and 
the  MOU  requirements  are  fulfilled.    The  region  should  also 
send  an  acknowiedanent  to  the  complainant  vithin  three 
business  days.    See  ^odei  Letter  Attacnment  D.) 
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2..    OTS  Investigation  Procedures 

Upon  receipt  frcm  any  source  of  a  fair  housing  complaint 
involving  a  savings  institution,  the  OTS  region  should 
proraptly  undertaxe  an  investigation.   Every  effort  should  be 
made  10   compile  and  review  all  relevant  information  within  30 
days  from  receipt  rt  tne  complaint.   At  any  stage  during 
investigation  of  a  fair  housing  complaint,  regional  consumer 
affairs  staff  may  consult  Consumer  ?rograms  personnel. 

Review  eacn  complaint  to  determine  all  issues  raised  and 
to  identify  any  other  regulatory  problems.   After  determining 
the  issues,  initial  complaint  codes  should  immediately  be 
entered  for  each  issue  identified.   For  nationwide  tracking 
purposes,  the  first  code  should  always  be  Fair  Housing  Act. 
in  accordance  wicn  -ne  revised  compxaint  codes.   A  comment 
snouid  be  aaaed  if  .T.ore  cnan  three  cooes  are  required. 
After  the  ^complaint  .s  resolved,  the  code(s)  should  be 
reviewed  to  assure  that  all  regulatory  issues  have  been 
properly  documented. 

The  region's  first  communication  with  the  institution 
should  request  the  institution's  complete  file  regarding  the 
complainant's  loan  application  or  other  transaction.   The 
initial  communicat icn  should  also  request  specific  responses 
to  each  of  the  ccmpiainant ' s  allegations.   In  addition, 
complaint  specialists  should  request  any  other  information  or 
material  that  appears  pertinent  and  helpful  from  initial 
review  of  the  incoming  complaint.   Ask  the  institution  to 
respond  within  two  weexs.   Whenever  you  have  a  substantive 
conversation  wicr.  -,r.e  institution  about  the  case,  preoare  a 
brief  memorandum  for  the  file. 

As  m  all  cases  of  alleged  discrimination,  regional 
staff  snouid  mter-iew  the  complainant  by  teiepnone  or  m 
person  m  order  to  cotain  as  muc.T  information  as  possible. 
The  interview  should  be  conducted  within  two  weeks  after 
receipt  of  the  complaint.   Whenever  the  complaint  specialist 
obtains  mformacicn  from  the  complainant  by  teiepnone  or 
personal  interview,  the  specialist  should  prepare  a  summary 
for  the  complainant's  file. 

If  tne  complaint  specialist  later  needs  additional 
:Joc-jmentation  cr  .nfcrmation  from  the  complainant,  he  or  she 
should  contact  the  rompiamant,  by  teiepnone  or  m  writing, 
stating  cleariy  wnat  is  needed  and  prcvidina  a  reasonaole 
late  cy  wmcn  -r.e  .nf crmation  is  needed. 

After  rctair.ir.o  ail  relevant  information  from  the 
complainant  ana  tne  association,  make  a  prompt  determination 
regarding  vnetner  rr  not  an  cn-site  investigation  is  needed 
to  resolve  the  complaint.    If  an  on-site  investigation  is 
needed,  the  consumer  specialist  should  proraptly  communicate 
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•-'ith  the  regional  rompi-ance  :nanaaer,  indicating  the 
aoprsxinate  length  cf  time  needed  to  conduct  the 
invest laation ,  the  specific  questions  that  require  answers, 
ana  tne  specific  information  or  documentation  that  will 
contribute  to  resolution. 

3 .  Coordination  with  HUD 

Subject  to  OTS  policies  and  procedures  and  the 
requirements  of  Section  4  of  the  flOU,  OTS  personnel  should 
maxe  every  effort  to  cooperate  with  HUD  personnel  who  may  be 
interested  m  the  same  complaint.   Requests  for  consultation 
or  ]oint  investigation  should  be  granted  whenever  feasible. 
When  wasnmgton  staff  receives  requests  directly  from  HUD  for 
consultation  or  ^oint  investigation,  the  requests  will  be 
promptly  referred  to  the  region  for  its  consideration. 

Throughout  the  investigation  and  resolution  of  fair 
housing  complaints,  OTS  regional  staff  should  consult  with 
HUD  fair  housing  staff  whenever  sucn  consultation  may 
expedite  and  ennance  OTS  or  HUD  implementation  of  their  fair 
housing  responsibilities. 

Any  HUD  request  for  OTS  records  must  be  made  in  writing 
and  in  a  manner  consistent  with  applicable  laws  and 
regulations,  including  the  Right  to  Financial  Privacy  Act  and 
the  Privacy  Act.   To  the  extent  permitted  by  law,  OTS  will 
make  every  effort  to  provide  information  which  is  relevant 
and  necessary  to  HUD's  fair  housing  investigation.   Regional 
transmission  of  sucn  records  should  always  be  accompanied  by 
a  letter  from  OTS  specifying  the  materials  transmitted  and 
the  purposes  for  wnic.-.  t.hey  may  be  used.   (See  model  letter 
Attachment  E.;   :n  conjunction  with  each  HUD  request  for 
information  from  GTS,  HUD  and  OTS  will  agree  upon  the  time 
frame  for  providing  the  information  to  HUD. 

The  memoer  agencies  of  the  FFIEC  have  reserved  the  right 
to  receive  reimbursement  from  HUD  for  any  costs  in  excess  of 
S500  incurred  in  providing  information  or  documentation.   If 
regional  staff  determines  they  have  incurred  such  costs 
exceeding  S500,  and  believes  HUD  snouid  be  billed  in  the 
specific  situation,  they  should  provide  a  memorandum 
jescribina  the  rests  to  Consumer  Programs. 

-1 .  Guidelines  for  Disposition  of  All  Discrimination 
Complaints 

a.  Prmcicles 


The  reaicn's  final  response  to  t.he  complainant  snouid 
address  all  issues  raised  by  the  complainant  and  include  an 
explanation  rf  the  ronclusioni  s  i  reacr.ed.   If  no  violation  of 
law  or  regulation  .^as  occurred,  the  letter  should  indicate 
the  same  and  state  the  reasons  for  the  conclusion. 
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If  the  findings  fail  to  prove  or  disprove  the  complaint, 
the  complainant  should  be  advised  o£  his/her  rights  to  pursue 
the  matter  througn  other  channels  and  OTS  should  explain  that 
our  inability  to  substantiate  the  charges  does  not  foreclose 
the  complainant's  right  to  pursue  other  courses  o£  action. 

If  the  institution  takes  corrective  action  prior  to  the 
close-out  letter,  the  complainant  should  be  advised  of  the 
action  taken  by  the  institution. 

If  it  is  determined  that  violations  of  pertinent  fair 
lending  laws  and  regulations  appear  to  be  present,   the 
complainant  should  be  informed  of  this  determination  and 
advised  what  action  the  institution  has  been  instructed  to 
take  in  relation  to  the  complainant,  in  accordance  with  OTS 
nondiscrimination  enforcement  guidelines. 

If  in  the  course  of  investigation  of  any  complaint, 
policies  of  practices  inconsistent  with  nondiscrimination 
laws  or  regulations  are  discovered,  the  regional  office 
should  request  remedial  action  whether  or  not  the  policies 
and  practices  are  directly  related  to  the  complaint  and 
whether  or  not  the  specific  issues  raised  by  the  complaint 
are  sustained.   These  matters,  as  well  as  any  findings  of  a 
pattern  or  practice,  should  be  referred  to  Regional 
Compliance  Programs  for  further  disposition  and/or  referral 
in  accordance  with  such  guidance  as  OTS  may  provide. 


Timeframes  and  Procedures 


In  most  cases,  complaints  should  be  resolved  within  30 
days  after  the  receipt  of  the  complaint.   If  the  30  day  time 
limit  cannot  be  met,  the  region  should  send  one  or  more 
interim  responses  to  the  complainant  and  Consumer  Programs 
should  be  informed  of  any  such  unavoidable  delay  prior  to  the 
4Sth  day  after  receiving  the  complaint.    Complaints 
involving  on-site  examinations  should  be  resolved  within  no 
more  than  60  days  from  receipt  of  the  complainant's  letter 
and  interim  Letters  should  be  sent  to  the  complainant. 

Once  a  compiamt  is  resolved,  the  regional  office  should 
immediately  provide  a  copy  of  the  final  response  to  the  HUD 
Fair  Housing  contact  above.   The  file  should  not  be  sent  to 
HUD.   Instead,  a  copy  of  the  complete  file,  including  the 
correspondence  with  HUD,  should  be  sent  in  a  timely  manner  to 
Consumer  Prcarams,  to  assist  in  its  review  of  fair  housing 
complaint  procedures. 

The  MOU  also  requires  HUD  to  notify  OTS  expeditiously  of 
Its  determinations  and  actions  with  respect  to  institutions 
regulated  by  OTS.   Whenever  Consumer  Programs  receives  such 
notification  from  HUD,  it  will  immediately  advise  the 
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appropriate  region. 

6.  Inpieaentation 

These  procedures  take  effect  May  30,  1992.   Any  problems 
in  implementation  should  be  brought  to  the  attention  of 
Consumer  Programs,  so  they  can  be  discussed  during  quarterly 
consultations  with  HUD  as  provided  in  the  MOU. 
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Office  of  Reg-jicTorv  Acrrynties 


.xnioi t 


Thritt  BulieTE 


Hanobootc:  Comatiance  Activities 
Subiects:       Nonaiscnminaiion 


S«cnon: 
Apnl  19. 


Disparities  in  Mortgage  Lending 


Summary:  The  Fedeai  Home  Loan  Bank  System  u  nnniy  coiramned  to  the  vigoiDus  en/uiueuient  of  the  n. 
lenoing  laws  in  this  counov.  This  Bulletin  ■«  ■■iifit«««<T»«  uie  amrmanve  obligations  or  thnft  msntuDons  to  hei 
meet  the  creait  neeas  or  their  counnunities  m  a  nonaiscmninatory  manner  and  suaunanzcs  the  Federal  Hoir. 
Loan  Bank  Board's  program  lor  enrarang  nondiasuninatoiy  treatment  oi loan appiicans. 


For  turuigr iimrwatum  Comscr 
The  FHLBanc  District  in  wmch  vou 
are  loeited  or  the  Comoliance  ?n>- 
grams  Divisuin  oi  the  Office  of  Reg- 
ulatory Activities.  Wastungisn.  DC 

TTinft  Bullttai  25     ~  ' 

Eqiial  aoeeas  to  the  credit  markets 
by  all  people  is  both  an  economic 
and  soaal  good,  m  addition  to  being 
the  law  of  the  land.  Discnminaoon 
has  no  place  in  this  sooetv  and 
aifinnanvc  eHtvts  of  thnn  insntu- 
oons  to  aMuie  that  they  do  not 
cn^ge  in  diacnminatory  practices. 
either  mtawonaliy  or  uxunientioit- 
ally,  IS  vital  to  assure  eiiual  and  fair 
oeauiieiiL 

BacK^romd 

A  review  of  the  intormaoon  m  the 
Daa  Submission  Reoora  tnai  thrift 
insotuBons  ctnnpile  rrom  tner  Loan 
Appiicaoon  Registers  pursuant  is  12 
<_(-K  52S.6  shows  that,  in  most  cases, 
mmonry  appb^uits  are  reiected  for 
home  morrgage  loans  more  ne- 
ouentiy  than  noruninonoes.  The 
Boara  IS  concemeo  aoout  -jie  dis- 
pannes  reilectea  in  the  oaa.  While 
the  oau  alone  ooes  not  crove  dts- 
aiminaaon  by  the  moustrv  or  dv 
inaiviauai  insntuoons.  anv  aisoan- 
ties  m  ttie  data  must  oe  ruUv 
exDioreo  by  both  exanruners  u\a 
thnit  insntuoons. 

Oblipnons  ofThnft  insnnjtions 

Under  the  Cotnmunitv  Reinvest- 
ment Act  and  assooaiea  Boara  reg- 


ulations, thnft  insntuoons  have  an 
affinnaiTve  obligation  to  help  meet 
the  o«dit  needs  of  ther  enure  com- 
muiuncs  on  a  rumdisantmnatory 
baai.  consuteru  with  sate  and 
sound  operation,  in  addition,  thnft 
insatuoons  arc  subiea  to  a  numntr 
of  othB'  la%vs  and  rvgulanons.  such 
as  the  Equal  Credit  Oppominiiy 
Act.  that  prahitait  lending  disoani- 
nation. 

Tlirift  insntuoons  should  etamme. 
at  least  annually,  their  own  poiioes. 
prooedores.    losing    actmty    and 
data,  indnding  then*  wiiubi  nndcr- 
wntmg  sandards  and  the  pncnces 
iuipieuiBiang  then,  to  be  sure  that 
no    illegal   diaaimnaiory    loiding 
pncnca  could  rcsuU.  As  part  of  this 
review,  insatuoons  should  analyze 
the  Oaa  Submission  Repons  they 
I    submt  and  the  Loan  Appiicaoon 
i    RcgistBS    to    help    determine    the 
I   cause  of  any   lending  dispanncs. 
I    Daa   compiled   under   the   Home 
i    Mortgage    Disclosure    Aa    should 
I    also  be  careruUy  analyzed.  Funher- 
:    more,  thnft  insatuoons  should  con- 
'    duct  reviews  oi  their  own  comoii- 
ance    with    the    nondisoimmanon 
Laws  and  regulations.  To  assist  m 
conducnne    intenui    reviews,    tfie 
manual  "Compliance:  A  Self  Assess- 
ment Guide",  which  was  preoared 
and  distnbuted  to  everv  thjnit  insn- 
tution  m  July  19S8.  can  be  consulted. 


Fwlpral  HoTT>»  Loan  Bank  Board 
Imnanv-w 


The  Board  has  a  numt>er  of  pro- 
grams    unaerway    to    ensure    that 


insotuoons  comply  with  the  no: 
aiminaoon  lauvs  and  regular 
Hrst.  the  Board  recently  appro\ 
speoalized  eammaoon  prot 
for  the  compliance  area 
involves  the  usci  of  a  sepanie  n 
naoon  itnce  of  tpeoallyHrainea 
sonnel  to  conduct  ismplianoe  c 
inaticfw  The  *^t*i  ?***'*  n  appro 
scparas  comoiiance  c9Q0iiiu 
program  reaiiuuis  the  Board's  t 
mitmcnt  to  amirmg  that  thrift  t 
agenem  complies  %vith  la  respt 
b^des  under  appbatalc 
retfuucments  and  sandards  of 
dent  management.  As  pan  of 
program,  exammen  will  roun 
analyze  the  Oaa  Submuaon  Re 
information  at  part  of  each  eoE- 
Bon  and  make  any  additional  ir 
bgaoons  deemed  necessry. 

The  Board  hasdeveiooed  an  ex 
naoon    handbook    devoad    e; 
sivdy  to  ecamirttng  and  enter 
compiiance  with  the  consumer 
tecnon   laws   and   regulations. 
Commuiuty  RemvcsimBit  Act. 
other  pubhc-interest  laws  sue 
j    the  Bank  Seoecy  Act.  This  h: 
I    book  should   be  in   the   hano: 
i    every  ttinft   institution  ano   e- 
I    exanuner    invoivea    in    reviev 
I    compuance  issues  in  the  near  rur 

,  Furthermore,  the  Board  is  inoen- 
:    ing  tfinfts  wnose  previous  Data  : 

mission  Reports  indicaiea  wic 
!  disoarate  trends  involving  race 
I  census  tract  income  ieveis.  In  c 
j    junction    with    tfie    reoerai    He 

Loan  Banks,  targeted  visits  to  v 
I    thnfts  will  be  conouctea.  usuie 


P«f«  I 
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Thrift  BuileTin 


tb: 


^au    Submisacjn    Rgixim    as    the  disoumivition  that  anse  m  connec- 

=asis  tor  tne  exuxunaaon.  Exanun-  Don  with  these  invesneations  vnH 

en    wtU    inaivze    iharoueniv    the  '    be  subieci  to  the  ruU  eiiaii  ot  our 

lename  pouoes  ana  |nn«»«iii>—  or  sucoruorv        and        ouoicBnou 

these  tnnits.  Aitv  insaxioea  ot  'ii»*"i  autnonty. 


OOwsJ 


—  Da/TBi  W.  Cocnow.  Executive  Oirec 


?tfAOlZ 
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ymmB^HDUM-  aw   uihimmtb^hi  mt»  nxnici' 

DgPABTwrnrr  or  HonszBo  ahd  osbjui  DsvELoncBHT 


ESLurmiTiou  consczL  (ttxzci   Mmmira  aozbczzs 


1.  Purroae 

Tbis  Meoorandiim  of  Underscandinq  (HOU)  is  a  sec  of 
procedures  for  coordina'cion  and  cooperacion  in  the  invesriqacion 
of  coopiainrs  rhac  allege  a  violacion  of  the  Fair  Housxng  Act 
(FHAct) . 

The  oepartaent  of  Housing  and  UrJsan  Oavelopaent  (HUD)  is 
responsihle  for  administering  the  FHAct  and  inveacigating  the 
FHAct  coBiplaints  it  receives.   The  agencies  that  are  maasera  of 
the  FFXZC  (neaPer  agencies)  also  have  statutory  and  regulatory 
responsibility  for  investigating  and  resolving  coaplaints 
alleging  illegal  discrimination  in  residential  real  estate- 
related  transaccions  by  the  financial  institutions  they  regulate 
(regulated' institutions)  .   HUD  and  the  neoJoer  agencies  agree  to 
coordinate  their  efforrs  with  regard  to  the  FHAct  to:   a)  assure 
nondiscriaination  m  residential  real  estate-related  transactions 
by  the  regulated  institutions,  b)  minimize  duplicative  Federal 
efforts,  and  c)  reduce  the  burden  on  the  public. 

Nothing  in  this  MOU  shall  be  deened  to  address  interagency 
coordination  excepr  in  connection  with  investigations  of 
coaplaints  undertaken  by  HUD  and/or  the  aaaber  agencies  pursuant 
to  the  FHAct.   HUD'S  investigations  shall  not  be  deeiwd  to 
constitute  "examinations"  of  regxilated  institutions. 

This  Mon  does  not  apply  to  complaints  that  name  a  meaber 
agency  as  a  respondent. 

2.  MQl^ifigarion    of    Cmimiaint    Peeeint 

CQgplaint  Flrsr  t^eceived  bv  a  Mgwber  Aoencv;   Upon  receipt 
of  a  complaint  that  appears  to  allege  a  violation  of  the  FHAct. 
that  is,  involves  an  allegation  of  discrimination  based  on  race, 
color,  religion,  national  origin,  sex,  familial  status  or 
handicap  in  a  residential  real  estate-related  transaction  by  a 
regulated  institution,  the  appropriate  member  agency  (i.e. .    the 
primary  regulator  of  the  regulated  institution)  will 
expeditiously  provide  a  copy  of  the  complaint  to  the  designated 
contact  in  HUD's  national  office  for  Fair  Housing  and  Equal 
opportunity.   At  the  saae  time,  the  meaber  agency  will  inform  the 
complainant  by  letter  of  his  or  her  rights  under  the  FHAct,  as 
well  as  other  pertinent  statutes  or  regulations ,  and  advise  the 
complainant  that  copies  of  this  letter  and  the  complaint  are 
being  provided  to  HUD.   A  copy  of  this  letter  will  accompany  the 
complaint  provided  to  HUD. 

Following  receipt  of  a  complaint  forwarded  by  a  aeaber  i 
agency,  HUD  will  expeditioiisly  send  the  meaner  agency  a  latter  j 
acicnovl edging  receipt. 
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Conmlaint  ?lr«r  o>ceive«A  bv  TOP:   Upon  receipc  of  a  FRAcr 
coBpiauic  againsc  a  requlaced  inscitucion.  HUD  will  expadltlotialy 
provida  c^e  headquazxers  of  the  appropriace  mmahav   aqancy  with  a 
copy  of  thac  coapiamr.   At  zhB   sama  ciae.  HOD  will  infona  cha 
coapiainzuic  thac  copies  of  this  laticer  and  tha  coapiainc  ara 
being  provided  to  che  appropriate  menoer  agency. 

Following  receipt  of  a  coaplaint  forwarded  by  HUD,  the 
aeaiser  agency  will  expeditiously  acJcnowledge  receipt  and  advise 
HDD  whether  the  allegations  in  the  coaplaint  involve  or  nay 
involve  laws  or  regulations,  other  than  the  FHAct,  administered 
by  the  menber  agency. 

3.  Coordination  in  Proeeasina  FHAct  Comalainta 

Upon  receipt  of  a  complaint  alleging  a  violation  of  the  FRXct 
involving  a  regulated  institution,  both  HDD  and  the  appropriate 
member  agency  will  coordinate  the  initiation  of  appropriate 
investigation  ( s )  and  processing  of  the  complaint  pursuant  to 
their  respective  regulations  and  procedures.   HDD  will,  as  in  all 
other  complaints,  provide  the  respondent  (the  regulated 
institution)  with  adequate  notice  of  the  investigation  and  of  any 
records  needed  from  the  respondent.   At  the  same  time,  HDD  will 
notify  the  member  agency  in  advance  of  the  dates,  times  and 
places  of  any  on-site  investigations  and  will  provide  an 
opportunity  to  participate.   If  member  agency  participation  is 
not  feasible,  HDD  may  consult  with  the  agency  regarding 
investigative  approaches. 

To  the  extent  permissible  under  their  policies  and  procedures, 
HUD  and  the  member  agencies  will  attempt  to  coordinate  their 
investigations  of  complaints  that  allege  a  violation  of  the 
FHAct.   In  undertaJcing  their  respective  investigations,  HDD  and 
the  member  agencies  will  consider  each  other's  regulations, 
policies  and  procedures,  including  the  statutory  and  regulatory 
deadlines  governing  HDD  actions. 

4.  Inforgation  Ppmi«»f;y.^ 

HDD  requests  to  member  agencies  for  their  records  shall  be 
made  in  writing  and  in  a  manner  which  is  consistent  with  any 
applicable  laws  and  regulations,  including  the  Right  to  Finemcial 
Privacy  Act  and  the  Privacy  Act.   When  HDD  maJces  a  request  in 
writing  for  a  member  agency  to  provide  nonpublic  information  that 
the  member  agency  maintains  with  respect  to  the  lending  practices 
of  a  regulated  institution  or  group  of  regulated  institutions  it 
regulates,  the  member  agency  will  make  every  effort  to  provide 
that  information  which  is  relevant  and  necessary  to  HDD's  FHAct 
investigation,  co  the  extent  permissible  by  law.   (HUD 
understands  that  examination  reports,  working  papers  and  other 
examination- related  documents  are  the  property  of  the  member 
agencies  and  will,  therefore,  aaJce  its  requests  for  those 
documents  only  to  the  member  agencies  and  not  to  the  regulated 
institutions  involved  in  the  investigation.)   The  member  agencies 
reserve  the  right  to  receive  reimbursement  from  HDD  for  any  coats 
in  excess  of  S500  incurred  in  providing  this  information.   HDD 
and  the  member  agencies  recognize  that  cezxain  Federal  laws, 
includinq  the  Riaht  to  Financial  Privacy  Act  emd  the  Privacy  Act. 


728 


as  veil  as  agency  reguiacions  and  policies  governing 
canridenriality  ana  nondisclosure,  niay  iimir  tiieir  ability  ro 
poDlicly  release  ^nrorsation  received  from  eacn  ocfter. 
Therefore,  riie  names  agree  chat  if  tiie  agency  receiving 
-nforaarion  (otherwise  governed  by  such  laws,  regulations  and 
policies)  believes  rhat  release  or  sucii  information  is  necessary 
and  essential  to  effect  compliance  with  the  FHAct,  the  General  or 
Chief  Counsels  of  the  cwo  agencies  will  confer,  prior  to  any 
puialic  release  of  the  information.   With  regard  to  publicly 
availcJale  data,  the  raemner  agency  will  advise  HUD  of  their 
location  and  the  procedures  to  obtain  access  to  them.   Time 
frames  for  responamg  to  requests  will  be  agreed  upon  betveen  the 
two  agencies  on  a  case-by-case  basis. 

5 .  Deterainatisns  and  Decisions 

With  regard  to  HUD  processing  of  FHAct  complaints  against 
regulated  institutions,  HUD  will  expeditiously  notify  the 
headquarters  of  the  nemDer  agency  of: 

A.  the  reason  for  closing  the  complaint  (and  will  provide 
the  memxaer  agency  with  a  copy  of  any  conciliation 
agreement) ;  or 

B.  the  HUD  determination  of  whether  there  is  reasonable 
cause  ZD   deiieve  there  has  been  a  violation  of  the 
FHAct :  and 

any  election  by  the  complainant  or  respondent  to  have  a 
charge  neard  m  Federal  district  court,  or 

the  issuance  of  a  final  decision  after  an 
administrative  hearing. 

With  regard  to  xemcer  agency  processing  of  complaints 
involving  both  the  FHAct  and  one  or  more  memDer  agency- 
administered  laws  or  regulations,  the  member  agency  will 
expeditiously  notify  HUD  of  its  determination  or  other  reason  for 
closing  the  complaint. 

6.  Impleiaentaricn 

This  MOU  becomes  effective  not  later  t.han  130  days  after  it 
is  signed  by  all  parties.   Prior  to  the  effective  date,  HUD  and 
the  member  agencies  will  each  establish  internal  procedures  for 
implementation.   HUD  and  the  member  agencies  will  provide  eacn 
other  with  copies  of  these  procedures. 

HUD  will  provide  che  memcer  agencies  at  least  annually  with 
a  list  of  regulatea  institutions  that  were  named  as  respondents 
in  complaints  filed  during  the  preceding  twelve-nonth  period.   At 
least  annually,  the  nemcer  agencies  will  provide  HUD  with  current 
lists  of  the  institutions  they  regulate  to  enable  HUD  to  notify 
the  appropriate  r:emcer  agency  when  HUD  receives  a  complaint 
against  a  regulatea  institution. 
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HUD   and  ziie  memoer  agenciea   agree   co   confer  quarrerly  and  Co 
meet:  ac   lease  annually  co   assess   the   jjaplemen'caca.on  o£   tills  MOU. 


Name    :        Gordon  H.    Mao^ield 

Title t        Assc.    Sec.    for  Fair  Housing  and  Equal  Opporrunltiy 

Agency:      Deparmenc  ox   Housing  and  Urban  Oevelopman'C 


OacZ 


Name  :    Roberr  1.  Ciarxe 

Title;    Comotroiler  of  the  Currencv 
Agency:   Coaptroller  of  the  Currency 


/l-*r-^» 


Daca 


/ 


ku4(^A/if, 


^LU 


Nbme  :  John  ? .  LaWare 

Title:   Memoer.  Board  of  Governors 

Agency:   Board  of  Governors  of  the  Federal  Resezrve  System 


Name  : 

Title: 
Agency : 


T.  Toothy  Ryan 

Director 

Office  of  Thrift  Supervision 


/ 


// 


Name    : 

Title: 
Agency: 


TTnsfsen 


National  Credit  Union  Administration 


Name    :         flLLi^lasa  Tavior 

Title:        Chairaan 

Agency:      Federal   Deposit   Insurance  Corooration 


^^' 


Data 


hhnkii 


Data 


.€ata 
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CONNIE   MACK     flOR'OA 
WILLIAM  V    ROTH     JR     OELAWARC 

PETE  V   OOMENiCi   NEW  MEXICO 

NANCV   LANOON   KASSESAUM    KANSAS 
ARLEN  SPECTER    PENNSVLVANtA 


STEVEN  B   HARRIS   STAt»  DIRECTOR  AND  Cmi£»  COUNStL 
LAMAR  SMITH    REPUBLICAN  STAfF  DIRECTOR  AND  ECONOMtST 


Bnited  States  Senate 

COMMITTEE  ON  BANKING.  HOUSING.  AND 
URBAN  AFFAIRS 

WASHINGTON.  DC  20510-6075 


January  15,  1993 

Stephen  R.  Steinbrink 

Acting  Comptroller 

Office  of  the  Comptroller  of  Currency 

250  E  Street,  S.W. 

Washington,  D.C.   20219 

Dear  Mr.  Steinbrink: 

The  Senate  Committee  on  Banking,  Housing,  and  Urban  Affairs  has 
tentatively  scheduled  a  hearing  to  be  held  on  Wednesday,  February  24, 
1993,  to  examine  the  problem  of  mortgage  and  other  lending  discrimination. 
In  preparation  for  that  hearing  and  in  support  of  ongoing  oversight 
activities,  the  Committee  would  like  certain  information  from  your  agency 
concerning  your  fair  lending  compliance  activities. 

Enclosed  please  find  a  compilation  of  questions,  the  responses  to  which 
should  be  delivered  to  the  Committee  by  Friday,  February  12,  1993.   Please 
deUver  your  responses  to  Matthew  Roberts  of  my  staff  at  the  Dirksen 
Senate  Office  Building,  Room  534,  Washington,  D.C.  20510. 

Thank  you  for  your  cooperation. 


Sin^ely, 

^     Donald  W.  Rieg 
Chairman 


DWR/mr 
enc. 
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RESPONSE  TO  WRITTEN  QUESTIONS  FROM  SENATOR  RIEGLE 

BY  STEPHEN  R.  STEINBRINK 

LENDING  DISCRIMINATION  QUESTIONS 

Compliance  Structure 

Q.l.  What  division  within  your  agency  conducts  fair  lending  exami- 
nations? To  whom  within  the  agency  do  the  examiners  report?  Do 
these  supervisors  have  other  responsibilities  besides  fair  lending 
and/or  Community  Reinvestment  Act  compliance? 

A.1.  The  Office  of  the  Comptroller  of  the  Currency  (OCC)  is  in  the 
midst  of  far-reaching  changes  with  regard  to  the  matters  raised  by 
these  questions. 

At  present,  OCC  examiners  working  in  approximately  duty  dis- 
crimination examinations  and  the  lending  discrimination  compo- 
nent of  routine  compliance  examinations.  These  examiners  also 
perform  commercial  examinations.  All  these  activities  are  carried 
out  under  the  direction  of  our  six  district  offices.  The  chain  of  su- 
pervision within  which  the  examiners  currently  work  is  responsible 
for  both  safety  and  soundness  and  compliance  (including  fair  lend- 
ing) aspects  of  bank  supervision. 

After  a  thorough  review,  the  OCC  recently  decided  to  replace  this 
arrangement  witn  compliance  examiners  specializing  in  consumer 
matters,  including  nondiscrimination  (among  other  consumer  pro- 
tections) and  compliance  with  the  Community  Reinvestment  Act 
(CRA).  Compliance  examiners  will  be  commissioned  national  bank 
examiners  who  progress  through  a  compliance  career  ladder.  Their 
work  will  be  supported  by  generalist  assistant  and  associate  exam- 
iners and  supervised  by  compliance  managers. 

The  overall  guidance  for  the  compliance  program  will  continue  to 
come  from  the  OCC's  Compliance  Management  Department. 

We  expect  the  new  compliance  program  to  be  substantially  oper- 
ational by  early  1994. 

Q.2.  Would  a  separate  division  devoted  to  fair  lending  and  commu- 
nity reinvestment  examinations  enhance  your  agency's  compliance 
effi)rts?  Why  or  Why  not? 

A.2.  The  OCC  does  not  have  special  "fair  lending  examiners"  cur- 
rently, but  is  starting  to  implement  a  program  that  will  include 
specialized  consumer  examiners  who  will  examine  for  lending  dis- 
crimination and  CRA  compliance,  along  with  other  consumer  pro- 
tections. 

We  anticipate  that  the  new  specialist  examiners  in  our  compli- 
ance program  will  significantly  improve  our  compliance  effi)rts  in 
the  fair  lending  and  community  reinvestment  areas.  Specialist  ex- 
aminers should  be  more  effective  in  their  assessments  of  national 
banks'  compliance  with  laws  and  regulations,  including  fair  lending 
laws,  than  are  generalist  examiners. 

Q.3.  Are  there  any  structural  factors  (such  as  job  classification) 
that  preclude  or  impede  consumer  compliance  examiners  from 
being  promoted  to  supervisory  positions? 

A.3.  There  will  be  no  structural  barrier  to  the  promotion  of  compli- 
ance specialist  examiners  to  supervisory  positions  in  the  new  com- 
pliance program. 


70-832  0-93-24 
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Q.4a.  How  many  staff  personnel  are  allocated  for  fair  lending  en- 
forcement? 

A.4a.  The  OCC  annually  devotes  approximately  200  FTEs  to  direct 
compliance  supervision.  Each  OCU  district  office  supplements  its 
core  of  generalist  examiners  with  a  limited  number  of  Consumer/ 
CRA/Retail  experts  who  devote  a  large  portion  of  their  time  to  sup- 
porting the  district's  activities  to  identify  lending  discrimination 
and  examine  for  CRA  compliance. 

Beginning  in  1994,  there  will  be  between  100  and  150  commis- 
sioned examiners  devoted  solely  to  compliance  supervision.  They 
will  be  supported  by  compliance  technicians  and  by  assistant/asso- 
ciate national  bank  examiners  who  will  perform  both  safety  and 
soundness  and  consumer  compliance  examinations. 

Two  fair  lending  specialists  in  OCC  headquarters  work  full-time 
on  matters  related  to  lending  discrimination  enforcement,  focusing 
on  residential  lending.  Another  specialist  in  headquarters  devotes 
a  substantial  portion  of  his  time  to  Equal  Credit  Opportunity  Act 
(ECOA)  issues. 

These  specialists  participate  directlv  in  lending  discrimination 
reviews  of  national  banks,  provide  tecnnical  assistance  to  examin- 
ers conducting  compliance  examinations,  offer  training  to  OCC  ex- 
aminers, develop  examination  techniques  and  strategies  for  detect- 
ing discrimination,  facilitate  the  flow  of  evidence  of  possible  dis- 
crimination to  HUD  and  DOJ  and  coordinate  investigative  activi- 
ties with  those  agencies,  and  produce  guidance  to  help  the  industry 
prevent  illegal  discrimination. 

Q.4b.  Approximately  how  much  time  do  they  spend  per  year  on  fair 
lending  compliance  related  work? 

A.4b.  We  do  not  record  separately  the  time  devoted  to  examining 
for  compliance  with  nondiscrimination  and  consumer  protection 
laws,  but  reviewing  bank  lending  activities  to  identify  discrimina- 
tion is  a  required  component  of  compliance  examinations.  In  1991, 
about  six  percent  (199  work  years)  of  our  work  years  was  devoted 
directly  to  compliance.  This  was  about  14  percent  of  supervisoiy 
time.  About  26  percent  of  that  time  was  devoted  to  CRA  compli- 
ance. We  are  compiling  1992  figures  and  will  forward  them  shortly. 
Our  district  offices  report  that  the  lending  discrimination  portion 
of  a  routine  compliance  examination  of  a  community  bank  takes 
one  examiner  one  week  or  longer,  for  a  regional  bank,  it  takes  two 
or  more  examiners  two  weeks  or  longer  to  examine  for  lending  dis- 
crimination. 

Q.5.  What  is  the  nature  of  the  training  for  fair  lending  examiners? 

A.5.  Presently,  examiners  attend  a  five-day  District  Consumer 
Compliance  Examination  Techniques  School.  Six  and  one-half 
hours  of  this  school  are  devoted  to  ECOA  and  the  Fair  Housing  Act 
(FHAct)— including  a  case  study  that  encompasses  loan  file  re- 
view— and  an  additional  eight  hours  are  devoted  to  community  re- 
investment and  home  mortgage  disclosure  requirements. 

Prerequisite  to  this  school  is  an  eight-module  computerized  tuto- 
rial introducing  various  consumer  topics,  including  Truth  in  Lend- 
ing, CRA,  Regulation  B,  Regulation  CC,  Regulation  E,  Regulation 
DD,  Bank  Secrecy  Act,  and  regulations  concerning  residential 
mortgage  lending.  Students  must  complete  and  pass  tests  on  each 
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of  these  modules  before  attending  the  classroom  instruction.  The 
average  time  to  complete  this  tutorial  is  about  36  hours. 

We  also  conduct  specialized  training  for  senior  examiners  who 
spend  the  vast  majority  of  their  time  performing  compliance  exami- 
nations at  the  largest  national  banks.  At  the  specialized  compliance 
training  seminars  in  1992,  the  lead  attorney  in,  the  Justice  Depart- 
ment's lending  discrimination  investigation  in  Atlanta  advised  the 
examiners  in  methods  to  conduct  inquiries  into  possible  mortgage 
lending  discrimination  and  described  the  approaches  and  findings 
from  the  Atlanta  investigation.  The  director  of  the  systemic  hous- 
ing discrimination  investigation  program  for  the  U.S.  Department 
of  Housing  and  Urban  Development  (HUD)  also  made  presen- 
tations. 

We  also  have  offered  several  times,  and  continue  to  develop,  a 
day-long  training  module  on  residential  lending  discrimination.  The 
module  reflects  such  recent  developments  as  the  Justice  Depart- 
ment's consent  order  in  Atlanta  and  the  Federal  Reserve  Bank  of 
Boston's  recent  study,  as  well  as  feedback  from  our  current  field- 
testing  of  innovative  examination  techniques  to  identify  discrimina- 
tion. The  module  is  designed  both  to  offer  technical  guidance  and 
to  make  certain  that  senior  examiners  and  others  understand  the 
effects  of  racial  discrimination  and  the  importance  of  enforcing  civil 
rights  laws.  (See  Enclosure  A,  Training  Agendas.) 

As  a  result  of  our  new  program  for  compliance  examinations,  in- 
cluding specialist  examiners,  we  are  re-evaluating  all  of  our  compli- 
ance training.  This  is  proceeding  concurrently  with  the  re-evalua- 
tion of  lending  discrimination  training  for  all  financial  regulators 
that  is  being  carried  out  by  a  contractor  for  the  Federal  Financial 
Institutions  Examination  Council  (FFIEC).  We  will  revise,  as  ap- 
propriate, existing  compliance  training  programs  and  develop  new 
and  updated  ones. 

Q.6.  Please  provide  a  breakdown  of  the  race,  ethnicity,  and  gender 
of  fair  lending  examiners  and  supervisory  personnel  by  job  classi- 
fication. 

A.6.  As  explained  in  the  responses  to  the  previous  questions  under 
this  heading,  OCC  does  not  presently  have  examiners  or  super- 
visors devoted  solely  to  fair  lending.  Enclosures  B  and  C  are  charts 
showing  the  distribution,  by  pay  grade,  race,  ethnicity,  and  gender, 
of  all  examiners  and  the  total  OCC  work  force. 
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Examination  Techniques 

Q.la.  What  instructions  do  you  give  examiners  on  the  types  of 
loans  and  the  number  of  files  that  they  should  review  in  a  fair 
lending  compliance  exam? 

A.la.  This  month  we  will  issue  interim  procedures  on  examining 
for  racial  and  ethnic  discrimination  in  residential  lending,  includ- 
ing procedures  for  selection  of  application  and  loan  files.  These  pro- 
cedures are  "interim"  while  we  continue  field  testing,  which  was 
begun  last  year,  and  while  we  await  the  result  of  the  review  of  all 
of  the  financial  regulators'  fair  lending  examination  techniques  by 
a  consultant  hired  by  the  FFIEC.  A  description  of  the  forthcoming 
examination  procedures,  which  focus  on  conventional  home  pur- 
chase loans,  is  enclosed.  (See  Enclosure  D.) 

In  banks  with  substantial  minority  loan  denials,  examiners  will 
review  all  denied  minority  applicants  for  a  specific  time  period,  or 
selected  minority  applicants  based  on  patterns  in  reasons  for  denial 
or  other  suspicious  circumstances  (as  shown  on  the  HMDA  Loan/ 
Application  Register  (HMDA-LAR)).  Examiners  also  will  review  as 
many  approved  white  applications  as  needed  to  learn  what  kinds 
of  accommodations,  exceptions,  and  assistance  customarily  are 
given  by  the  bank.  This  will  typically  mean  reviewing  four  to  five 
times  as  many  white  approvedf  files  as  minority  denied  files.  From 
this  basis,  the  examiner  can  judge  whether  any  minority  applicants 
were  denied  similar  advantageous  treatment. 

In  banks  with  few  minority  loan  denials,  the  examiner  mav 
adapt  the  forthcoming  examination  procedures  to  other  than  racial/ 
ethnic  distinctions  (for  example,  gender  or  marital  status),  or  may 
use  the  approach  stated  in  the  current  Comptroller's  Handbook  for 
Compliance  (Handbook). 

As  provided  in  the  Handbook,  at  the  initial  level  of  inquiry,  the 
examiner  Judgmentally  selects  a  sufficient  number  of  application 
and  loan  files  to  learn  whether  the  bank  follows  its  own  procedural 
safeguards  to  prevent  discrimination.  While  this  approach  is  suit- 
able for  measuring  compliance  with  specific,  explicit  requirements 
on  individual  loan  and  application  files  (such  as  many  stated  in 
ECOA  concerning  impermissible  inquiries  by  lenders,  signature  re- 
quirements, etc.),  it  is  less  useful  in  identifying  patterns  of  dispar- 
ate treatment  for  different  groups  of  applicants.  The  next  edition 
of  the  Handbook  will  place  principal  emphasis  on  comparing  the 
pattern  of  actual  treatment  of  applicants  as  called  for  in  the  forth- 
coming examination  procedures  for  residential  lending  discrimina- 
tion. 

Q.lb.  How  many  loan  files  are  sampled  as  part  of  an  examination? 
A.lb.  The  answer  to  the  previous  question  describes  sampling 
under  the  forthcoming  examination  procedures  for  residential  lend- 
ing discrimination,  >^^ich  eventually  will  be  incorporated  in  a  re- 
vised Compliance  Handbook. 

The  current  Compliance  Handbook  gives  the  examiner  discre- 
tion— for  the  first  level  of  review — to  select  an  "appropriate"  num- 
ber of  files  to  learn  whether  and  how  well  the  bank  implements  its 
own  compliance  program.  These  are  to  be  selected  from  those  that 
the  bank  has  used  for  its  own  internal  review.  Then,  if  there  is  rea- 
son to  lack  confidence  in  the  bank's  safeguards  or  otherwise  sus- 
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pect  discrimination,  the  Handbook  directs  the  examiner  to  a  table 
that  states  minimum  additional  numbers  of  accepted,  rejected,  and 
withdrawn  loan  and  application  files  to  be  reviewed.  The  guidance 
provides  that,  for  real  estate  loans,  from  14  to  26  files  should  be 
reviewed  (depending  on  the  size  of  the  bank)  evenW  divided  be- 
tween a  control  group  and  a  prohibited  basis  gjoup.  ^linimums  also 
are  provided  for  commercial  loans  and  other  consumer  loans. 

Q.lc.  Does  the  number  of  files  sampled  vary  by  the  size  of  the  in- 
stitution or  other  criteria? 

A.lc.  In  the  forthcoming  examination  procedures  for  residential 
lending  discrimination,  the  minimum  number  of  files  sampled  var- 
ies by  the  number  of  minority  denials  and  the  overall  number  of 
applications.  Examiners  will  choose  files  based  on  specific  factors 
or  characteristics,  rather  than  simply  a  random  sample.  In  the  cur- 
rent Handbook's  approach  the  number  of  files  varies  by  size  of  in- 
stitution. 

Q^.  What  indicia  of  discrimination  are  examiners  instructed  to 
look  for  in  the  files  (e.g.,  perfect  minority  applicants  who  are  re- 
jected, comparable  minority  and  nonminority  applicants  who  re- 
ceive differential  treatment,  etc.)? 

A^.  The  forthcoming  procedures  focus  on  whether  the  application 
process  ended  similarKr  for  minority  and  nonminority  applicants 
with  equivalent  qualifications  and  whether  the  bank  gave  them 
equivalent  levels  of  assistance  and  accommodation  in  the  course  of 
the  process.  Commencing  with  an  off-site  review  of  the  HMDA- 
LAR,  in  part  to  identify  comparable  files  for  review,  those  proce- 
dures direct  the  examiner  to  focus  on  anomalies  that  may  indicate 
possible  illegal  discrimination — ^for  example,  disproportionately 
more  rapid  or  more  frequent  denials  of  minority  applications  for 
reasons  that  usually  warrant  more  extensive  consideration. 

For  file  review  itself,  examiners  will  use  Residential  Lending 
Comparative  Analysis  Worksheets  designed  to  capture  not  only 
conspicuous  qualifications,  such  as  qualifying  ratios,  but  also  data 
on  compensating,  alternative,  or  explanatory  factors  that  the  lender 
has  discretion  to  deem  evidence,  of^  creditworthiness.  The  existence 
of  these  discretionary  conditions  is  a  "red  flag"  for  our  examiners. 

The  forthcoming  procedures  include  a  four-page  attachment  list- 
ing discretionary  and  subjective  aspects  of  residential  lending  with 
high  potential  for  unequal  quality  of  service.  They  also  contain  a 
five-page  questionnaire  for  interviewing  a  bank's  chief  imderwriter 
so  that  the  examiner  fully  understands  the  bank's  standards  and 
procedures.  (All  the  referenced  materials  that  support  those  proce- 
dures are  included  with  their  description  in  Enclosure  D.) 

Our  traditional  examination  techniques  have  not  included  inquir- 
ies into  the  subtle,  dynamic  aspects  of  the  lending  process  in  which 
discriminatory  influences  now  are  believed  most  likely  to  play  a 
role.  Our  traditional  approach  had  been  devised  partially  in  re- 
sponse to  the  often-heard  allegations  that  well-qualified  minority 
applicants  frequently  were  denied  loans.  The  recent  findings  in 
Boston  and  Atlanta  suggest  that  well-qualified  minority  applicants 
in  fact  obtain  loans  at  about  the  same  rate  as  well-qualified 
nonminority  applicants,  a  finding  that  is  consistent  with  HMDA 
data  that  now  have  shown  foi*  two  years  that  minority  applicants 
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are  twice  as  likely  to  get  a  loan  as  to  be  denied  one.  These  facts 
in  turn  explain,  to  some  degree,  why  examination  approaches  ori- 
ented toward  well-qualified  applicants  have  failed  to  identify  viola- 
tions. 

Q,3.  Does  your  agency  operate  on  the  premise  that  you  need  to  find 
statistically  significant  discrimination  to  take  enforcement  action? 

A.3.  No.  In  accordance  with  ECO  A,  we  refer  matters  to  the  Justice 
Department  or  notify  HUD  of  possible  violations  when  we  find 
"reason  to  believe"  there  may  have  been  a  violation.  The  informa- 
tion supporting  "reason  to  believe"  a  violation  has  occurred  may  be 
documents  (including  those  in  loan  files),  credible  observations  by 
parties  and  other  individuals,  or  valid  statistical  analysis.  Referral 
for  enforcement  does  not  require  establishing  a  pattern  or  practice 
of  violations,  but  may  be  baked  on  isolated  situations. 

We  regard  "reason  to  believe"  to  exist  when  a  reasonable  person 
might  conclude  from  credible  information  in  hand  (or  might  con- 
clude from  additional  information  that  appears  likely  to  be  ob- 
tained through  further  investigation)  that: 

•  One  or  more  of  the  lender's  policies  is  overtly  discriminatory  on 
a  prohibited  basis; 

•  There  is  disparate  treatment  by  the  lender  on  a  prohibited  basis 
and,  after  request,  the  lender  cannot  produce  a  credible,  legiti- 
mate, nondiscriminatory  explanation;  or 

•  A  policy  of  the  lender  produces  a  disparate  effect  on  a  prohibited 
basis,  and,  after  request,  the  lender  has  not  justified  the  policy 
with  business  reasons  or — if  it  has  provided  justification — cannot 
demonstrate  that  there  were  no  less-discriminatory  alternatives. 

It  is  not  necessary  for  purposes  of  referral  to  the  Justice  Depart- 
ment or  HUD  that  the  evidence  conclude  that  discrimination  has 
occurred.  There  is  "reason  to  believe"  if  a  reasonable  person  review- 
ing the  available  evidence  could  reach  a  defensible  conclusion  that 
discrimination  had  occurred,  or  that  its  occurrence  was  likely  to  be 
proven  through  further  investigation. 

When  we  find  a  "reason  to  believe"  that  discrimination  may  have 
occurred  and  contact  HUD  or  the  Justice  Department,  we  coordi- 
nate further  investigation  and  enforcement  activities  with  those 
agencies  rather  than  proceed  independently.  Should  enforcement 
activities  by  the  OCC  become  appropriate,  they  would  be  carried 
out  in  accordance  with  our  Policy  Statements  on  Enforcement  of 
the  Equal  Credit  Opportunity  and  Fair  Housing  Acts.  A  copy  is  en- 
closed, though  we  expect  a  substantially  revised  Joint  Policy  State- 
ment to  be  issued  before  long  by  all  the  financial  regulatory  agen- 
cies. (See  Enclosure  E.) 

Q.4,  Do  compliance  examiners  interview  loan  officers? 

A.4.  For  effective  file  review,  we  believe  the  key  bzmk  employee  to 
interview  is  the  one  most  knowledgeable  about  underwriting  stand- 
ards. The  forthcoming  examination  procedures  for  residential  lend- 
ing discrimination  direct  the  examiner  to  interview  the  chief  under- 
writer very  early  in  the  examination.  A  five-page  questionnaire  at- 
tached to  those  procedures  poses  numerous  straightforward  ques- 
tions about  the  bank's  procedures  and  standards,  but  also  many 
questions  that  are  likely  to  involve  complicated  answers.  These — 
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which  chiefly  concern  exceptions,  compensating  factors,  and  the 
lender's  responses  to  problems  in  the  transaction — are  designed  to 
help  the  examiner  understand  how  discretion,  flexibility,  creativity, 
and  other  dynamic  elements  operate  in  the  loan  process. 

If  the  examiner  finds  apparent  disparate  treatment  or  unac- 
countable decisions,  then  the  loan  officer  who  handled  the  trans- 
actions in  question  becomes  an  important  source  of  information  and 
would  be  interviewed. 

The  current  Compliance  Handbook  directs  the  examiner  to  inter- 
view the  bank's  compliance  staff  (using  detailed  questionnaires) 
and  "first  contact"  personnel.  (See  Enclosure  F,  Internal  Control 
Questionnaire  and  Compliance  Review  Function  Questionneiire.) 
This  will  be  a  secondary  focus  under  the  new  procedures, 

Q.5.  Please  describe  the  circumstances  under  which  examiners  con- 
tact credit  applicants  to  collect  consumers'  opinions  on  how  their 
applications  were  handled  by  bank  personnel. 

A.5.  The  forthcoming  examination  procedures  for  residential  lend- 
ing discrimination  advise  that  in  certain  situations  it  may  be  ad- 
vantageous for  examiners  to  meet  with  applicants  and  borrowers. 
Examiners  will  consider  this  in  planning  examinations  of  institu- 
tions targeted  because  of  strong  suspicions  of  illegal  discrimination. 
One  situation  in  which  we  envision  that  contacts  with  customers 
might  be  valuable  is  when  differential  treatment  of  consumer  loan 
applicants  is  apparent  but  the  race  of  the  customers  must  be 
ascertained  to  establish  whether  race  is  involved.  Another  situation 
is  when  a  denied  minority  application  file  raises  questions  about 
the  quality  of  advice,  assistance,  etc.,  the  bank  provided  that  can 
only  be  answered  by  the  applicant. 

However,  we  are  still  developing  guidelines  to  address  the  pri- 
vacy concerns  and  other  sensitive  aspects  of  contacts  with  cus- 
tomers who  have  not  in  fact  alleged  wrongdoing  by  the  bank  or 
communicated  in  any  way  with  the  OCC.  Until  we  do  so,  examiners 
will  only  contact  customers  on  a  case-by-case  basis  in  consultation 
with  our  Fair  Lending  Specialists. 

Q.6.  What  percent  of  fair  lending  examinations  include  examiner 
outreach  to  credit  applicants? 

A.6.  Contact  with  credit  applicants  has  not  been  a  component  of 
our  fair  lending  examinations.  The  new  procedures,  however,  em- 
phasize the  potential  value  of  such  contacts  in  future  examinations. 

Q.7.  Please  describe  the  circumstances  under  which  examiners  con- 
tact representatives  of  the  business  and  consumer  community  to 
collect  their  opinions  on  bank  treatment  of  credit  applications. 
A.7.  Consumer  and  community  groups  should  be  contacted  by  ex- 
aminers routinely  in  connection  with  CRA  examinations.  Typically, 
however,  those  inquiries  concern  the  overall  level  of  service  to  the 
community  rather  than  handling  of  particular  applications. 

We  have  requested  the  community  organization  ACORN  to  for- 
ward lending  discrimination  complaints  to  us.  Since  ACORN  ad- 
vised its  mortgage  counselors  of  that  interest  in  August  1992,  the 
organization  has  forwarded  two  complaints  to  the  OCC. 

As  a  general  practice,  however,  the  OCC  has  not  contacted 
consumer  and  local  organizations  in  connection  with  examinations 
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for  lending  discrimination.  However,  the  new  procedures  on  resi- 
dential lending  discrimination  advise  that  community  and  fair 
lending  groups  and  local  government  agencies  concerned  with  civil 
rights  or  the  lending  industry  may  have  information  or  experiences 
that  will  help  focus  on-site  activities  on  specific  customer  groups, 
specific  procedures  and  standards,  and  even  individual  transactions 
(if  the  groups  or  agencies  have  been  contacted  by  dissatisfied  cus- 
tomers). We  plan  to  develop  guidelines  for  such  contacts,  which  will 
encourage  that  practice. 

Business  groups  typically  have  not  been  contacted  in  connection 
with  the  OCC's  fair  lending  activities,  though  they  are  contacted  in 
connection  with  CRA  reviews.  Most  interest  in  possible  illegal  cred- 
it discrimination  has  focused  on  residential  lending,  with  regard  to 
which  local  business  persons  are  not  the  best  contacts.  Therefore, 
our  forthcoming  procedures  on  residential  lending  discrimination 
do  not  call  for  contacts  with  local  businesspersons. 

Q.8a.  How  frequently  are  community  organizations  contacted? 
A.8a.  See  answer  to  previous  question. 

Q.8b.  How  frequently  are  legal  service  agencies  contacted? 

A.8b.  Like  other  outside  groups,  legal  service  agencies  typically 
have  not  been  contacted  in  connection  with  the  OCC's  fair  lending 
activities.  However,  the  forthcoming  procedures  direct  examiners 
planning  lending  discrimination  examinations  to  consider  contact- 
ing state  or  local  government  agencies  that  enforce  banking  or  civil 
rights  laws  and  that  receive  lending  discrimination  complaints,  as 
well  as  local  private  civil  rights  groups  that  receive  lending  dis- 
crimination complaints. 

Q.8c.  How  fi'equently  are  members  of  the  small  business  commu- 
nity contacted? 
A.8c.  See  answer  to  question  7. 

Q.8d.  How  frequently  are  members  of  the  real  estate  community 
contacted? 

A.8d.  Although  recent  practice  has  been  not  to  contact  these 
sources  in  connection  with  examining  for  lending  discrimination, 
the  forthcoming  examination  procedures  state  that  appropriate 
types  of  organizations  to  contact  may  include  housing  counseling 
services  and  minority  real  estate  agents  and  brokers  or  those  work- 
ing in  minority  neighborhoods. 

Q.9.  What  percent  of  exams  result  in  specific  examiner  discussion 
of  fair  lending  compliance  problems  and  recommendations  with  a 
bank's  board  of  directors?  With  bank  management? 
A.9.  At  the  conclusion  of  an  examination,  it  is  the  OCC's  practice 
for  examiners  to  discuss  with  the  bank's  management  any  apparent 
violations  of  law,  regulations,  or  rulings  and  any  significant  inter- 
nal control  deficiencies;  to  recommend  corrective  action  for  defi- 
ciencies cited;  and  to  obtain  the  bank's  commitment  to  specific  ac- 
tions to  correct  the  deficiencies. 

This  was  the  standard  practice  for  the  targeted  lending  discrimi- 
nation examinations  carried  out  in  1992.  Because  no  substantive 
violations  were  identified  in  these  examinations,  the  discussions 
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covered  technical  compliance  with  fair  lending  requirements  and 
recommendations  for  avoiding  potential  lending  discrimination. 

Meetings  with  directors  are  less  common  than  meetings  with 
management.  Following  our  targeted  lending  discrimination  exami- 
nations in  1992,  one  district  reported  meetings  with  directors  oc- 
curred in  10  of  16  examinations.  Another  district  sent  letters  to 
boards  of  directors  informing  them  of  examination  findings. 

Q.IO.  What  procedures  do  you  use  to  monitor  the  quality  and  con- 
sistency of  fair  lending  exams? 

A.10.  The  OCC's  district  offices  assess  the  adequacy  and  effective- 
ness of  bank  supervision  activities  within  their  districts.  This  in- 
cludes the  lending  discrimination  element  of  compliance  examina- 
tions. 

In  addition,  selected  examinations  are  subjected  to  review  by  ex- 
perienced field  examiners  from  other  districts.  Examinations  of  dif- 
ferent types  and  for  different  sizes  of  institutions  are  selected.  They 
examine  work  papers  but  can  also  contact  the  examiners  who  did 
the  examination. 

Our  new  procedures  for  examining  for  residential  lending  dis- 
crimination provide  that  copies  of  reports  for  all  examinations 
based  on  suspicions  of  illegal  discrimination  will  be  forwarded  to 
our  fair  lending  specialists  in  Washington. 

Complaints  and  Violations 

Q.l.  How  many  complaints  of  ECOA  and  Fair  Housing  Act  viola- 
tions has  your  agency  received  each  year  for  the  past  10  years?  Are 
these  complaints  investigated  by  the  same  examiner  that  conducted 
the  routine  compliance  examination?  How  many  have  been  resolved 
and  with  what  resolutions? 

A.1.  The  following  table  shows  the  disposition  of  written  consumer 
complaints  alleging  illegal  discrimination  received  and  resolved  for 
the  years  1988  through  1992.  Comparable  information  on  consumer 
complaints  received  prior  to  1988  is  not  currently  available.  (See 
Enclosure  G  for  definitions  of  these  resolutions  from  the  Comptrol- 
ler's Manual  for  Consumer  Complaints.)  Most  of  these  complaints 
involved  non-residential  credit,  particularly  credit  cards. 
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Withdrawn 

Bank  Error 

Bank  legally  correct 

Coiranunicatlon  Problem 

Referral  to  other  Agencies 

Information  Provided 

Settled  by  Mutual  Consent 

Violation  of  Regulation  B 

Other  violation 

In  or  for  litigation 

Factual  Dispute 

Total  Complaints  Alleging 
Illegal  Discrimination 


198B 

19S9 

1990 

1991 

1992 

3 

7 

8 

10 

29 

4 

4 

4 

12 

7 

147 

117 

104 

79 

116 

5 

7 

9 

7 

11 

2 

4 

2 

3 

3 

7 

14 

15 

8 

10 

7 

5 

6 

4 

3 

3 

2 

3 

1 

3 

1 

4 

1 

6 

5 

1 

7 

§ 

$ 

4 

XQ 

185 

167 

162 

136 

194 

Along  with  the  other  financial  regulators,  the  OCC  in  1992  im- 
plemented a  Memorandum  of  Understanding  (MOU)  with  HUD  to 
exchange  complaints  received  that  allege  illegal  residential  lending 
discrimination.  Since  this  agreement  became  effective  in  May  1992, 
we  have  forwarded  approximately  50  such  complaints  to  HIJD.  The 
1992  data  in  the  table  above  do  not  reflect  this  because  we  have 
not  yet  implemented  a  data  field  for  complaints  that  are  not  closed 
upon  referral.  Complaints  covered  by  tne  MOU  remain  open  at 
both  HUD  and  the  OCC.  Over  half  of  these  complaints  involved  ra- 
cial or  national  origin  discrimination.  One  investigation,  in  which 
OCC  examiners  participated,  resulted  in  a  $10,000  settlement.  Sev- 
eral complainants  have  instructed  us  not  to  proceed  after  they  re- 
ceived loans  following  the  filing  of  their  complaints. 

Our  complaints  are  not  typically  investigated  by  examiners.  They 
are  handled  by  consumer  complaint  specialists  in  the  district  of- 
fices. Procedures  we  are  now  finalizing  to  implement  the  MOU  will 
assign  a  more  substantial  role  to  examiners  in  investigating  resi- 
dential lending  discrimination  complaints. 

Q.2a.  What  distinguishes  a  technical  violation  from  a  substantive 
violation?  Can  an  institution  have  technical  violations  and  get  a 
satisfactory  Community  Reinvestment  Act  rating?  Can  an  institu- 
tion have  substantive  violations  and  get  a  satisfactory  CRA  rating? 
A.2a.  The  Comptroller's  Handbook  for  Consumer  Examinations 
states  that  "substantive  violations  are  violations  of  statutory  or 
regulatory  requirements  intended  to  implement  the  major  intent  of 
a  law.  Those  violations  may  result  in  adverse  impact  on  the 
consumer,  either  financially  or  through  inadequate  disclosure  of  a 
significant  requirement  of  law  or  regulation."  This  definition  covers 
failure  to  provide  adequate  adverse  action  notices,  which,  therefore, 
are  included  in  the  substantive  violations  column  in  the  answer  to 
Question  3. a.  in  this  section. 
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If  a  national  bank  is  discriminating  in  its  lending  process,  it 
should  not  receive  a  satisfactory  CRA  rating.  If,  in  an  isolated  in- 
stance, it  failed  to  provide  an  applicant  with  a  required  adverse  ac- 
tion notice  (a  substantive  violation  according  to  our  definition),  it 
could  receive  a  satisfactory  CRA  rating  if  it  was  helping  meet  com- 
munity credit  needs.  A  national  bank  may  have  technical  violations 
of  fair  lending  laws  or  regulations  and  still  have  a  satisfactory  CRA 
rating. 

Q.2b.  What  kind  of  enforcement  action,  if  any,  is  taken  for  tech- 
nical violations?  For  substantive  violations? 

A.2b.  Grenerally,  with  regard  to  enforcement  by  the  OCC,  more  se- 
rious violations  require  retrospective  action  to  correct  the  condi- 
tions resulting  from  the  violations  and  prospective  action  to  make 
sure  it  doesn't  happen  again.  For  less  serious  violations,  the  bank 
is  required  to  act  prospectively  to  prevent  the  violation  from  recur- 
ring. (See  Enclosure  E,  Enforcement  Policy  Statements.) 

The  ECOA  requires  or  authorizes  a  regulator  to  involve  HUD  or 
DOJ  based  on  distinctions  in  the  type  of  violations,  though  it  does 
not  use  the  terms  "substantive"  or  "technical."  OCC  must  refer  to 
the  Justice  Department  any  pattern  or  practice  of  disparate  treat- 
ment in  credit  transactions  made,  on  an  ECOA-prohibited  basis. 
Any  isolated  violations  of  ECOA  may  be  referred  to  the  Justice  De- 
partment. If  the  conduct  in  question  violates  the  FHAct  and  is  not 
referred  to  Justice  for  a  related  ECOA  violation,  notice  of  the  ap- 
parent violation  must  be  provided  to  HUD.  Our  forthcoming  exam- 
ination procedures  for  residential  lending  discrimination  and  ear- 
lier guidance  (see  Enclosure  H,  Examining  Bulletin  92-2)  reflect 
these  distinctions. 

Q.3a.  How  many  ECOA  and  Fair  Housing  Act  violations  have  been 
found  for  each  of  the  last  10  years? 

A.3a.  By  "violations,"  the  OCC  means  a  condition  of  apparent  non- 
compliance with  legal  requirements  for  which  the  bank  was  re- 
quested to  undertake  corrective  action.  If  these  violations  were  re- 
solved through  voluntary  corrective  actions  or  enforcement  actions, 
there  was  no  need  for  adjudicative  proceedings. 

The  following  table  shows  the  total  number  of  ECOA  and  FHAct 
violations,  the  total  number  of  substantive  violations  (including 
both  instances  of  illegal  disparate  treatment  and  serious  procedural 
problems  such  as  failure  to  provide  proper  adverse  action  notices), 
the  number  of  technical  violations,  and  the  total  number  of  viola- 
tions involving  disparate  treatment  on  a  prohibited  basis  (given  in 
the  column  under  the  list  of  statutory  citations  under  which  they 
are  entered  in  our  database). 
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Violations  of 

42 

use 

3605 

12 

CFR 

202.4 

12 

CFR 

202.5(a) 

Y^^r 

Total 
Violations 

Substantive 
Violations 

Technical 
violations 

12 
12 

CFR 
gFR 

202.6(b)(1) 
202.6(b)(2) 

1983 
1984 

312 
325 

120 
138 

192 
187 

12 
5 

1985 
1986 

276 
458 

129 
137 

147 
321 

8 

16 

1987 
1988 

530 
705 

156 
163 

374 
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7 
10 

1989 
1990 

806 
835 

129 
119 

677 
716 

18 
13 

1991 
1992 

1,209 
1,205 

171 
171 

1,038 
1,034 

12 
16 

Q.3b.  Of  these,  how  many  were  technical  and  how  many  were  sub- 
stantive? 

A.3b.  For  each  year  since  1983,  the  number  of  technical  violations 
is  indicated  in  the  answer  to  the  previous  question. 

Q.3c.  How  m£my  of  these  violations  have  been  resolved  and  how 
were  they  resolved? 

A.3c.  All  violations  have  been  resolved  without  adjudication.  As 
noted  earlier,  the  definition  of  "substantive"  includes  failures  to 
provide  adequate  adverse  action  notices  and  other  requirements  of 
ECOA  that  do  not  necessarily  involve  discrimination  on  a  prohib- 
ited basis. 

Prior  to  1992,  the  OCC  could  refer  isolated  apparent  violations 
of  ECOA — even  if  substantive — to  the  Justice  Department  only  if 
the  OCC  was  unable  to  secure  compliance.  During  that  period,  re- 
ferral of  cases  involving  a  pattern  or  practice  of  violations  was  not 
required.  Our  database  does  not  indicate  whether  any  of  the  viola- 
tions from  that  period  involved  patterns  or  practices. 

Amendments  to  ECOA,  which  became  effective  in  1992,  now  re- 
quire referral  of  patterns  or  practices  of  violations  to  the  Justice 
Department.  In  1992,  none  of  the  16  violations  involving  discrimi- 
nation on  a  prohibited  basis  constituted  a  pattern  or  practice, 
ECOA  also  now  requires  that  violations  of  the  FHAct  be  referred 
to  HUD  if  not  referred  to  the  Justice  Department.  None  of  the  16 
violations  involved  residential  lending.  All  16  instances  of  discrimi- 
nation on  a  prohibited  basis  involved  either  transactions  not  cov- 
ered by  the  FHAct  (such  as  credit  cards)  or  prohibited  bases  unique 
to  ECOA  (such  as  age  or  marital  status). 

For  these  16  violations,  the  OCC's  Policy  Statement  on  Enforce- 
ment of  the  Equal  Credit  Opportunity  and  Fair  Housing  Acts  en- 
sures that  the  rights  of  credit  applicants  are  protected  by  requiring 
creditors  to  take  action  to  correct  the  results  of  certain,  more  seri- 
ous past  violations  of  the  ECOA  and  FHAct,  as  well  as  taking  ac- 
tion to  be  in  compliance  in  the  future.  (See  Enclosure  E.)  Subse- 
quent examinations  ensure  that  the  corrective  actions  have  been 
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taken  and  that  they  have  been  successful  in  achieving  comphance. 
Most  banks  voluntarily  take  appropriate  corrective  action.  If  they 
do  not,  the  OCC  has,  and  will  use,  its  full  administrative  enforce- 
ment powers  to  ensure  that  appropriate  corrective  action  is  taken, 
including  referring  isolated  ECOA  violations  to  the  Justice  Depart- 
ment when  appropriate. 

Q.4.  What  specific  practices  by  regelated  institutions  and  their 
subsidiaries  that  constitute  illegal  discrimination  are  set  out  in 
your  regulations?  Do  you  make  any  effort  to  disseminate  to  the 
public  a  list  of  practices  that  they  might  encounter  that  would  be 
illegal?  If  so,  how? 

A.4.  The  OCC  does  not  have  a  general  nondiscrimination  regula- 
tion. It  is  unambiguous  that  the  prohibitions  described  in  the  Fed- 
eral Reserve  Board's  Regulation  B  (implementing  ECOA)  and  24 
CFR  Part  100  (HUD's  regulation  implementing  the  FHAct)  apply 
to  national  banks.  These  regulations  are  so  explicit  in  describing 

Erohibited  practices  that  a  separate  OCC  regulation  would  largely 
e  redundant. 

Our  forthcoming  examination  procedures  will  include  a  list  of  il- 
legal practices  in  residential  lending  reflecting  the  HUD  and  Fed- 
eral Reserve  Board's  regulations.  When  incorporated  into  the 
OCC's  revised  Compliance  Handbook,  the  list  will  be  available  to 
the  industry. 

As  a  regulator,  we  have  directed  the  major  thrust  of  our  edu- 
cational efforts  toward  the  industry  rather  than  the  public.  How- 
ever, we  do  provide  inquiring  consumers  a  large  range  of  pam- 
phlets describing  their  fair  lending  and  other  rights  (for  example, 
"Home  Mortgajges:  Understanding  the  Process  and  Your  Rights,"  "A 
Guide  to  Business  Credit  and  the  Equal  Opportunity  Act,"  and 
"Facts  for  Consumers:  Equal  Credit  Opportunity").  (See  Enclosures 
I,  J,  and  K) 

With  regard  to  educating  the  industry,  we  participated  in  devel- 
oping the  FFIEC's  pamphlet,  "Home  Mortgage  Lending  and  Equal 
Treatment,"  which  we  distributed  to  national  banks  in  1992.  It  fo- 
cuses particularly  on  lending  standards  and  practices  that  may 
have  unintended  discriminatory  effects.  (See  Enclosure  L.)  Also,  as 
the  enclosed  banking  circular  illustrates,  the  OCC  has  been  quick 
to  communicate  directly  to  OCC-regulated  institutions  the  implica- 
tions of  the  Boston  Federal  Reserve  Bank's  studv  and  of  the  Justice 
Department's  settlement  in  Atlanta.  (See  Enclosure  M,  BC-263.) 
We  also  have  taken  the  lead  in  conveying  this  information  to  the 
lending  industry  generally.  (See  Enclosure  N  (article  from  The 
American  Banker).) 

Moreover,  we  have  acted  not  only  to  inform  the  industry  about 
legal  requirements  but  to  dispel  myths  that  frustrate  efforts  to  pre- 
vent discrimination.  For  example,  the  enclosed  letters  to  The  Amer- 
ican Banker  and  Forbes  challenge,  respectively,  the  view  that  fi- 
n£incial  incentives  inevitably  drive  out  discriminatory  practices  and 
the  view  that  equal  loan  default  rates  for  racial  groups  is  evidence 
of  the  absence  of  discrimination.  (See  Enclosures  0  and  P.) 

Q.5.  Over  the  past  several  years  a  number  of  highly  publicized 
news  reports  have  indicated  evidence  of  fair  lending  problems  in  a 
number  of  metropolitan  areas  across  the  country  (i.e.,  Atlanta,  De- 
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troit,  and  Boston).  What  responses  has  your  agency  made  to  these 
reports? 

A.5.  As  noted  above,  we  already  have  communicated  to  the  lending 
industry  what  we  believe  are  the  key  lessons  from  the  1992  inves- 
tigations in  Atlanta  and  Boston,  and  also  devised  examination  pro- 
cedures that  we,  believe  are  responsive  to  the  insights  from  that 
research. 

We  have  closely  analyzed  studies  released  in  1991  of  racial  pat- 
terns in  mortgage  lending  by  local  organizations  in  Los  Angeles, 
Chicago,  and  Washington,  D.C.  We  also  are  familiar  with  the  ear- 
lier research  by  the  Atlanta  Constitution,  Federal  Reserve  Bank  of 
Boston,  and  Boston  Redevelopment  Authority,  as  well  as  that  by 
the  Detroit  Free  Press. 

While  all  these  pre- 1992  studies  provided  valuable  information  of 
a  general  kind,  the  key  distinction  between  them  and  the  recent  ef- 
forts of  the  Federal  Reserve  Bank  of  Boston  and  the  Justice  De- 
partment is  that  the  earlier  studies  offered  virtually  no  insights  as 
to  how  discrimination  might  be  occurring.  No  procedures,  stand- 
ards, products,  etc.,  were  isolated  as  associated  with  the  racial  dis- 
parities. This  was  frustrating  to  us  because  the  studies  gave  no 
clues  regarding  how  we  should  re-focus  our  examination  efforts. 

Some  of  the  more  sophisticated  studies  recognized  their  limita- 
tions. For  example,  the  1989  study  bv  the  Federal  Reserve  Bank 
of  Boston  stated  that  it  was  impossible  to  tell  whether  the  source 
of  the  racial  pattern  was  the  housing  market  or  the  mortgage  mar- 
ket. Similarly,  the  Western  Center  on  Law  and  Poverty,  author  of 
the  massive  and  detailed  1991  study  prepared  for  the  City  of  Los 
Angeles,  acknowledged  that  it  lacked  the  evidence  to  conclude  that 
the  racial  disparities  it  documented  stemmed  from  illegal  acts.  The 
Center  characterized  the  data  as  showing  "racially  disparate  lend- 
ing," and  emphasized  that  "this  term  is  not  synonymous  with  the 
term  'redlining'." 

Similarly,  in  its  March  1992  followup  on  its  Pulitzer  Prize-win- 
ning 1988  series,  "The  Color  of  Money,"  the  Atlanta  Constitution 
used  a  much  different  tone  from  the  original  series.  The  original  se- 
ries virtually  ignored  the  possibility  that  legitimate  factors  might 
at  least  partially  explain  the  racial  differential.  The  new  series  ac- 
knowledged that  the  absence  from  the  HMDA  data  of  applicants' 
financial  information  other  than  income  made  it  impossible  to  tell 
whether  particular  loan  decisions  were  justified.  The  new  series 
used  the  simple  descriptive  terms  "gap"  and  "disparity"  instead  of 
alleging  "discrimination"  and  "redlining,"  which  were  terms  fre- 
quently employed  by  the  authors  of  the  earlier  series. 

In  sum,  we  have  followed  very  closely  the  research  of  recent 
years,  but  the  pre-1992  studies — as  their  own  authors  often  ac- 
knowledged— offered  little  guidance  for  detecting  lending  discrimi- 
nation in  specific  transactions.  In  contrast,  the  latest  findings  from 
Boston  and  Atlanta  offer  such  insights,  and  we  have  moved  quickly 
to  act  on  them. 

Q.6.  For  each  of  the  following  metropolitan  areas,  please  provide 
the  number  of  fair  lending  examinations  conducted  by  your  agency 
for  every  year  since  1985:  Atlanta,  Boston,  Detroit. 
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AtisntS 

Boston 

Detrgj-t 

1985 

2 

1 

5 

1986 

2 

1 

7 

1987 

2 

2 

6 

1988 

3 

2 

4 

1989 

4 

2 

3 

1990 

5 

4 

2 

1991 

3 

2 

3 

1992 

6 

4 

4 

NOTE:  The  Boston  data  do  not  include  information  on  three  banks  that  were  de- 
clared insolvent  during  this  period. 

Enforcement  Powers 

Q.l.  What  range  of  enforcement  powers  are  available  to  your  agen- 
cy and  how  frequently  has  each  power  been  used  over  the  past  10 
years? 

A.1,  The  OCC's  general  supervisory  authority  empowers  it  to  adju- 
dicate whether  there  has  been  noncompliance  with  any  law  the 
OCC  is  charged  with  enforcing,  including  nondiscrimination  laws. 
Describing  cease-and-desist  proceedings  12  USC  1818(b)  states: 

If  .  .  .  any  .  .  .  institution  ...  is  violating  or  has  violated 
...  a  law,  .  .  .  the  agency  mav  issue  and  serve  upon  the 
party  a  notice  of  charges  .  .  .  and  .  .  .  fix  a  time  and  place  at 
which  a  hearing  will  be  held  to  determine  whether  an  order  to 
cease  and  desist  therefrom  should  issue.  .  .  .  [IJf  upon  the 
record  made  at  any  such  hearing,  the  agency  shall  find  that 
any  violation  has  been  established,  the  agency  may  issue  .  .  . 
an  order  to  cease  and  desist .  .  .  and,  further,  to  take  affirma- 
tive action  to  correct  the  conditions  resulting  from  any  such 
violation  or  practice. 

Such  proceedings  have  not  been  instituted  in  connection  with  vio- 
lations of  ECOA  and  the  FHAct. 

Q.2.  Would  any  additional  tools  be  useful? 

A.2.  We  believe  the  authority  cited  above  is  sufficient  to  compel 
banks  to  comply  with  nondiscrimination  requirements.  We  recog- 
nize, however,  that  the  breadth  of  relief  for  victims  of  illegal  dis- 
crimination that  can  be  secured  through  our  authority  is  narrower 
than  the  relief  that  HUD  and  DOJ  may  secure  for  victims  pursuant 
to  explicit  provisions  of  the  FHAct  and  that  the  Justice  Department 
may  secure  for  violations  of  ECOA.  We  consequently  are  emphasiz- 
ing coordination  with  those  agencies. 

Referrals  of  Violations  to  HUD  and  Justice 

Q.l.  During  the  past  10  years,  on  how  many  occasions  has  your 
agency  referred  violations  of  ECOA  to  Justice  and  of  the  Fair  Hous- 
ing Act  to  HUD? 

A.1.  A  "pattern  or  practice"  referral  by  the  OCC  to  the  Justice  De- 
partment was  made  in  1990.  In  this  case,  a  bank  had  used  pro- 
motional materials  that  contained  racial  comments.  The  Justice 
Department  contacted  the  bank,  which  then  stopped  using  the  ma- 
terials. We  have  no  record  of  any  other  referrals  related  to  lending 
discrimination. 
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Prior  to  the  FDIC  Improvement  Act,  the  OCC  could  refer  isolated 
apparent  violations  of  ECOA  to  the  Justice  Department,  but  only 
if  the  OCC  was  unable  to  secure  compliance.  The  OCC  was  able  to 
secure  compliance  in  such  situations,  which  precluded  referral. 

The  FDIC  Improvement  Act  (FDICIA)  amended  ECOA  (effective 
December  19,  1991)  for  referring  matters  to  the  Justice  Depart- 
ment or  notifying  HUD  of  an  apparent  violation.  Answers  to  Ques- 
tion 3  of  the  Examination  Techniques  section  and  Question  2b  of 
the  Complaints  and  Violations  section  describe  the  conditions  es- 
tablished by  FDICIA  for  such  referrals.  Those  answers  also  de- 
scribe the  OCC's  standards  for  implementing  those  provisions. 

There  have  been  no  such  referrals  since  these  provisions  became 
effective.  We  have  notified  our  examiners  of  these  requirements, 
and  are  prepared  to  make  referrals  as  called  for  if  we  should  find 
reason  to  believe  that  violations  have  occurred.  With  increasing  fre- 
quency, examiners  on  compliance  examinations  have  been  contact- 
ing the  fair  lending  specialists  in  our  Compliance  Management  De- 
partment to  discuss  whether  specific  situations  constitute  viola- 
tions. During  the  past  year,  we  have  consulted  the  Justice  Depart- 
ment several  times  to  discuss  facts  discovered  by  our  examiners 
that  might  indicate  discrimination.  In  each  instance,  however,  we 
and  the  Justice  Department  reached  the  conclusion  that  referral 
was  not  appropriate  given  the  evidence. 

We  have  taken  substantial  steps  to  guarantee  effective  working 
relationships  with  the  Justice  Department  and  HUD.  Both  of  our 
fair  lending  specialists,  who  were  hired  in  the  last  two  years,  were 
senior  housing  discrimination  investigators  for  HUD  immediately 
prior  to  joining  the  OCC,  and  in  that  capacity  had  worked  with  the 
Justice  Department  on  lending  discrimination  enforcement  mat- 
ters. Both  HUD  and  the  Justice  Department  have  reviewed  our 
proposed  standards  and  procedures  for  forwarding  evidence  of  ap- 
parent discrimination  to  them. 

Although  we  haven't  yet  referred  violations  of  ECOA  to  Justice 
and  of  the  Fair  Housing  Act  to  HUD  under  the  recent  amendments 
to  ECOA,  during  the  past  year,  we  and  the  other  financial  regu- 
lators have  implemented  an  agreement  with  HUD  to  exchange 
complaints  that  allege  residential  lending  discrimination.  As  a  re- 
sult, we  have  forwarded  about  50  such  complaints  to  HUD.  One 
has  resulted  in  a  $10,000  settlement.  OCC  examiners  participated 
in  that  investigation.  HUD  has  informed  us  that  it  has  settled  a 
number  of  lending  discrimination  complaints,  but  has  yet  to  find 
"reasonable  cause'  to  conclude  that  any  complaint  of  racial  dis- 
crimination in  lending  involved  a  violation. 

Q.2.  What  documents  (e.g.,  exam  reports,  examiner  work  papers  or 
loan  files)  have  been  included  in  these  referrals? 

A.2.  Our  forthcoming  procedures  on  residential  lending  discrimina- 
tion provide  that  when  a  district  office  concludes  there  is  reason  to 
believe  illegal  discrimination  has  occurred,  it  must  forward  to  the 
Compliance  Management  Department  (1)  a  recommendation  that 
the  matter  be  referred  to  the  Justice  Department  or  that  HUD  be 
notified;  (2)  a  summary  report  describing  the  district  office's  in- 
quiry, the  evidence,  and  its  significance;  (3)  copies  of  the  relevant 
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documents;  and  (4)  if  the  possible  violations  are  procedural,  a  de- 
scription of  the  district  office's  efforts  to  secure  compliance. 

Those  procedures  will  direct  the  district  offices  to  make  a  reason- 
able effort  to  identify  individuals  affected  by  any  apparent  discrimi- 
nation. This  information  also  would  be  conveyed  to  the  Compliance 
Management  Department.  If  the  documents  are  voluminous,  the 
district  office  would  consider  whether  they  would  better  be  pre- 
sented in  abstracted  or  tabular  form. 

Q.3.  Please  provide  a  copy  or  describe  the  substance  of  the  memo- 
randum of  understanding  between  the  financial  supervisory  agen- 
cies and  HUD  regarding  Feur  Housing  Act  referrals. 

A.3.  Enclosure  Q  is  the  Memorandum  of  Understanding  and  the 
letter  by  which  we  conveyed  copies  of  it  to  our  district  offices. 

Q.4.  Please  describe  what  coordination  exists  between  your  agency 
and  the  Department  of  Justice  regarding  referral  of  suspected  fair 
lending  violations. 

A.4.  The  OCC  and  the  Department  of  Justice  are  coordinating  their 
activities  on  both  a  formal  and  informal  basis.  The  Justice  Depart- 
ment has  reviewed,  without  objection,  our  proposed  procedures  to 
implement  our  referral  obligations  under  ECOA.  (These  are  sum- 
marized in  the  enclosed  description  of  our  forthcoming  procedures 
on  residential  lending  discrimination.)  Also,  both  of  the  OCC's  fair 
lending  specialists  have  had  experience  coordinating  lending  dis- 
crimination enforcement  investigations  with  the  Justice  Depart- 
ment. 

We  have  discussed  a  number  of  situations  involving  possible  dis- 
crimination informally  with  attorneys  at  the  Justice  Department. 
We  believe  such  early  consultation  is  in  the  best  interest  of  all  par- 
ties, including  possible  discrimination  victims,  and  we  have  worked 
to  create  an  interagency  relationship  that  makes  both  sides  com- 
fortable with  informal  consultation. 

OCC  representatives  have  met  with  representatives  of  the  Jus- 
tice Department  approximately  a  dozen  times  in  the  past  12 
months  to  discuss  techniques  for  detecting  lending  discrimination. 
Moreover,  at  two  OCC  seminars  for  senior  compliance  examiners 
during  1992,  the  lead  attorney  in  the  Justice  Department's  lending 
discrimination  investigation  in  Atlanta  advised  examiners  how  to 
conduct  inquiries  into  possible  lending  discrimination  and  de- 
scribed the  approaches  and  findings  from  the  Justice  Department's 
Atlanta  investigation. 

Q.5.  Does  a  memorandum  of  understanding  exist? 

A.5.  A  very  sketchv  MOU  signed  in  1977  by  the  Justice  Depart- 
ment, HUD,  and  the  regulators  calls  for  the  financial  regulatory 
agencies  and  the  Justice  Department  mutually,  at  their  discretion, 
to  refer  to  each  other  cases  "reflecting  possible  discrimination." 
(See  Enclosure  R.)  The  recent  amendments  to  ECOA  regarding  re- 
ferrals make  the  1977  MOU  largely  irrelevant  as  to  DOJ.  Our  cur- 
rent level  of  cooperation  with  DOJ,  in  fact,  is  far  more  extensive 
than  the  1977  MOU  provides.  With  regard  to  HUD,  the  1977  MOU 
has  been  supplanted  by  the,  1991  MOU. 

Q.6.  What  factors  account  for  the  limited  number  of  referrals? 
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A.6.  We  believe  that  lending  discrimination  occurs  and  must  be  ad- 
dressed seriously.  We  have  said  so  unambiguously  in  Congressional 
testimony  delivered  well  before  the  results  of  the  latest  investiga- 
tions in  Atlanta  and  Boston  were  reported.  (See  Enclosure  S.)  At 
the  same  time,  the  rarity  with  which  it  has  bean  reported  results 
from  at  least  two  factors. 

First,  inappropriate  examination  techniques  have  not  detected  it. 
As  we  acknowledge  in  the  answers  to  Questions  la  and  2  in  the 
Examination  Techniques  section  and  Questions  1  and  4  in  the  Fair 
Lending  Data  Systems  section,  the  examination  procedures  that  we 
have  heretofore  employed  were  based  on  the  premise  that  discrimi- 
nation largely  consisted  of  well-qualified  minority  applicants  being 
denied  loans.  This  emphasis  reduced  the  potential  for  examiners  to 
detect  less  obvious  forms  of  discrimination  that  affect  marginally- 
qualified  minority  applicants  (which  may  well  be  unintentional). 
This  is  the  kind  of  discriminatoiy  treatment  identified  in  the  recent 
study  by  the  Federal  Reserve  Bank  of  Boston  and  in  the  Justice 
Department's  recent  settlement  with  an  Atlanta  lender. 

This  premise  was  widely  held.  That  probably  accounts,  in  signifi- 
cant part,  for  the  fact  that  in  recent  years  virtually  no  one  has 
been  able  to  secure  hard  evidence  to  support  lending  discrimination 
enforcement  actions  or  lawsuits,  even  in  the  wake  of  intense  public- 
ity about  racial  gaps  in  mortgage  lending. 

Second,  although  some  portion  of  minority  loan  denials  appears 
to  result  from  discriminatory  treatment,  most  minority  loan  denials 
reflect  lenders'  equal  application  of  legitimate  lending  procedures 
and  standards.  This  is  the  conclusion,  for  example,  of  the  Boston 
Fed's  study,  even  though  that  study  also  documented  the  existence 
of  illegal  discrimination.  This  was  also  the  conclusion  of  studies  by 
the  New  York  State  Banking  Department  and  the  Atlanta  Mort- 
gage Consortium  focusing  on  individual  applications.  Such  legiti- 
mate loan  denials  are  not  an  appropriate  basis  for  enforcement  ac- 
tivity. 

Q.7.  Is  there  specific  staff  assigned  to  carry  out  referral  functions? 

A.7.  The  two  fair  lending  specialists  located  in  Washington  have 
this  responsibility. 

Q.8.  Who  does  DOJ  contact  within  your  agency  regarding  referrals? 

A.8.  The  Deputy  Comptroller  for  Compliance  Management  has 
been  involved  during  the  past  year  in  virtually  every  contact  with 
the  Justice  Department  concerning  lending  discrimination.  We  an- 
ticipate that,  in  the  future,  routine  referral  activities  will  be  carried 
out  by  the  fair  lending  specialists. 

Q.9.  How  has  your  agency  responded  to  DOJ's  request  to  accom- 
pany examiners  on  fair  lending  examinations? 

A.9.  As  the  enclosed  letter  illustrates,  the  OCC  is  continuing  to  dis- 
cuss the  possibility  ofjoint  investigation  with  the  Justice  Depart- 
ment. (See  Enclosure  T.)  The  letter  broaches  several  possible  alter- 
native forms  of  cooperation. 

Fair  Lending  Data  Systems 

Q.l.  Following  the  lawsuits  brought  by  civil  rights  groups  in  the 
1970's,  your  agency  now  collects  information,  in  addition  to  HMDA 
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data,  for  fair  lending  enforcement  purposes  (see  12  CFR  Chapter 
1,  Part  27).  What  data  are  you  required  to  collect?  What  data  are 
you  permitted  to  collect? 

A.1.  The  Fair  Housing  Home  Loan  Data  System  (FHHLDS)  was  es- 
tabUshed  in  1979  by  12  CFR  Part  27,  to  provide  a  data  collection 
system  to  assist  us  in  determining  national  bank  compliance  with 
fair  lending  laws. 

FHHLDS  requires  each  bank  that  receives  50  or  more  home  loan 
applications  a  year  (based  on  the  preceding  year)  to  record  and 
maintain  information  about  each  application  on  a  home  loan  activ- 
ity form.  Banks  that  have  not  received  50  or  more  applications  in 
the  last  year  but  receive  in  excess  of  four  home  loan  applications 
per  month  in  any  current  quarter  must  begin  completing  the 
montifily  home  loan  activity  form  the  following  quarter.  The  month- 
ly home  loan  activity  form  includes  data  on  the  number  of  applica- 
tions received,  the  number  closed,  the  number  rejected,  and  the 
number  withdrawn. 

If  an  examiner  determines  that  statistical  analysis  prior  to  exam- 
ination is  warranted,  a  national  bank  with  sufficient  application 
volume  (at  least  75  home  loan  applications  in  the  preceding  year) 
may  be  asked  to  submit  additional  information  on  individual  loans, 
including  the  terms  of  loans  made,  the  income  and  monthly  debt 
service  of  the  applicant  (so  that  housing  cost  and  total  debt  ratios 
can  be  calculated)  and  location  and  value  of  property  (so  loan-to- 
value  ratios  can  be  calculated).  That  choice  of  data  elements  re- 
flects assumptions  that  (1)  minorities  might  be  likely  to  receive 
loans  on  less  favorable  terms,  (2)  banks  might  have  double  stand- 
ards for  the  three  ratios,  and  (3)  racial  and/or  geographic  redlining 
might  be  the  basis  for  discrimination  and  be  linked  to  under  ap- 
praisals. 

We  believe,  however,  that  the  FHHLDS  needs  to  be  overhauled 
for  several  reasons.  It  fails  to  collect  certain  data  that  lenders  use 
in  making  credit  decisions,  most  notably  information  on  credit  his- 
tory; it  duplicates  the  data  collection  requirements  of  HMDA — in 
some  cases,  with  less  detail;  and  our  statistical  analyses  of  the  data 
have,  to  date,  been  of  negligible  advantage  in  selecting  loan  files 
for  review. 

We  are  now  evaluating  whether  it  is  possible  to  construct  a  more 
relevant  statistical  analysis  using  HMDA  data  supplemented  with 
data  on  credit  history.  A  proposed  revision  to  the  regulation  is 
under  consideration.  It  would  require  banks  to  report  reasons  for 
loan  denial  in  their  HMDA  data,  and  update  their  HMDA-LARs 
within  30  days  of  taking  action  on  a  residential  mortgage  loan  ap- 
plication. It  would  also  eliminate,  pending  the  development  of  a 
more  relevant  statistical  analysis,  the  need  for  banks  to  retain  data 
other  than  the  HMDA  data. 

We  believe  the  two  additional  HMDA  requirements  (more  timely 
updating  of  the  HMDA-LARs  £md  required  reporting  of  reasons  for 
denial)  would  significantly  enhance  our  ability  to  carry  out  effective 
fair  lending  examinations,  quite  apart  from  the  eventual  decision 
regarding  FHHLDS  statistical  analyses.  Indeed,  our  forthcoming 
examination  procedures  on  residential  lending  discrimination 
stress  analysis  based  on  the  HMDA-LAR  and  reasons  for  denial. 
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Q.2.  What  data,  in  addition  to  HMDA  data,  have  you  in  fact  col- 
lected and  for  how  many  institutions? 

A.2.  No  additional  data  beyond  the  FHHLDS  data  described  in  the 
answer  to  the  previous  question  have  been  collected.  The  number 
of  banks  required  to  fill  out  the  monthly  home  loan  activity  form 
varies  from  year  to  year  and  our  records  do  not  contain  information 
on  this  number. 

Q.3.  How  is  a  determination  made  as  to  which  lenders  must  re- 
port? Is  HMDA  data  used  to  make  this  determination? 

A.3.  The  FHHLDS  regulation,  12  CFR  27,  makes  the  recordkeeping 
requirement  applicable  to  all  national  banks  that  received  50  or 
more  home  loan  applications  in  the  preceding  calendar  year.  At 
present,  an  institution's  HMDA  data  are  not  related  to  the  question 
of  whether  it  is  subject  to  the  FHHLDS. 

Q.4.  In  November  of  1991,  your  agency  announced  that  it  was 
stargeting  institutions  with  large  HMDA  disparities  and  institu- 
tions from  metropolitan  areas  with  large  HMDA  disparities  for 
more  detailed  examinations.  How  did  you  select  these  institutions? 
What  special  procedures  have  you  used  in  these  examinations? 
What  violations  have  you  found? 

A.4.  There  were  two  lists  of  banks.  The  first  list  included  banks 
with  25  or  more  black  and  Hispanic  applicants  and  a  black  or  His- 
panic rejection  rate  at  least  double  that  for  white  applicants.  The 
second  list  consisted  of  banks  with  350  or  more  applicants,  of  whom 
less  than  one  percent  were  either  black  or  Hispanic. 

The  second  list  was  provided  for  the  information  of  examiners, 
but  with  minimal  expectation  that  they  would  be  able,  to  determine 
whether  illegal  actions  were  deterring  potential  minority  appli- 
cants. The  bank  examination  process  is  inherently  unsuited  to  de- 
tect discrimination  prior  to  application.  (This  is  further  described 
in  the  section  below  on  pre-screening.) 

Nevertheless,  there  were  attempts  to  address  these  concerns.  For 
example,  one  district  determined  that  marketing  and  loan  applica- 
tion volumes  were  particularly  weak  for  four  of  the  listed  banks. 
The  district  asked  management  of  the  four  banks  to  determine  the 
effectiveness  of  their  marketing  and  business  strategies  for  residen- 
tial lending  and  the  adequacy  of  their  application  activity  and  mar- 
ket share  as  reflected  in  the  HMDA  data.  The  district  plans  to  use 
these  responses  (which  have  not  been  received)  to  evaluate  whether 
marketing  strate^es  result  from  business  strategies  and  plans  or 
lack  of  consideration  of  the  impact  of  narrow  advertising. 

With  regard  to  banks  with  disparities  in  denial  rates,  the  initial 
examinations  carried  out  in  the  1992  initiative  followed  procedures 
in  our  Compliance  Handbook.  As  described  in  the  answer  to  Ques- 
tion la  in  the  Examination  Techniques  section  above,  the  Hand- 
book stresses  evaluation  of  the  bank's  internal  compliance  activities 
and  nondiscrimination  controls,  and  is  weak  on  comparative  analy- 
sis for  disparate  treatment.  While  this  round  of  examinations  was 
in  progress,  we  began  to  field  test  approaches  to  upgrade  and  pro- 
mote trie  use  of  comparative  analysis.  Most  of  the  examinations  did 
undertake  some  form  of  comparative  analysis,  though  generally  not 
with  the  thoroughness  and  sophistication  we  now  believe  nec- 
essary. 
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The  new  examination  procedures  for  residential  lending  discrimi- 
nation will  guide  the  1993  round  of  lending  discrimination  exami- 
nations. Some  of  the  approaches  we  field  tested  (and  are  incor- 
porating in  those  procedures)  in  fact  anticipated  the  results  from 
the  Boston  Fed's  study  and  of  the  Justice  Department  in  its  At- 
lanta investigation.  We  will  issue  final  procedures  in  a  revised 
Handbook  after  further  field  testing  and  after  the  FFIEC's  consult- 
ant has  reviewed  all  the  agencies'  lending  discrimination  examina- 
tion procedures. 

For  our  six  districts,  the  lists  of  banks  with  large  denial  rate  dis- 
parities totaled  approximately  220.  Of  those,  about  15  had  very  re- 
cent compliance  examinations,  so  the  district  offices  did  not  sched- 
ule an  examination  based  on  the  targeting.  An  equal  number  of  in- 
stitutions failed,  merged,  or  became  subject  to  a  different  regulator 
(for  example,  by  conversion  to  state  charter).  The  remaining  banks 
have  received  or  are  scheduled  to  receive  some  form  of  additional 
supervisory  attention  as  a  result  of  being  targeted.  On-site  exami- 
nations have  been  completed  in  approximately  100  banks.  Over  25 
more  on-site  reviews  are  scheduled  or  in  progress.  Off-site  reviews 
(such  as  scrutiny  of  self-analyses  solicited  from  the  bank)  were  con- 
ducted for  the  remaining  institutions. 

The  examinations  identified  only  technical  violations  such  as  the 
HMDA-LAR  not  being  properly  maintained,  monitoring  information 
on  race  of  applicants  not  bein^  gathered,  etc. 

Examiners  met  routinely  with  bank  management  to  discuss  their 
findings.  They  discussed  correction  of  the  technical  violations. 
Oftien,  they  made  recommendations  for  improving  the  bank's  mon- 
itoring systems,  documentation,  and  other  aspects  of  internal  com- 
pliance efforts.  They  met  with  boards  of  directors  considerably  less 
ofl^en,  though  in  one  district  this  occurred  in  10  of  16  examinations. 
In  another  district,  examiners  in  charge  at  four  banks  discussed 
with  management  and  boards  of  directors  the  nationwide  develop- 
ments regarding  fair  lending,  including  the  study  by  the  Federal 
Reserve  Bank  of  Boston. 

Boston  Federal  Reserve  Study 

Q.l.  For  all  institutions  under  your  jurisdiction  that  were  included 
in  the  Boston  Federal  Reserve  study: 

Q.la.  How  many  fair  lending  compliance  examinations  were  con- 
ducted during  the  time  period  covered  by  the  study? 

A.la.  Six  OCC-regulated  institutions  were  included  in  the  study, 
one  of  which  was  declared  insolvent  in  1991.  Two  of  the  institu- 
tions were  examined  for  fair  lending  during  the  period  covered  by 
the  study. 

Q.lb.  How  many  violations  of  fair  lending  laws  were  uncovered  as 
a  result  of  these  examinations? 

A.lb.  One  institution  was  cited  for  three  technical  violations  of  fair 
lending  laws. 

Q.lc.  What  was  the  nature  of  each  of  these  violations? 

A.lc.  The  violations  consisted  of  isolated  instances  of  recording  de- 
nials as  withdrawals  on  the  Monthly  Home  Loan  Activity  Report, 
issuing  nonspecific  or  misleading  adverse  action  notices,  and  failing 
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to  disclose  to  consumers  that  denials  were  based  on  information  ob- 
tained from  a  credit  reporting  agency. 

Q.ld.  What  enforcement  actions,  if  any,  were  taken  against  institu- 
tions with  violations? 

A.ld.  Corrective  action  commitments  were  obtained  from  the  man- 
agement of  the  institution,  and  a  follow-up  examination  was  con- 
ducted later  in  the  year  to  ensure  that  the  commitments  had  been 
fulfilled  and  were  successful  in  preventing  additional  violations. 

Q.2.  How  have  you  modified  examination  procedures  in  response  to 
the  findings  of  the  Boston  Federal  Reserve  study? 
A.2.  The  forthcoming  examination  procedures  referred  to  in  many 
of  the  answers  to  questions  above  are  designed  to  address  the 
forms  of  discrimination  hypothesized  by  the  Federal  Reserve  Bank 
of  Boston  (Boston  Fed).  We  had  begun  to  devise  and  field  test  these 
techniques  approximately  six  months  before  the  Boston  Fed's  study 
was  released,  based  on  perceptions  and  observations  conveyed  to  us 
by  the  Justice  Department  derived  from  its  Atlanta  investigation. 

We  have  not  incorporated  statistical  analysis  into  our  forthcom- 
ing examination  procedures.  When  we  requested  the  applicant  data 
on  which  the  Boston  Fed's  study  was  based,  we  learned  that  "none 
of  the  OCC  institutions  was  large  enough  to  perform-any  individual 
analysis."  Nationwide,  few  institutions  have  the  loan  volume  to 
support  useful  statistical  analysis. 

Nevertheless,  we  are  now  evaluating  whether  it  is  possible  to 
construct  a  statistical  analysis  using  HMDA  data  supplemented 
with  data  on  credit  history  as  part  of  our  assessment  of  the  Fair 
Housing  Home  Loan  Data  System  (FHHLDS),  which  is  described 
in  more  detail  in  our  answer  to  question  1  of  the  section  on  Fair 
Lending  Data  Systems. 

Q.3.  How  do  you  plan  to  use  statistical  analysis  in  your  future  fair 
lending  enforcement  efforts? 

A.3.  As  described  in  the  previous  answer,  we  are  evaluating  wheth- 
er it  is  possible  to  construct  a  statistical  analysis  using  HMDA  data 
supplemented  with  data  on  credit  history. 

However,  we  expect  the  use  of  statistical  analyses  to  be  rare.  For 
example,  we  understand  that  a  minimum  of  200  applications,  of 
which  no  less  than  50  must  be  from  the  specified  minority  racial 
group,  is  needed  to  produce  reliable  conclusions  using  the  Federal 
Reserve  Bank  of  Boston's  approach.  Because  different  types  of 
loans  (purchase,  refinance,  etc.)  have  significantly  different  require- 
ments, those  application  volumes  are  minimums  for  the  specific 
type  of  loan  to  be  examined.  For  purchase  loans,  for  example,  the 
1990  HMDA  data  indicated  that  only  about  90  national  banks  had 
the  requisite  volume  needed  to  analyze  disparate  treatment  of 
black  applicants;  the  total  was  about  120  for  Hispanic  applicants. 
In  sum,  this  form  of  statistical  analysis  is  unsuitable  for  the  vast 
majority  of  national  banks. 

Furthermore,  we  believe  that  a  properly  conceptualized  and  con- 
ducted comparative  file  review,  as  required  by  our  forthcoming  ex- 
amination procedures  for  residential  lending  discrimination,  will 
uncover  the  same  discriminatory  lending  practices  that  a  statistical 
analysis  approach  will,  both  faster  and  at  far  less  expense. 
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Q.4.  How  will  you  monitor  compliance  for  lenders  that  receive  too 
few  applications  from  minorities  to  make  statistical  analysis  pos- 
sible? Would  it  be  possible  to  aggregate  data  from  multiple  years 
for  those  institutions? 

A.4.  If  a  statistical  analysis  approach  is  used,  we  are  not  aware  of 
anything  that  would  preclude  a^regating  data  for  multiple  years, 
as  the  Department  of  Justice  dm  in  the  Atlanta  case.  Care  would 
have  to  be  taken  to  accoimt  for  any  changes  in  the  lending  criteria 
during  the  aggregate  period. 

In  addition,  we  plan  to  use  and  frirther  develop  the  approach  de- 
scribed in  our  new  examination  procedures  for  residential  lending 
discrimination.  Those  techniques  do  not  require  the  volume  of  mi- 
nority applications  necessary  for  statistical  analyses. 

We  disagree  with  the  suggestion  in  the  Federal  Reserve  Bank  of 
Boston's  study  that  examinations  cannot  hope  to  detect  illegal  dis- 
crimination. During  our  meetings  with  the  Justice  Department,  we 
were  informed  that  it  had  acquired  considerable  evidence  of  dispar- 
ate treatment  through  review  of  the  Atlanta  lender's  files,  quite 
apart  from  its  statistical  analysis.  We  expect  to  be  able  to  do  the 
same. 

Q.5,  What  enforcement  actions,  if  any,  have  you  taken  against 
lenders  referred  to  you  by  the  Boston  Federal  Keserve  as  a  result 
of  the  study? 

A.5.  Upon  completion  of  the  study,  the  OCC  obtained  from  the  Fed- 
eral Reserve  Bank  of  Boston  detailed  data  on  personal,  economic, 
and  property  characteristics  for  307  applications  for  residential 
mortgage  loans  from  the  six  OCC-regulated  institutions  included  in 
the  study.  We  also  obtained  a  listing  of  what  the  Boston  Fed  char- 
acterized as  "improbable  denials"  at  each  institution.  The  Boston 
Federal  Reserve,  however,  did  not  refer  any  lender  to  the  OCC  as 
a  result  of  its  study. 

We  carefully  reviewed  the  data  for  each  institution  for  indica- 
tions of  possible  disparate  treatment  on  the  basis  of  race  or  eth- 
nicity. One  institution  had  been  declared  insolvent  prior  to  the  re- 
lease of  the  results  of  the  study.  One  institution  received  no  appli- 
cations from  minorities  (one  application  from  a  white  was  an  im- 
probable denial),  and  another  approved  the  applications  of  all  its 
minority  applicants  (two  whites  were  listed  as  improbable  denials). 
The  fourth  institution  had  one  white  and  one  black  listed  as  im- 
probable denials;  the  fifth  had  five  whites  and  three  blacks  listed 
as  improbable  denials.  Our  review  of  the  detailed  data  on  all  trans- 
actions at  the  latter  two  institutions  determined  that  there  were  no 
indications  of  disparate  treatment  on  the  basis  of  race  or  ethnicity. 

The  sixth  institution  had  five  blacks  listed  as  improbable  denials, 
and  our  initial  review  of  the  detailed  data  revealed  several  in- 
stances of  possible  disparate  treatment  on  the  basis  of  race.  There- 
fore, in  November  1992,  we  conducted  an  on-site  examination  of 
the  47  applications  at  this  bank  that  had  been  included  in  the 
study. 

The  examination  revealed  that  information  on  two  of  the  black 
applicants  had  been  miscoded  in  the  Boston  Fed's  database.  In- 
stead of  being  denied  by  the  bank,  they  had  been  approved  and,  be- 
cause of  high  loan-to-value  ratios,  submitted  to  a  Private  Mortgage 


756 

Insurance  (PMI)  company.  The  PMI  company  denied  the  applica- 
tions. One  was  denied  because  a  debt-to-income  ratio  acceptable  to 
the  bank  was  considered  too  high;  the  other  because  the  condomin- 
ium he  was  seeking  to  purchase  was  located  in  a  building  that  was 
37.5  percent  commercial  space. 

Of  the  three  remaining  improbable  denials  of  applications  from 
blacks  at  that  institution,  one  had  housing  expense  and  debt-to-in- 
come ratios  significantly  higher  than  the  bank's  criteria  and  a  poor 
credit  history;  one  had  housing  expense  and  debt-to-income  ratios 
significantly  higher  than  the  bank's  criteria  and  the  appraisal  of 
the  property  revealed  a  major  structural  defect  that  rendered  it  un- 
inhabitable; and  the  third  applicant's  property  was  appraised  at 
$13,000  less  than  the  loan  amount  sought.  No  whites  were  ap- 
proved by  the  bank  under  circumstances  similar  to  these.  All  of  the 
instances  of  apparent  disparate  treatment  based  on  race,  therefore, 
were  explained  by  legitimate,  nondiscriminatory  factors. 

In  addition,  all  of  the  files  were  reviewed  to  determine  if  there 
were  differences,  based  on  race,  in  the  level  or  quality  of  assistance 
given  to  applicants.  No  such  differences  were  apparent. 

During  the  examination,  we  noted  one  isolated  instance  of  prob- 
able discrimination  based  on  handicap.  However,  the  action  oc- 
curred beyond  the  statute  of  limitations  under  the  FHAct  so  no  ac- 
tion could  be  taken  other  than  counseling  the  bank. 

Pre-Screening  and  Related  Practices 

Q.la.  How  do  you  determine  whether  lenders  are  prescreening  or 
illegally  discouraging  applications  from  minorities? 
A.la.  Under  our  Fair  Housing  Home  Loan  Data  System,  a  bank 
may  be  required  to  maintain  an  Inquiry/Application  Log  if: 

•  there  is  reason  to  believe  the  bank  may  be  prescreening  appli- 
cants on  a  prohibited  basis; 

•  complaints  have  been  made  indicating  that  the  bank's  home 
lending  practices  are,  or  may  be,  discriminatory;  or 

•  analysis  of  HMDA  data  indicates  a  pattern  of  significant  vari- 
ation in  the  number  of  home  loans  between  census  tracts  with 
similar  incomes  and  home  ownership  levels  differentiated  only  by 
race  or  national  origin. 

We  have  not  determined  that  any  national  banks  have  engaged 
in  illegal  prescreening,  however.  Examiners  are  rarely  in  a  position 
to  observe  illegal  treatment  of  creditseekers  before  they  apply,  and 
there  are  rarely  documents  in  banks  that  reveal  such  practices. 

Q.lb.  Do  you  have  any  exam  techniques  to  focus  on  prescreening? 
A.lb.  Our  Compliance  Handbook  calls  for  the  following  steps  to  de- 
tect illegal  prescreening: 

•  Analyze  the  distribution  of  loans  and  other  information  to  deter- 
mine whether  there  is: 

— little  or  no  lending  activity  in  minority  or  racially  mixed  neigh- 
borhoods or  commercial  areas; 

— concentrations  of  credit  in  certain  areas; 

— a  disproportionately  low  level  of  rejected  applications,  an  inor- 
dinately high  level  of  withdrawn  applications,  and/or  a  high 
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percentage  of  protected  class  members  among  the  withdrawn 
appHcations. 

•  If  any  of  the  above  conditions  exist,  determine  whether  the  bank: 
— ^has  appHcation  poHcies  or  procedures  designed  to  discourage  or 

that  have  the  effect  of  discouraging  persons  from  applying  for 
credit  on  a  prohibited  basis.  If  no  formal  policies  exist,  inter- 
view loan  officers  and  determine  what  application  process  is 
used; 

— ^has  selective  marketing  practices; 

— has  selective  branch  locations  and  services; 

— has  procedures  authorizing  reviews  of  applicant  financial  data 
or  property  characteristics  by  other  than  loan  officers  prior  to 
formally  submitting  an  application,  to  determine  eligibility; 

— determines  creditworthiness  or  eligibility  on  the  basis  of  infor- 
mation obtained  from  telephone  conversations,  particularly 
from  questions  concerning  property  location; 

— uses  pre-arranged  questions; 

— uses  persons  outside  of  the  bank  to  refer  or  advise  applicants. 

•  Determine  how  an  application  is  made  and  processed,  and  what 
records  are  maintained  by  considering: 

— where  applications  are  obtained  and  submitted; 

— whether  there  is  an  application  or  appraisal  fee,  its  amount, 
when  and  how  often  it  is  paid,  and  under  what  conditions  it 
is  waived  or  refunded; 

— whether  there  is  anyone  authorized  to  review  the  applicant's  fi- 
nancial data  or  property  characteristics,  before  the  application 
is  formally  submitted,  to  determine  eligibility.  If  so,  determine 
how  it  is  done,  who  is  so  authorized,  and  whether  any  record 
is  kept  of  applications  not  ultimately  submitted,  and  whether 
the  practice  occurs  even  though  it  is  not  formally  authorized; 

— what  information  is  available  to  applicants  by  phone  and 
whether  any  pre-qualification  or  prescreening  is  done; 

— what  information  an  inquirer  is  asked  to  give,  if  he  or  she  calls 
on  the  telephone  for  information,  and  whether  the  property  ad- 
dress is  asked  and  why; 

— under  what  circumstances  persons  are  told  that  loans  are  not 
being  made  in  certain  areas; 

— where  an  application  is  submitted  (i.e.,  forwarded  to  a  central 
loan  department  or  processed  by  the  branch). 

•  Interview  "first  contact"  personnel  to  learn  whether  any  informa- 
tion is  available  to  applicants  by  telephone  that  would  allow  pre- 
qualification  or  prescreening. 

We  suspect,  however,  that  a  lender  that  intends  to  discriminate 
prior  to  application  could  readily  conceal  that  prescreening  from  an 
examiner. 

Q.lc.  Is  use  of  testers  necessary  for  this  purpose?  If  so,  how  should 
such  testing  be  conducted? 

A.lc.  Testing  is  the  most  promising  method  of  which  we  are  aware 
to  detect  illegal  pre-application  discrimination.  Many  of  its  pro- 
ponents, however,  have  not  acknowledged  that  testing  in  the  lend- 
ing area  has  formidable  difficulties  absent  from  the  sales  and  rent- 
al spheres  where  testing  has  proved  valuable. 
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First,  discrimination  in  lending  is  unlikely  to  involve  simple 
untruths  that  a  tester  can  expose.  Unlike  landlords  or  real  estate 
sales  persons,  lenders  rarely  claim  that  they  "just  made  the  last 
loan  an  hour  ago,"  or  that  "someone  else  applied  earlier  than  you" 
or  "someone  else  offered  more  than  you."  Lending  testers  will  en- 
counter subtle,  multi-faceted  behavior,  which  means  that  mul- 
tiple— ^perhaps  many — ^tests  are  needed  to  confirm  differences  in 
treatment. 

Increasing  the  frequency,  however,  immediately  raises  the  second 
problem,  risk  of  detection  as  more  tests  are  run.  For  example,  lend- 
ing testers  often  have  described  "sale  by  owner"  transactions  so  as 
not  to  have  to  involve  real  estate  brokers  in  fabricating  their  iden- 
tities, but  tested  lenders  have  become  suspicious  upon  encountering 
a  number  of  such  relatively  rare  transactions  in  a  short  period. 

A  third  problem  concerns  analysis  of  results.  The  largest  and 
best-known  lending  testing  pilot  program  to  date,  in  Louisville, 
Kentucky,  concluded  that  because  "[IJenders  do  not  appear  to  dis- 
criminate .  .  .  blatantlyC,]  .  .  .  test  results  are  not  readily  suscep- 
tible to  statistical  analysis."  The  Louisville  study  recommended  a 
"more  qualitative  approach."  We  agree,  but  this  makes  interpreta- 
tion problematically  more  subjective. 

Perhaps  the  greatest  limitation  is  that  testing  is  lawful  only  in 
the  pre-application  phase  of  the  loan  process.  The  tester  cannot 
confirm  whether  the  lender  would  in  fact  have  rejected  the  applica- 
tion because  it  is  illegal  for  anyone  to  submit  a  falsified  credit  ap- 
plication. One  alternative  is  to  submit  "test"  applications  from  per- 
sons whose  actual  (not  falsified)  qualifications  are  similar,  as  has 
been  recommended  by  Professor  George  Galster.  We  believe  it 
would  be  difficult  to  recruit  testers  with  similar  authentic  qualifica- 
tions, but  the  approach  nevertheless  offers  some  potential. 

In  sum,  testing  is  no  panacea  but  it  is  promising,  and  we  con- 
tinue to  track  developments.  We  hope  to  receive,  for  example,  infor- 
mation from  HUD  about  the  results  of  lending  testing  pilot  pro- 
grams that  it  has  funded  in  recent  years. 

Q.2.  HMDA  data  consistently  show  low  numbers  of  minority  mort- 
gage applications  in  markets  with  significant  minority  populations. 
When  your  agency  has  found  low  numbers  of  applications  from  mi- 
norities in  certain  markets,  what  surveys  or  other  information  have 
you  collected  to  determine  the  impact  of  discouragement  on  the 
flow  of  mortgage  applications? 

A.2.  We  have  not  conducted  surveys  to  learn  the  causes  of  low  lev- 
els of  minority  applications,  but  we  have  encouraged  lenders'  ef- 
forts to  make  minorities  aware  that  they  mav  seek  and  obtain  cred- 
it. "Discouragement"  has  both  an  attitudinal  and  an  objective  com- 
ponent, and  we  have  tried  to  address  both. 

First,  we  have  encouraged  lenders  to  reach  out  to  historically  un- 
derserved  groups  with  special  efforts  that  might  overcome  discour- 
agement arising  from  actual  or  perceived  historical  exclusion.  This 
occurs  chiefly  as  part  of  our  efforts  to  promote  CRA  compliance. 

Second,  we  are  attempting  to  identify  and  remove  impediments 
of  the  type  documented  in  the  few,  small  testing  programs  to  date. 
These  have  found  that  minority  testers  were  given  partial  informa- 
tion, quoted  stricter  requirements,  steered  toward  particular  pro- 
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grams,  and  otherwise  subtly  obstructed  in  ways  that  were  not  ap- 
parent until  their  experiences  were  compared  to  white  testers. 

Because  these  subtle  practices  are  not  always  recognized  as  dis- 
criminatory by  their  victims  in  isolation,  surveys  of  creditseekers 
are  unlikely  to  elicit  revealing  information.  This  perception  is  cor- 
roborated by  the  fact  that  very  few  complaints  are  filed  alleging 
''discouragement."  If  creditseekers  felt  that  they  had  been  treated 
improperly,  they  would  file  complaints.  Of  the  approximately  50 
complaints  that  we  have  forwarded  to  HUD,  very  few  involved  dis- 
couraging a  prospective  applicant  on  the  basis  of  race  or  national 
origin. 

Q.3.  What  instructions  are  provided  to  examiners  to  determine 
whether  a  lender  is  steering  applicants — ^based  on  race,  neighbor- 
hood, loan  size  or  other  factors— to  loan  products  less  advantageous 
than  other  products  offered  or  to  a  mortgage  or  finance  company 
subsidiary? 

A.3.  The  Compliance  Handbook  calls  for  examiners  to  interview 
"first  contact"  personnel  to  learn  whether  applicants  are  directed  to 
particular  loan  officers  or  loan  products  based  on  specific  criteria 
such  as  property  location  or  any  prohibited  basis.  Steering  to  a 
mortgage  or  finance  company  subsidiary  typically  occurs  at  the  pre- 
application  stage.  The  answers  to  Questions  l.b  and  l.c  of  this  sec- 
tion discuss  pre-application  discrimination. 

Q.4.  Are  underwriting  criteria  examined  to  see  if  they  are  discrimi- 
natory? Are  regulated  institutions  required  to  make  the  criteria 
public? 

A.4.  The  examiners  review  underwriting  criteria  and  look  for  poli- 
cies that  are  overtly  discriminatory  or  that  may  have  a  disparate 
effect.  The  Handbook  calls  for  examiners  to  determine — ^by  review- 
ing the  bank's  policies  and  procedures,  and/or  interviews  with  man- 
agement— if  there  are  guidelines  or  standards  with  potential  dis- 
parate impact  along  prohibited  lines  relating  to: 

•  applicant  eligfibility  requirements; 

•  collateral  (property)  eligibility  requirements; 

•  appraisal  standards; 

•  income  ratios,  stability,  reliability,  and/or  source  requirements; 

•  loan-to-value  requirements;  or 

•  other  criteria. 

The  extensive  underwriter  interview  in  our  forthcoming  examina- 
tion procedures  for  residential  lending  discrimination  takes  a  more 
searching  approach.  It  is  designed  to  reveal  discretionary  aspects 
of  the  underwriting  criteria  so  that  the  examiner  can  analyze 
whether  these  are  applied  even-handedly. 

Private  Mortgage  Insurance 

Q.l.  Does  private  mortgage  insurance  play  a  role  in  mortgage  dis- 
crimination? How? 

A.1.  We  are  aware  of  assertions  that  it  does.  For  example,  we  are 
familiar  with  the  allegations  and  defenses  in  Briceno  v.  United 
Guaranty  Residential  Insurance  Co.  (concerning  a  minimum  loan 
amount  requirement)  and  of  other  discrimination  lawsuits  and  ad- 
ministrative complaints  naming  private  mortgage  insurance  (PMI) 
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companies.  These  cases  were  not  adjudicated,  so  the  evidence  was 
not  fully  developed  and  we  cannot  comment  on  the  merit  of  the  al- 
legations. 

The  current  HMDA  reporting  format  permits  a  lender  to  report 
that  the  inability  to  obtain  PMI  was  a  reason  for  denying  the  loan. 
The  aggregate  HMDA  data  have  shown  that  denial  of  PMI  caused 
only  a  very  small  proportion  of  minority  loan  denials.  However,  the 
role  of  PMI  may  be  understated,  because  we  have  found  that  some 
banks  report  for  HMDA  the  substantive  problem  named  by  the 
PMI  company,  and  not  the  PMI  denial  itself  We  are  trying  to  learn 
how  prevalent  this  problem  may  be,  and  are  alerting  examiners  to 
the  question. 

Q.2.  Should  private  mortgage  insurers  be  subject  to  HMDA  or  simi- 
lar disclosure  requirements: 

A,2.  We  have  no  opinion  on  this  issue.  Such  requirements  would 
not  assist  us  in  determining  whether  banks  are  in  compliance  with 
nondiscrimination  laws. 

Q.3.  Do  examiners  attempt  to  discover  whether  an  institution  has 
engaged  in  discrimination  by  steering  certain  groups  to  particular 
insurers  or  by  making  greater  efforts  to  follow-up  when  insurance 
is  denied  to  white  applicants  than  when  insurance  is  denied  to  mi- 
nority applicants? 

A.3.  A  major  thrust  of  the  examination  procedures  we  have  been 
field  testing  in  the  past  year  and  are  now  implementing  is  the  level 
of  effort  exerted  by  the  lender  to  qualify  an  applicant.  This  includes 
attempts  to  persuade  an  insurer  that  the  loan  is  viable.  For  exam- 
ple, this  was  specifically  evaluated  in  our  followup  to  the  Boston 
Fed's  recent  study  of  mortgage  lending  discrimination  in  Boston. 
We  found  that  the  lender  under  suspicion  in  fact  had  made  signifi- 
CEint  efforts  to  qualify  applicants  for  PMI  without  regard  to  race. 
We  have  not  found  evidence  that  groups  have  been  steered  to 
particular  insurers.  However,  this  has  not  been  a  specific  focus  of 
our  examinations. 

Non-Mortgage  Related  Lending  Discrimination 

Q.l.  What  data  does  your  agency  have  on  the  prevalence  of  non- 
mortgage  related  lending  discrimination?  In  which  markets,  other 
than  the  mortgage  market,  is  discrimination  a  serious  problem? 

A.1.  We  treat  instances  of  possible  discrimination  in  consumer 
lending  with  great  seriousness  as  we  encounter  them,  but  we  lack 
aggregate  data  to  describe  the  prevalence  of  discriminatory  prac- 
tices in  consumer  loan  markets.  We  are  not  aware  of  studies  of 
consumer  lending  comparable  to  the  research  that  has  been  under- 
taken on  possible  discrimination  in  residential  lending. 

Q.2,  Do  we  need  disclosure  of  non-mortgage  related  lending? 

A.2.  The  investigation  of  possible  discrimination  in  consumer  lend- 
ing could  be  facilitated  if  racial,  national  origin,  gender,  marital 
status,  and  age  information  was  recorded  on  the  loan  application, 
as  is  now  required  by  ECOA  for  residential  transactions. 

This  would  be  useful  even  if  the  information  were  not  aggregated 
and  reported.  Requiring  the  lender  to  obtain  (but  not  report)  mon- 
itoring information  might  be  a  viable  middle  position  that  makes 
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it  possible  to  analyze  possible  discrimination  in  consumer  lending 
without  unduly  burdening  the  industry. 

Q.3.  What  examination  techniques  do  you  use  to  enforce  ECOA 
with  respect  to  non-mortgage  related  lending?  Given  the  paucity  of 
statistical  data,  what  "flags  do  you  instruct  examiners  to  look  for 
to  detect  non-mortgage  related  lending  discrimination? 

A.3.  For  a  number  of  years,  our  Compliance  Handbook  has  directed 
examiners  to  look  for  specific  practices  that  would  violate  explicit 
requirements  of  ECOA.  These  aspects  of  ECOA  chiefly  concern  gen- 
der and  marital  status  discrimination,  and  apply  equally  to  mort- 
gage and  consumer  lending.  For  example,  ECOA  prohibits  lenders 
from  requiring  a  woman's  husband  to  co-sign  for  a  loan  and  bars 
inquiries  about  a  female  applicant's  childbearing  intentions.  If  any 
underwriting  standards,  forms,  etc.,  used  by  the  bank  contain  ref- 
erences to  such  restrictions,  that  would  be  a  "red  flag"  of  an  ECOA 
violation. 

Apart  from  these  explicit  provisions,  comparative  treatment  of 
applicants  is  also  a  focus  in  our  consumer  lending  reviews,  to  the 
degree  that  the  applicant's  class  can  be  identified.  For  these  classes 
of  applicants,  the  same  "red  flags"  that  serve  in  comparative  analy- 
sis in  residential  lending  by  and  large  also  apply  in  consumer  lend- 
ing. 

OCC  examiners  compare  the  application  outcomes  for  similarly 
qualified  applicants  of  differing  gender,  marital  status,  and  age,  al- 
though this  has  not  been  done  as  consistently  or  in  as  sophisticated 
a  fashion  as  we  now  believe  necessary.  We  expect  that  the  com- 
parative analysis  techniques  we  are  now  implementing  with  regard 
to  mortgage  lending  will  also  be  used  in  consumer  lending  (though 
without  an  emphasis  on  racial  and  ethnic  comparisons). 

Q.4.  How  do  these  "flags"  differ  fi^om  those  you  look  for  to  detect 
discrimination  by  mortgage  lenders  not  falling  under  HMDA? 

A.4.  As  previously  noted,  ECOA  contains  many  explicit  prohibi- 
tions. These  also  apply  to  residential  lending  and  serve  as  "red 
flags"  with  regard  to  gender,  marital  status,  and  age  discrimina- 
tion. 

Even  if  a  mortgage  lender  is  not  covered  by  HMDA,  it  still  must 
obtain  monitoring  information  on  the  applicant's  race  and  national 
origin  (plus  gender,  marital  status,  and  age).  When  the  lender  ag- 
gregates and  reports  these  data  under  HMDA,  the  examiner  can 
readily  identify  minority  and  white  files  to  compare  on-site.  If 
HMDA  does  not  apply,  tnis  identification  can  still  be  done  more  la- 
boriously file  by  tile.  For  consumer  loans,  identification  of  appli- 
cants by  race  is  extremely  difficult. 
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MORTGAGE  LENDING  IN  BOSTON:  INTERPRETING  HMDA  DATA 

BY  AuciA  H.  MuNNELL,  Lynn  E.  Browne,  James  McEneaney,  and  Geoffrey  M.B. 
TooTELL*— Federal  Reserve  Bank  of  Boston 

The  authors  are  grateful  to  the  many  persons  who  contributed  to  this  study.  Early 
discussions  within  the  Boston  Fed  with  Bob  Augusta  and  Allen  De Young  of  the  Ex- 
amination Department  and  Patricia  Allouise  of  the  Legal  Department  contributed 
greatly  to  the  design  and  strategy.  Members  of  the  Consumer  Advisory  Council  of 
the  Board  of  Governors,  bankers,  and  underwriters  provided  insights  on  the  woric- 
ings  of  the  mortgage  lending  market.  The  other  supervisory  agencies,  including  the 
OCC,  the  FDIC,  OTS,  and  HUD,  provided  strong  support  for  undertaking  the  sur- 
vey. Martha  Bethea  and  Glenn  Canner  of  the  Board  staff  greatly  facilitated  getting 
the  survey  launched.  Once  the  questionnaires  were  returned,  numerous  super  in- 
terns and  research  assistants  provided  months  of  assistance  under  the  able  manage- 
ment of  Betsy  Morgan.  Special  thanks  go  to  interns  Janet  Feldstein  and  Virginia 
Genao,  to  research  assistants  Thomas  Miles,  Faith  Kasirye,  and  Meeta  Anand,  and 
to  Computer  Liaison  staff  Marv  Chamberlain,  Luci  Rexroad,  and  Diane  Stanevicz, 
and  to  consultant  Anne  Kinsella.  Two  drafts  were  read  by  experts  within  the  Fed- 
eral Reserve  including  Paul  Calem  of  the  Philadelphia  Fed,  Brian  Cromwell  of  the 
San  Francisco  Fed,  Mark  Sniderman  of  the  Cleveland  Fed,  and  Glenn  Canner:  their 
comments  and  suggestions  were  invaluable.  Robert  Aveiy  of  Cornell  University  also 
provided  useful  comments  on  an  early  draft.  John  F.  Kain  of  Harvard  University, 
representatives  of  the  other  Federal  supervisory  agencies,  and  Fannie  Mae  and 
Freddie  Mac  provided  extensive  and  insigntiul  comments  on  a  revised  version  of  the 
study.  Joan  Poskanzer  edited  and  re-edited  the  document.  Finally,  the  authors  wish 
to  thank  all  those  financial  institutions  who  responded  to  the  questionnaire,  making 
this  study  possible. 

The  Home  Mortgage  Disclosure  Act  (HMDA)  data  for  1990,  which  were  released 
in  October  1991,  snowed  substantially  higher  denial  rates  for  black  tmd  Hispanic 
applicants  than  for  white  applicants.  These  minorities  were  two  to  three  times  as 
likely  to  be  denied  mortgage  loans  as  whites.  In  fact,  high-income  minorities  in  Bos- 
ton were  more  likely  to  be  turned  down  than  low-income  whites.  The  1991  HMDA 
data,  which  are  being  released  currently,  show  a  similar  pattern. 

This  pattern  has  triggered  a  resurgence  of  the  debate  on  whether  discrimination 
exists  in  home  mortgage  lending.  Some  people  beUeve  that  the  disparities  in  denial 
rates  are  evidence  ot  discrimination  on  tne  part  of  banks  and  other  lending  institu- 
tions. Others,  including  lenders,  argue  that  such  conclusions  are  unwarranted,  be- 
cause the  HMDA  data  do  not  include  information  on  credit  histories,  loan-to-value 
ratios,  and  other  factors  considered  in  making  mortgage  decisions.  These  missing 
pieces  of  information,  they  argue,  explain  the  high  denial  rates  for  minorities. 

Because  the  applicant  and  loan  characteristics  collected  under  HMDA  are  indeed 
limited,  the  Federal  Reserve  Bank  of  Boston,  with  the  support  of  the  other  super- 
visory agencies,  asked  financial  institutions  operating  in  the  Boston  Metropolitan 
Statistical  Area  (MSA)  to  provide  additional  information  on  the  financial  and  em- 
ployment variables  that  lenders  have  indicated  are  relevant  to  the  mortgage  lending 
decision.  This  information  was  requested  for  all  applications  for  conventional  mort- 
gage loans  made  by  blacks  and  Hispanics  in  1990  and  for  a  random  sample  of  3,300 
applications  made  by  whites.  Substantial  lender  cooperation  resulted  in  a  very  good 
response  rate  and  hi^-quality  data.  The  additional  data,  combined  with  Census  in- 
formation on  neighborhood  characteristics,  were  used  to  develop  a  model  of  the  de- 
terminants of  mortgage  lending  decisions  in  the  Boston  area.  This  model  was  then 
employed  to  test  whether  race  was  a  significant  factor  in  the  lending  decision  once 
financial,  employment,  and  neighborhood  characteristics  were  taken  into  account. 

The  results  of  this  study  inmcated  that  minority  applicants,  on  average,  do  have 

S eater  debt  burdens,  higher  loan-to-value  ratios,  and  weaker  credit  histories  and 
ey  are  less  likely  to  buy  single-family  homes  than  white  applicants,  and  that  these 
disadvantages  do  account  for  a  large  portion  of  the  difference  in  denial  rates.  Includ- 
ing the  additional  information  on  applicant  and  property  characteristics  reduces  the 
disparity  between  minority  and  white  denials  from  the  originally  reported  ratio  of 
2.7  to  1  to  roughly  1.6  to  1.  But  these  factors  do  not  wholly  eliminate  the  disparity, 
since  the  adjusted  ratio  implies  that  even  after  controlling  for  financial,  employ- 
ment, and  neighborhood  characteristics,  black  and  Hispanic  mortgage  applicants  in 


♦Director  of  Research,  Deputy  Director  of  Research  for  Regional  Affairs,  Research  Department 
Administrator,  and  Economist,  respectively,  Federal  Reserve  Bank  of  Boston.  The  views  ex- 
pressed are  those  of  the  authors,  and  do  not  necessarily  reflect  oflicial  positions  of  the  Federal 
Reserve  Bank  of  Boston  or  the  Federal  Reserve  System. 
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the  Boston  metropolitan  area  are  roughly  60  percent  more  likely  to  be  turned  down 
than  whites.  This  discrepancy  means  that  minority  applicants  with  the  same  eco- 
nomic and  property  characteristics  as  white  applicants  would  experience  a  denial 
rate  of  17  percent  rather  than  the  actual  white  denial  rate  of  11  percent.  Thus,  in 
the  end,  a  statistically  significant  gap  remains,  which  is  associated  with  race. 

The  information  gathered  in  this  survey  provides  some  insight  into  how  this  out- 
come emerges.  Many  observers  believe  that  no  rational  lender  would  turn  down  a 
good  application  because  the  applicant  is  a  minority.  The  results  of  this  survey  con- 
firm this  perception;  minorities  with  unblemished  credentials  are  almost  (97  per- 
cent) certain  of  being  approved.  But  the  majority  of  borrowers  are  not  perfect,  and 
lenders  have  considerable  discretion  over  the  extent  to  which  they  consider  these 
iniperfections  as  well  as  compensating  factors. 

To  take  just  one  example,  two  key  standards  for  selling  mortgage  loans  in  the  sec- 
ondary market  are  the  obligation  ratios,"  which  relate  the  applicant's  housing  ex- 
pense to  total  income  and  total  debt  burden  to  total  income.  Secondary  market 
guidelines  suggest  benchmarks  of  28  percent  and  36  percent,  respectively,  although 
they  go  on  to  add  that  "a  lender  may  use  a  higher  ratio  .  .  .  when  there  are  fufiy 
documented  compensating  factors  .  .  ."  (Fannie  Mae  1992,  p.  654).  More  than  one- 
half  of  the  applications  in  this  sample  exceeded  one  of  these  benchmarks,  and  lend- 
ers approved  and  sold  into  the  secondary  market  some  loans  with  ratios  in  excess 
of  36  percent  and  44  percent,  respectively. 

The  secondary  market's  flexibility  in  this  area  undoubtedly  increases  the  general 
availability  of  mortgage  funds  for  both  minorities  and  whites.  Moreover,  this  willing- 
ness to  lend  to  imperfect  borrowers  is  justified:  historically,  residential  mortgages 
have  been  very  safe  investments.  The  difficulty  is  that  unless  primary  market  lend- 
ers apply  the  flexibility  in  a  nondiscriminatory  manner,  minority  applicants  will  not 
benefit  to  the  same  degree  as  white  applicants.  The  results  of  this  study  suggest 
that  for  the  same  imperfections  whites  seem  to  enjoy  a  general  presumption  of  cred- 
itworthiness that  black  and  Hispanic  applicants  do  not,  and  that  lenders  seem  to 
be  more  willing  to  overlook  flaws  for  white  applicants  than  for  minority  applicants. 

The  preponderance  of  flawed  applicants  and  the  significant  discretion  accorded 
lenders  have  important  implications  for  the  efficacy  of  bank  examinations  for  com- 
pliance with  the  fair  lending  laws.  Since  the  bulk  of  applications  contain  some  flaws, 
most  denials  will  appear  legitimate  by  some  objective  standard.  Moreover,  this  study 
found  that  denied  black/Hispanic  applications  on  average  have  poorer  objective 
qualifications  than  denied  white  applications;  that  is,  as  measured  by  the  median 
value,  denied  minorities  had  lower  income  and  wealth,  higher  obligation  and  loan- 
to-value  ratios,  and  worse  credit  histories  than  denied  whites.  If  these  patterns  hold 
true  elsewhere,  a  systematic  bias  in  mortgage  lending  is  very  difficult  to  document 
at  the  institution  level,  particularly  when  the  number  of  minority  applications  is 
small,  as  it  is  in  the  vast  majority  of  institutions.  It  becomes  apparent  only  when 
many  applications  are  aggregated.  As  the  supervisory  agencies  themselves  have  al- 
ready recognized,  under  existing  examination  procedures,  examiners  can  be  ex- 
pected to  uncover  only  the  most  flagrant  abuses. 

I.  The  Boston  Area  and  the  Boston  Fed's  1989  Study  of  Mortgage  Lending 

Boston  is  the  8th  largest  metropolitan  statistical  area  in  the  nation,  with  a  popu- 
lation in  1990  of  2.9  million.*  The  area  comprises  more  than  100  politically  distinct 
cities  and  towns.  The  largest  of  these  communities  is  the  City  of  Boston,  with  a  pop- 
ulation of  574,000.  Boston  is  an  old  city  with  long-established  neighborhoods,  many 
of  which  are  defined  along  ethnic  and  racial  lines.  The  communities  surrounding  the 
Boston  were  founded  many  years  ago  and  their  development  has  taken  varied  paths. 
Some  are  lightly  populated,  almost  exclusively  residential  communities.  (Jthers 
function  as  small  cities  in  their  own  right,  as  well  as  suburbs  to  the  City  of  Boston. 

About  15  percent  of  the  Boston  area  population  is  minority  (Table  1).  As  can  be 
seen  from  the  map,  the  minority  population,  especially  the  black  population,  is  con- 
centrated in  the  City  of  Boston  and  surrounding  communities.  Seventy  percent  of 
blacks  live  in  the  City,  where  they  make  up  24  percent  of  the  population.  Within 
the  City,  blacks  also  tend  to  be  very  concentrated;  many  live  in  neighborhoods 
where  more  than  50  percent  of  the  population  is  black.  The  Hispanic  population 
tends  to  live  in  the  area's  smaller  cities  as  well  as  in  the  City  of  Boston.  Both  blacks 
and  Hispanics  are  underrepresented  in  the  more  residential,  suburban  communities. 


^Boston  is  considered  a  primary  metropolitan  statistical  area  (PMSA),  meaning  it  falls  within 
an  even  larger  agglomeration  called  a  consolidated  metropolitan  statistical  area  (CMSA).  The 
Boston  CMSA  is  the  seventh  laigest  in  the  nation  and  stretches  north  into  New  Hampshire. 
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A  relatively  small  proportion  of  the  Boston  PMSA  housing  stock  is  in  single-unit 
structures  and  a  relatively  large  fraction  is  made  up  of  properties  with  two  to  four 
units.  Single-unit  properties  are  especially  scarce,  and  two-  to  four-unit  properties 
are  most  common  in  the  City  of  Boston  and  some  of  the  small  cities.  Thia  pattern 
may  have  some  bearing  on  mortgage  lending  decisions,  because  evaluating  an  appli- 
cation to  purchase  a  property  with  more  than  one  unit  requires  an  assessment  of 
the  stream  of  rental  income  that  will  be  generated  by  the  adoitional  units. 

In  1989,  the  Federal  Reserve  Bank  of  Boston  examined  the  pattern  of  mortgage 
lending  in  the  City  of  Boston  and  concluded  that  housing  and  mortgage  credit  mar- 
kets were  functioning  in  a  way  that  hurt  black  neighborhoods  (Bradbury,  Case,  and 
Dunham  1989).  The  number  of  mortgage  originations  relative  to  the  owner-occupied 
housing  stock  was  24  percent  lower  in  olack  neighborhoods  than  in  white  neighoor- 
hoods,  after  taking  account  of  economic  variables  such  as  income,  wealth,  anaother 
factors.^  The  study,  however,  could  not  distinguish  between  discrimination  in  the 
housing  market  and  discrimination  in  the  mortgage  market.  From  the  available 
data,  it  was  not  possible  to  sort  out  the  precise  role  played  by  lenders,  as  opposed 
to  buyers,  sellers,  developers,  realtors,  appraisers,  insurers,  and  others.  Thus,  a  pos- 
sible interpretation  of  the  earlier  study  was  that  fewer  mortgages  were  made  in 
black  neighborhoods  because  people  in  black  nei^borhoods  did  not  buy  houses  as 
frequently  as  residents  of  white  neighborhoods  and  therefore  did  not  apply  for  as 
many  mortgages. 

The  results  of  this  study  do  not  suffer  from  this  ambiguity.  Instead  of  analyzing 
the  location  of  mortgage  loans,  this  study  explores  the  factors  affecting  the  decision 
to  approve  or  deny  mortgage  applications.  In  other  words,  it  bypasses  the  contention 
that  olacks  and  Hispanics  never  enter  the  doors  of  financial  institutions  and  looks 
at  what  happens  to  individuals  after  they  are  inside  the  institution  and  actually 
apply  for  a  mortgage  loan.  Such  a  study  is  possible  because  amendments  to  HMDA 
in  1989  required  that  lenders  report  not  only  the  location  of  loans  actually  made 
but  also  the  sex,  race,  and  income  of  individual  applicants  and  whether  the  applica- 
tion was  approved  or  denied.^  Thus,  1990  was  the  first  year  for  which  information 
was  available  about  the  applicant  as  well  as  the  property  and  about  applications 
that  were  denied  as  well  as  approved.  The  new  data  changed  the  focus  of  concern 
from  "redlining,"  that  is,  differential  treatment  by  lenders  based  on  location  of  a 
property,  to  discrimination,  that  is,  differential  treatment  of  applicants  based  on 
race  or  other  personal,  rather  than  economic,  characteristics.* 


*The  results  were  consistent  with  some  earlier  studies  that  have  found  evidence  of  redlining 
(Aveiy  and  Buynak  1981;  Dedman  and  others  1988;  Gabriel  and  Rosenthal  1991).  Three  other 
studies,  however,  found  no  conclusive  evidence  that  redlining  had  been  practiced  by  lenders 
(Benston,  Horsky,  and  Weingartner  1978;  Cannery  Gabriel,  and  Woolley  1991;  Schafer  and  Ladd 
1981).  The  different  results  fh)m  these  studies  appear  to  depend  on  the  definition  of  redlining 
used  by  the  researcher.  Studies  that  characterized  redlining  in  terms  of  the  amount  of  lending 
in  a  particular  area  were  more  likely  to  find  evidence  of  redlining.  Others  that  looked  at  diP 
ferences  in  the  terms  of  mortgage  loans  across  neighborhoods  found  no  conclusive  evidence  of 
redlining. 

^The  Home  Mortgage  Disclosure  Act  was  enacted  in  1975  in  response  to  concerns  voiced  by 
community  activists  that  banks  had  demarcated  areas  in  cities  where  they  were  unwilling  to 
make  mortgage  loans.  The  legislation  required  that  banks  report  the  number  of  mortgage  loans 
made  by  location  of  property.  These  data,  however,  were  never  particularly  useful  in  evaluating 
banks'  performance,  since  standards  were  not  available  against  which  to  evaluate  bank  lending 
patterns  nor  was  information  available  on  individual  applicants. 

^Although  HMDA  did  not  provide  information  on  mortgage  applications  until  1990,  three 
major  studies  of  applications  data  were  conducted  in  the  late  1970's.  In  1977,  the  Comptroller 
of  the  Currency  and  the  Federal  Deposit  Insurance  Corporation  sponsored  a  nationwide  survey 
to  determine  what  economic  characteristics  were  important  in  bank  lending  decisions  and 
whether  race  or  sex  entered  into  the  determination  (Black,  Schweitzer,  and  Mandell  1978). 
Based  on  an  analysis  of  roughly  5,000  completed  returns,  the  researchers  found  that  race  played 
a  statistically  significant,  although  not  particularly  large,  role  in  the  lending  decision. 

In  1981,  the  MIT-Harvard  Joint  Center  for  Urban  Studies  published  an  extensive  study  of 
mortgage  lending  decisions  in  New  York  and  California;  one  portion  of  this  study  focused  on 
individual  applications  (Schafer  and  Ladd  1981).  Mortgage  application  data  were  provided  by 
state-regulated  savings  and  loans  in  California  and  all  state-regulated  commercial  banks,  mu- 
tual savings  banks,  and  savings  and  loans  in  New  York.  Based  on  the  information  included  in 
a  very  large  sample  of  loans,  the  authors  determined  that  blacks  had  a  much  greater  chance 
of  denial  than  white  applicants  with  equivalent  socioeconomic,  property,  and  neighborhood  char- 
acteristics. 

The  third  study  was  conducted  in  1978  by  the  Federal  Home  Loan  Bank  Board  (King  1980). 
Examiners  collected  data  for  4,776  mortgage  applications  in  a  special  examination  of  federally 
insured  savings  and  loan  associations  in  Miami,  San  Antonio,  and  Toledo.  The  study  found  sta- 
tistically sigmficant  evidence  that  black  and  Hispanic  applicants  were  more  likely  to  be  denied 

Continued 
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n.  The  Mortgage  Lending  Decision 

In  order  to  determine  whether  race  plays  a  role  in  the  lending  decision,  it  is  nec- 
essary first  to  account  for  all  the  economic  factors  that  might  bear  on  the  financial 
institution's  decision.  If  relevant  economic  variables  are  not  considered  and  they 
vary  across  racial  groups,  then  a  rational  and  legitimate  decision  to  deny  a  mort- 
gage may  appear  to  be  based  on  race.  For  example,  if  minority  applicants  have  poor- 
er credit  records  than  whites,  minorities  will  be  rejected  at  a  higher  rate  than 
whites.  If  credit  information  is  not  included  in  the  analysis,  the  hi^er  minority  de- 
nial rate  would  appear  to  be  discrimination  even  if  race  were  never  considered  by 
the  lender.  The  only  way  to  determine  whether  lenders'  decisions  are  influenced  by 
race  is  to  include  in  a  model  all  the  economic  variables  that  are  available  to  the 
lender  and  that  might  cause  a  loan  to  be  denied,  and  then  test  to  see  whether  race 
is  still  a  significant  and  important  factor  in  the  decision. 

The  Mortgage  Application  Process 

The  mortgage  application  and  approval  procedure  is  complex  and  far  from  me- 
chanical. It  generally  consists  of  three  steps — a  quick  review  of  the  application  for 
viability,  verification  of  the  information  and  an  appraisal  of  the  property,  and  an 
evaluation  of  the  numbers  and  consideration  of  any   compensating  factors. 

An  applicant  who  has  decided  to  purchase  a  property  selects  a  lender,  based  on 
proximitv,  attractiveness  of  rates  and  fees,  or  some  other  factor,  and  fills  out  a 
standard  loan  application  form,  such  as  Fannie  Mae  Form  1003.  This  can  be  done 
at  the  lender's  site,  by  mail  or  via  telephone,  or  by  a  mortgage  broker  at  the  appli- 
cant's home.  The  information  contained  on  the  application  is  used  by  the  intake  per- 
son or  the  loan  officer  to  make  an  immediate  decision  as  to  the  ultimate  viability 
of  the  loan.  If  the  loan  does  not  appear  viable,  the  lender  may  make  its  credit  deci- 
sion at  that  time  and  deny  the  application.  This  initial  review  process  saves  some 
borrowers  application  fees,  but  also  represents  the  first  level  of  discretion  in  the 
process,® 

If  the  lender  believes  that  the  applicant  has  a  reasonable  chance  of  approval,  the 
process  enters  a  more  comprehensive  stage.  The  lender  attempts  to  verify  the  infor- 
mation to  ensure  that  the  applicant  has  the  financial  ability  and  inclination  to  repay 
the  loan,  and  sufficient  liquid  funds  for  a  down  payment  and  closing  costs.  Verifica- 
tion of  employment  provides  some  assurance  about  both  the  adequacy  of  the  income 
and  the  Ukelihood  oi  continuation  of  the  current  employment.  A  credit  history  report 
may  provide  some  information  about  the  applicant's  commitment  to  paying  debts. 
A  verification  of  bank  deposits  indicates  wnether  liquid  assets  are  sufficient;  this 
step  also  provides  some  information  about  whether  a  gift,  grant,  or  loan,  rather  than 
savings,  serves  as  the  down  payment. 

If  the  information  on  the  application  is  verified,  the  lender  will  take  a  hard  look 
at  the  numbers,  such  as  the  ratios  of  monthly  housing  expense  to  income  and  total 
obligations  to  income.  These  ratios  are  important  indicators  of  the  ability  to  sell  the 
mortgage  in  the  secondary  market.  Secondary  market  purchasers,  such  as  Fannie 
Mae  and  Freddie  Mac,  use  28  percent  and  36  percent,  respectively,  as  maximum 
guidelines  for  these  ratios,  but  these  are  guidelines,  and  subject  to  considerable  dis- 
cretion on  the  part  of  the  lender.  Assuming  the  application  is  still  viable,  the  lender 
will  proceed  with  an  appraisal  and  calculate  the  loan-to-value  ratio.  The  secondary 
market  uses  80  percent  as  a  threshold  for  loan  to  value,  but  with  private  mortgage 
insurance  higher  ratios  are  permitted. 

At  this  point,  the  lender  is  in  a  position  to  approve  or  deny  the  loan.  If  the  credit 
history  is  clean,  the  applicant  has  a  good  supply  of  cash,  all  the  debt  and  loan-to- 
value  ratios  are  within  the  guidelines,  and  the  property  is  a  single-family  home  in 
a  desirable  neighborhood,  the  decision  is  relatively  easy  and,  indeed,  the  application 
could  probably  be  analyzed  and  approved  by  a  computer.  However,  few  (less  than 
20  percent)  borrowers  are  without  olemish  and,  therefore,  lenders  are  left  consider- 
able room  for  subjectivity  and  discretion.  To  offset  negatives,  lenders  can  use  a  host 
of  "compensating  factors."  For  example,  to  compensate  for  high  debt-to-income  ra- 
tios, lenders  might  note  a  large  down  payment,  a  good  record  of  carrying  high  hous- 
ing expenses,  a  strong  propensity  to  save  and  a  high  level  of  liquid  assets,  and  an 


than  comparable  white  applicants.  The  researchers  speculated  that  differences  in  credit  histories 
might  have  contributed  to  this  result,  but  lacked  the  data  to  test  this  hypothesis. 

"This  paragraph  describes  the  appropriate  form  of  an  initial  review,  which  involves  the  com- 
pletion of  an  application  and  an  explicit  denial  or  encouragement  by  the  lender.  Examiners, 
however,  are  very  concerned  about  the  prevalence  of  infonnal  prescreening  where  applicants  are 
discouraged  ftxtm  even  filing  a  formal  application  or  are  not  provided  with  the  adverse  action 
notice,  which  is  required  by  law  when  the  informal  process  is  pursued  to  the  point  where  the 
lender,  in  fact,  makes  a  credit  decision. 
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excellent  potential  for  iiiture  earnings  based  on  education  and  training.  Similarly, 
to  compensate  for  credit  history  problems,  lenders  might  be  willing  to  accept  favor- 
able letters  from  creditors,  extenuating  circumstances  such  as  an  adverse  judgment 
in  a  civil  suit,  or  simply  prior  life  circumstances  that  have  changed  for  the  better. 
In  other  words,  many  flawed  loan  applications  can  be  brought  to  a  viable  status  and 
even  made  eligible  for  sale  in  the  secondary  market. 

A  Model  of  Mortgage  Lending 

The  information  gathered  and  analyzed  in  the  mortgage  application  process  can 
be  used  to  model  the  mortgage  lending  decision.  Because  little  is  known  about  the 
relationship  between  apphcant  characteristics  and  actual  loan  performance,  any 
model  must  by  necessitv  explain  what  lenders  actually  consider  when  making  their 
decisions  rather  than  what  they  ought  to  consider. 

Mortgage  lenders  are  assumed  to  maximize  the  expected  profit  of  the  institution. 
This  goal  reauires  that  financial  institutions  attempt  to  minimize  the  probability 
and  costs  of  aefault  associated  with  each  mortgage  loan.^  This  means  that  the  prob- 
ability of  a  lender  denying  a  mortgage  application  P(D)  is  a  function  of  the  appli- 
cant's ability  to  carry  the  loan  (F),  the  risks  of  default  (R),  the  potential  loss  associ- 
ated with  default  and  foreclosure  (L),  and  the  terms  of  the  loan  (T).  Although  these 
factors  are  listed  separately,  they  are  all  interrelated;  for  example,  an  applicant's 
ability  to  carry  a  loan  depends  on  the  terms  of  the  loan.  If  the  lender's  judgment 
is  influenced  by  the  race  or  other  personal  characteristics  of  the  applicant  (C),  that 
will  also  aflect  the  likelihood  of  denial.  That  is,  P(D)  -  f(F3tL,T,C). 

The  original  HMDA  data  include  only  one  piece  of  economic  information  about  the 
applicant— namely,  income.  Income  alone  actually  has  less  explanatory  power  than 
one  mi^t  expect,  because  lower-income  borrowers  usuaUy  buy  lower-pnced  homes. 
Moreover,  as  the  discussion  above  suggests,  many  other  variables  affect  the  mort- 
gage len<&ng  decision.  Thus,  the  Federal  Reserve  Bank  of  Boston  attempted  to  aug- 
ment the  1990  HMDA  report  by  gathering  information  on  38  additional  variables. 
These  variables  were  selected  on  tne  basis  of  numerous  conversations  with  lenders, 
underwriters,  and  others  familiar  with  the  lending  process.  Most  of  the  variables 
come  from  standard  loan  application  forms:  severau  are  taken  from  credit  reports 
and  a  few  from  lenders'  worksheets.  The  following  is  a  brief  summary  of  the  miyor 
groupings  of  variables. 

Ability  (^Applicant  to  Support  Loan.  The  original  HMDA  data  did  not  include  in- 
formation on  two  financial  concepts— obligation  ratios  and  wealth — ^that  could  have 
considerable  bearing  on  the  applicant's  ability  to  carry  and  repay  the  mortgage  loan. 
"Obligation  ratios,"  which  measure  proposed  housing  expenses  relative  to  income 
and  total  debt  payment  obligations  relative  to  income,  indicate  whether  the  appli- 
cant can  afford  the  mortgage  more  clearly  than  income  alone.  In  addition,  because 
the  secondary  market  has  established  guidelines  for  these  ratios  and  because  today 
most  mortgages  are  sold  in  the  secondary  market,  lenders  must  be  concerned  about 
how  the  obligation  ratios  affect  the  loans  marketabUity. 

Economists  contend  that  wealth  may  also  be  important  to  the  lender's  decision, 
since  substantial  wealth  can  make  dent  repayment  easy  even  when  income  is  low 
and  obligation  ratios  are  high.  Not  only  can  wealthy  individuals  spend  down  their 
wealth,  but  also  liquid  assets  can  be  a  cushion  that  prevents  a  temporary  job  loss 
or  other  income  disruption  from  resulting  in  a  mortgage  default.  Bankers  and  other 
lenders  who  were  consulted  said,  however,  that  the  available  wealth  information  is 
not  very  reliable,  and,  for  this  reason,  they  tend  to  place  little  weight  on  wealth, 
with  the  exception  of  verifiable  liauid  assets.  Nevertheless,  information  was  col- 
lected on  total  assets  and  total  liabilities,  as  well  as  liquid  assets. 

Risk  of  Default.  Two  groups  of  variables— one  relating  to  applicants'  reliability  as 
borrowers  and  one  pertaining  to  the  stability  of  the  applicants'  income — were  col- 
lected in  order  to  capture  the  possibility  that  the  applicants'  circumstances  mi^t 
change  and  their  commitment  or  ability  to  repay  the  loan  might  decline. 

Reliability  of  Borrower:  Lenders  state  that  they  place  considerable  weight  on 
applicants'  cre^t  histories  in  judging  their  commitment  to  meeting  mortgage  obliga- 
tions. The  contention  is  that  past  behavior  may  signal  creditworthiness  in  the  fu- 
ture; some  people  may  be  more  responsible  about  credit  obligations  than  others  and. 


'Maximizing  expected  profit  requires  maximizing  the  difTerence  between  the  return  on  mort- 
gage leniUng  and  the  cost  of  funds  to  the  lender.  In  the  case  or  home  mortgages,  however,  appli- 
cations are  usually  either  rejected  or  accepted  at  the  market  interest  rate.  Given  expectations 
of  inflation,  the  maricet  rate  should  generate  a  profit  on  loans  that  fulfill  monthly  payment  com- 
mitments. Thus,  the  primaiy  task  facing  the  lender  is  avoiding  default  and  any  associated 
losses.  Even  if  Uie  lender  sells  the  loan  on  the  secondaiy  market,  default  remains  a  concern, 
as  the  purchaser  can  return  the  loan  to  the  originator.  At  a  minimum,  secondaiy  market  buyois 
will  not  continue  to  buy  finom  lenders  whose  loans  frequently  default 
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therefore,  less  likely  to  default.  Loan  underwriters  tend  to  view  certain  elements  of 
the  credit  report  as  more  important  than  others.  For  example,  failure  to  meet  pre- 
vious mortgage  commitments  is  said  to  be  viewed  more  seriously  than  a  late  credit 
card  payment.  Likewise,  public  record  of  default,  foreclosure,  or  bankruptcy  is  con- 
sidered especially  damaging  to  the  borrower.  This  study  constructed  a  concise  out- 
line of  the  prospective  borrower's  past  creditor  relationships  that  provides  substan- 
tial detail  about  different  credit  categories. 

Stability  of  Income:  Mortgage  application  forms  devote  considerable  space  to 
questions  concerning  the  labor  force  status  of  the  applicant.  In  addition  to  earnings, 
uie  lender  collects  information  on  industry,  profession,  seniority,  years  in  this  type 
of  employment,  age,  and  education.  These  questions  are  aimed  at  determining  how 
easily  the  applicant  will  be  able  to  carry  the  mortgage  not  only  now,  but  also  over 
an  extended  period.  This  information  was  used  to  calculate  a  rough  estimate  of  the 
probability  that  the  applicant  will  become  unemployed.'^  If,  because  of  differences  in 
education  and  skills  or  labor  market  discrimination,  minorities  are  concentrated  in 
jobs  that  have  a  higher  risk  of  unemployment,  then  unstable  incomes  could  be  the 
reason  for  denials  that  appear  to  be  attributable  to  diflerential  treatment  in  the 
lending  decision.  Only  by  explicitly  including  a  variable  representing  the  probability 
of  becoming  unemployed  is  it  possible  to  distinguish  discrimination  in  the  mortgage 
maiiet  from  effects  related  to  race  in  the  rest  of  the  economy. 

Similarly,  the  earnings  of  the  self-employed  are  thought  to  be  more  variable  than 
the  earnings  of  those  employed  by  others.  Increased  variance  of  future  income  in- 
creases the  riskiness  of  the  loan.  Thus,  whether  or  not  the  applicant  is  self-em- 
ployed may  bear  on  his  ability  to  get  a  mortgage  loan. 

Potential  Default  Loss.  While  credit  history  and  employment  stability  provide  in- 
formation about  the  possibility  of  default,  several  other  variables  collected  provide 
some  indication  of  the  magnitude  of  the  loss  should  default  and  foreclosure  occur. 
These  variables  include  the  loan-to-value  ratio,  the  availability  of  private  mortgage 
insurance,  and  neighborhood  characteristics  that  might  affect  the  stability  of  the 
value  of  the  mortgaged  property. 

Loan-to- Value  Ratio:  The  study  collected  information  on  the  appraised  value  of 
the  home;  from  these  appraised  values,  loan-to-value  ratios  were  calculated  to  meas- 
ure the  borrower's  equity  in  the  property.  Loan  to  value  ratios  are  potentially  impor- 
tant indicators  of  both  the  risk  of  default  and  the  magnitude  of  a  potential  loss  in 
the  event  of  foreclosure.  The  more  equity  borrowers  have  in  their  properties,  the  less 
likely  that  declining  property  values  will  cause  them  to  abandon  their  homes  to  the 
lender.  A  larger  cushion  also  protects  lenders  from  loss. 

Private  Nk)rtgage  Insurance:  Since  some  of  the  loss  associated  with  default  can 
be  absorbed  by  insurers  of  mortgage  loans,  the  survey  collected  information  on 
whether  applicants  applied  for  private  mortgage  insurance  and  whether  their  appli- 
cation was  approved  or  denied.  To  the  extent  that  an  applicant  applies  for  ana  re- 
ceives private  mortgage  insurance,  the  potential  loss  to  the  lending  institution  is  re- 
duced. More  important,  the  secondary  market  will  not  accept  a  mortgage  loan  that 
has  a  loan-to-v£Uue  ratio  in  excess  of  80  percent  without  private  mortgage  insurance 
protection.  Thus,  any  applicant  with  a  high-loan-to-value  ratio  who  is  refused  pri- 
vate mortgage  insurance  is  likely  to  be  denied  the  loan.  As  will  be  discussed  later, 
the  fact  that  the  insurers  are  basing  their  decisions  on  the  same  factors  as  the  lend- 
ers makes  it  diflicult  to  determine  the  appropriate  treatment  of  private  mortgage 
insurance  in  a  model  of  mortgage  lending. 

Stability  of  Value:  Because  of  a  variety  of  neighborhood  features,  inner-city 
properties  are  often  thought  to  carry  a  higher  risk  of  capital  loss  than  properties 
in  other  areas.  While  the  appraised  value  should  reflect  expectations  that  the  prop- 
erty will  rise  or  decline  in  value,  it  may  not  capture  the  uncertainties  surrounding 
these  expectations.  Risk-averse  lenders  will  avoid  loans  with  the  same  expected 

f>robability  and  costs  of  default  but  higher  variability  of  potential  losses.  As  a  result, 
enders  could  be  economically  motivated  to  avoid  investing  in  areas  that  are  per- 
ceived to  be  risky. 

Some  researchers  have  included  a  separate  variable  for  each  Census  tract  in  their 
analysis  to  standardize  for  neighborhood  characteristics.  This  approach  has  serious 
drawbacks  when  minorities  are  heavily  concentrated  in  a  few  Census  tracts  because 
the  racial  composition  of  the  tract  as  well  as  the  race  of  the  applicant  may  be  rel- 


'A  more  sophisticated  approach  is  also  being  investigated,  which  builds  on  the  job  clustering 
work  by  Gittleman  and  Howell  (1992)  and  the  information  on  individual  spells  of  unemploy- 
ment, given  age,  seniority,  education  level,  and  experience,  from  the  University  of  Michigan's 
Panel  Study  of  Income  Dynamics.  The  simpler  approach  adopted  for  this  study,  which  uses  1989 
unemployment  rates  in  the  Boston  area  for  the  major  industrial  groups,  does,  however,  capture 
the  concept  and  also  has  the  advantage  of  incorporating  the  local  unemployment  situation. 
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eyant  in  the  lending  decision.  A  better  approach  is  to  estimate  directly  the  risk  asso- 
ciated with  the  value  of  property  in  diflerent  tracts.  For  this  study,  the  measure 
adopted  was  the  ratio  of  rent  to  the  value  of  the  rental  housing  stock  in  the  Census 
tract  where  the  property  is  located,  which  can  be  calculated  from  Census  data.  To 
compensate  investors  for  the  higher  risk,  the  same  amount  of  capital  invested  in  an 
area  with  greater  potential  for  loss  should  generate  a  higher  stream  of  earnings. 

Loan  Characteristics.  In  order  to  isolate  the  efTect  of  race  on  the  lending  decision, 
it  is  necessary  to  hold  constant  the  characteristics  of  the  loan.  The  sample  was  lim- 
ited to  conventional  mortgages  because  FHA  and  VA  loans  are  unconmion  in  the 
Boston  metropolitan  area.^  The  follow-up  survey  secured  additional  information  on 
the  duration  of  the  loan,  for  example  15  years  or  30  years;  whether  the  interest  rate 
was  fixed  or  adjustable;  and  whether  the  application  was  made  under  a  program 
designed  for  low-income  individuals.  The  survey  also  asked  whether  the  property 
was  a  single-family  home,  a  condominium,  or  a  building  with  two  to  four  units. 

Personal  Characteristics.  The  original  HMDA  data  included  information  on  the 
sex  and  race  of  the  applicant  and  co-applicant.  The  follow-up  survey  requested  data 
on  age,  marital  status,  and  the  number  of  dependents.  Age  could  be  an  indicator 
of  future  earnings  potential,  as  earnings  tend  to  rise  with  age  over  the  average  per- 
son's working  life.  Similarly,  lenders  could  be  interested  in  the  number  of  depend- 
ents, because  the  more  dependents  for  any  given  level  of  income,  the  less  money  the 
applicant  is  likely  to  have  available  to  carry  the  loan. 

m.  Survey  Design  and  Resiilts 

It  may  be  helpful  to  say  a  few  words  about  how  the  sample  was  designed  and 
how  the  data  were  collected  before  looking  at  the  results.  Because  the  high  denial 
rates  for  minorities  prompted  the  survey  and  because  only  1,200  blacks  and  His- 
panics  applied  for  mortgages  in  Boston  in  1990,  the  goal  was  to  collect  information 
on  every  black  and  Hispanic  applicant.  A  sample  of  3,300  whites  was  chosen  to  iden- 
tify those  characteristics  that  result  in  rejections  when  race  is  not  a  factor;  this  in- 
formation provides  a  base  against  which  to  assess  the  extent  to  which  race  contrib- 
utes to  the  high  rejection  rate  for  minority  applicants.  To  determine  the  cause  of 
rejections  among  whites  requires  that  the  sample  include  a  sufficient  number  of 
white  rejections;  since  the  white  rejection  rate  is  only  11  percent,  a  large  number 
of  white  applicants  was  required. 

Practical  considerations  required  limiting  the  institutions  surveyed  to  those  that 
had  received  at  least  25  mortgage  applications  from  borrowers  of  all  races.  This  re- 
duced the  pool  of  applications  only  slightly,  but  cut  the  number  of  institutions  to 
be  contacted  from  352  to  131.  The  Boston  Fed  sent  each  of  the  131  lending  institu- 
tions a  survey  document  in  the  form  of  an  expanded  HMDA  register.  The  register 
contained  the  identification  number  and  the  HMDA  data  that  the  institution  had 
originally  submitted  for  all  its  black  and  Hispanic  applicants  and  for  the  random 
sample  of  white  applicants  selected  by  the  Federal  Reserve  Bank  of  Boston.^  For 
each  applicant,  38  additional  pieces  of  information  were  requested. 

Final  Sample 

A  high  degree  of  cooperation  by  lenders  and  considerable  follow-up  resulted  in  a 
very  high  response  to  the  survey,  as  can  be  seen  in  Table  2.^°  The  largest  part  of 
the  divergence  between  the  survey  as  designed  and  the  responses  submitted  by  the 


®In  the  Boston  metropolitan  area  in  1990  only  4  percent  of  all  home- purchase  applications 
(only  4.5  percent  of  applications  by  blacks  and  3.5  percent  of  applications  by  Hispanics)  were 
for  government-backed  mortgages.  Thus,  the  conventional  mortgage  represented  the  norm  in 
Boston  for  blacks,  Hispanics,  and  whites. 

®The  sample  of  applications  by  whites  was  selected  randomly  rather  than  matched  with  black 
and  Hispanic  applications  by  institution  or  key  borrower  characteristics,  because  matching 
would  have  required  prejudging  the  causes  of  rejection  and  precluded  an  evaluation  of  the  role 
that  the  variables  used  in  the  matching  process  played  in  determining  rejection  rates. 

^"The  institutions  participating  in  the  survey  were  requested  to  keep  track  of  the  expenses 
they  incurred  in  supplying  the  information.  Only  sixteen  of  the  131  institutions  responded  with 
estimates  of  the  hours  devoted  to  the  survey  or  with  dollar  expenditure  figures.  According  to 
these  estimates,  the  time  required  to  supply  all  the  information  for  a  single  loan  averaged  about 
an  hour  and  the  dollar  cost  averaged  $30  per  loan,  a  figure  generally  consistent  with  the  hourly 
estimate.  These  costs  are  probably  indicative  of  those  experienced  by  the  other  lenders  partici- 
pating in  the  survey.  Applying  these  estimates  to  the  entire  sample  indicates  that  approximately 
4,500  hours  were  expended  in  complying  with  this  survey  request  and  that  the  total  dollar  cost 
was  $135,000. 
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institutions  was  caused  by  the  closing  of  some  banks  that  had  been  signiflcant  lend- 
ers in  1990.  A  second  source  of  diflerence  was  that  lenders,  in  the  process  of  provid- 
ing additional  data,  checked  their  earlier  entries  and  made  corrections.  In  one  of  the 
more  notable  exaniples,  51  applications  that  a  suburban  bank  had  coded  as  Hispanic 
on  its  original  HMDA  submission  were  found  to  be  white.  Some  institutions  were 
simply  unable  to  locate  all  their  loan  files. 
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The  survey  response  was  further  refined  to  derive  a  sample  of  completed  applica- 
tions for  conventional  loans  for  the  acquisition  of  residential  property.  This  required 
eliminating  any  application  that,  upon  review,  was  for  refinancing  as  opposed  to 
home  purchase  or  lor  the  acquisition  of  nonresidential  as  opposed  to  residential 
property,  and  any  application  with  missing  data  for  one  of  the  key  variables.  In  ad- 
dition, the  decision  was  made  to  exclude  aoplications  that  were  withdrawn. 

Some  experts  have  suggested  that  witharawals  may  be  hidden  rejections.  That  is, 
in  the  process  of  verifying  an  application,  the  lender  could  encourage  the  applicant 
to  withdraw  rather  than  be  rejected.  However,  applicants  might  withdraw  for  a  host 
of  other  reasons.  In  particular,  the  property  mignt  fail  an  inspection  report  or  the 
buyer  might  simply  get  cold  feet.  Withdrawals  accounted  for  roughly  8  percent  of 
both  black/Hispanic  and  white  applications.  An  examination  of  the  pattern  of  with- 
drawals in  the  sample  revealed,  at  most,  a  weak  link  to  race  or  creditworthiness. 
Since  retaining  withdrawals  in  the  study  would  have  complicated  the  econometric 
presentation  that  fellows  and  produced  uninteresting  results,  they  are  not  included 
in  the  sample.  Despite  the  reduction  in  the  number  of  applicants  in  the  final  sam- 
ple, the  pattern  of  denial  rates  is  fairly  close  to  that  reported  in  the  original  HMDA 
data. 

The  pattern  of  lending  by  type  of  institution  is  also  very  similar  to  that  reported 
for  the  original  HMDA  data.  In  both  cases,  applications  are  split  relatively  evenly 
between  depository  institutions  and  mortgage  companies;  this  is  true  for  blacks/His- 
panics  as  well  as  for  whites  (Table  3). 


Table  3.   Institutions  Providing  Mortgage  Loans  and  Denial  Rates,  Final  Sample 


Institution 

Total  AodI ications 
Percent 
Number  Denied 

White  AddI ications 
Percent 
Number  Denied 

B/H  AddI 
Number 

ications 
Percent 
Denied 

Banks,  Thrifts,  and 
Credit  Unions 

1,638 

14.0 

1,265 

9.6 

373 

28.6 

Mortgage  Companies 

1,424 

15.1 

1,075 

11.1 

349 

27.5 

Subsidiaries 
Independents 

1,297 
127 

15.3 
12.6 

979 
96 

11.3 
8.3 

318 
31 

27.7 
25.8 

Total 

3,062 

14.5 

2,340 

10.3 

722 

28.1 

Values  of  Key  Variables 

The  values  of  key  variables  collected  in  the  follow-up  survey  are  presented  in 
Table  4  for  black/Hispanic  applicants  and  white  applicants,  both  approved  and  de- 
nied. (Appendix  Table  Al  presents  values  for  the  complete  list  of  variables.)  These 
data  and  all  subsequent  analyses  combine  applications  by  blacks  and  Hispanics. 
Both  blacks  and  Hispanics  had  substantially  higher  denial  rates  than  whites  and 
the  number  of  applications  by  Hispanics  was  too  small  to  analyze  separately.  More- 
over, statistical  tests  confirmed  that  the  independent  variables  affected  the  prob- 
ability of  denial  for  the  two  groups  similarly. 

The  data  show  that  black  and  Hispanic  applicants  in  the  Boston  area  differ  from 
white  applicants  in  a  number  of  ways.  These  differences  tend  to  support  arguments 
that  the  hi^er  denial  rates  experienced  by  minorities  are  attributable,  at  least  in 
part,  to  financial  characteristics,  credit  histories,  and  other  economic  factors.  As  re- 
ported in  other  surveys,  black  and  Hispanic  applicants  have  considerably  less  net 
wealth  and  liquid  assets  than  whites.  Black  and  Hispanic  applicants  also  tend  to 
have  poorer  credit  histories  than  whites. 

Blacks  and  Hispanics  in  Boston  are  substantially  more  likely  than  whites  to  be 
purchasing  a  two-  to  four-family  home.  The  higher  proportion  of  two-  to  four-family 
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homes  among  denied  applicants,  for  whites  as  well  as  for  blacks  and  Hispanics,  sug- 
gests that  lenders  perceive  more  risk  associated  with  flnancing  the  purdiase  of  such 
{>n)perties.  Blacks  and  Hispanics  also  make  lower  down  payments  and  have  higher 
oan-to-value  ratios  than  whites.  Since  the  secondary  maricet  will  not  accept  a  mort- 
gage with  a  loan-to-value  ratio  in  excess  of  80  percent  without  mortgage  insurance, 
minorities  apply  more  frequently  for  private  mortgage  insurance. 

Blacks  and  Hispanics  have  lower  incomes  than  white  applicants.  They  also  pur- 
chase less  costly  homes,  however,  so  their  obligation  ratios  are  similar.  Supporting 
the  view  that  obligation  ratios  rather  than  incomes  are  the  critical  variable  is  the 
fact  that  the  median  income  of  white  applicants  whose  loans  were  approved  was  vir- 
tually the  same  as  the  median  income  of  applicants  whose  loans  were  denied;  in  the 
case  of  minority  applicants,  the  median  income  of  denied  applicants  actually  slightly 
exceeded  the  median  income  of  those  whose  loans  were  approved. 


T»b1e  4  «.  . 

Key  Ch«r»cteri sties  of  Mortgjqe  Appllcints.  by  Race  »nd  Lo»n  Disposition 


White 


Variable 


Approved        Den \ ed 


Black/Hisoanic 
Approved        Denied 


Ability  to  Support  Loan 

« 

Housing  Expense/ Income  (percent)* 
Total  Debt  Payments/ Inconw  (percent)' 
Net  Wealth  (S)* 
Monthly  Income  ($)' 
Liquid  Assets  (S)* 

Risk  of  Default 

Percent  with  Poor  Credit  History" 
Probability  of  Unemployment 
Percent  Self-Employed 

Potential  Default  Loss 

Loan/Appraised  Value  (percent)* 
Rent/Value  in  Tract  (percent) 
Percent  Applied  for  Private  Mortgage 

Insurance 
Percent  Denied  Private  Mortgage  Insurance' 

Loan  Characteristics 

Percent  Purchasing  Two-  to  Four-Family 

Homes 

Percent  Fixed-Rate  Loans 

Percent  30-Year  Loans 

Percent  in  Special  Loan  Programs 

Personal  Characteristics 

Age* 

Percent  Married 

Percent  with  Dependents 


26.0 
33.0 

93.000 
4.666 

38.000 

26.6 
37.0 

75,000 
4,471 

28,000 

26.0 
34.0 

39,000 
3.333 

19,000 

28.0 
38.0 

33,000 
3,600 

15,500 

14.6 

3.2 

12.0 

38.9 

3.2 

22.4 

23.4 
3.2 

7.5 

51.5 
3.2 

7.4 

77.3 
4.6 

83.1 
4.9 

85.0 
7.3 

90.0 
8.9 

21.6 

.7 

17.1 
75.0 

42.2 
1.3 

26.6 
82.5 

7.7 
68.6 
85. 9 
12.6 

18.3 
62.8 
83.3 

16.1 

24.8 
60.6 
91.1 
40.6 

34.4 
69.6 
91.3 
40.3 

34.0 
63.0 
37.6 

35.0 
53.2 
39.9 

36.0 
53.7 
52.6 

36.0 
55.0 
52.2 

'Median  value. 

"Poor  credit  defined  as  having  more  than  two  late  mortgage  payments  or  delinquent  consumer 

credit  histories  (more  than  60  days  past  due)  or  bankruptcies  or  other  public  record 

defaults. 

'Base  IS  those  applying  for  private  mortgage  insurance. 

See  Appendix  Table  Al  for  complete  list  of  variables. 


IV.  The  Role  of  Race  in  the  Mortgage  Lending  Decision 

While  the  data  in  Table  4  suggest  that  flnancial  and  other  differences  between 
black/Hispanic  and  white  applicants  account  for  a  large  part  of  the  disparity  in 
mortgage  denial  rates,  determining  whether  race  plays  an  independent  role,  and 
how  great  a  role,  requires  statistical  techniques  that  hold  these  characteristics  con- 
stant. This  can  be  done  by  estimating  an  equation  which  makes  the  probability  of 
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being  denied  a  mortgage  loan  a  function  of  obligation  ratios,  wealth  variables,  credit 
histories,  and  other  factors  thought  to  affect  the  mortgage  decision.  Race  is  then 
added  to  the  equation  to  determine  whether  it  has  any  independent  effects  after  the 
other  factors  have  been  taken  into  account. 

Regression  Results 

Table  5  presents  the  results  of  a  logit  regression  using  the  equation  that  most 
closely  represents  the  model  discussed  earlier.  Many  other  equations  were  also  esti- 
mated, in  order  to  test  the  robustness  of  these  results  and  to  incorporate  variables 
used  in  previous  studies  or  thought  to  be  important  to  the  mortgage  lending  deci- 
sion. A  sample  of  these  additional  equations  is  presented  in  Appendix  B,  and  it  con- 
firms the  stability  of  the  results.^ ^ 

The  first  column  of  Table  5  reports  the  coefficient  associated  with  each  variable. 
The  "t-statistic"  in  parentheses  indicates  the  statistical  significance  of  the  coeffi- 
cient; a  t-statistic  in  excess  of  2  means  that  the  coefficient  is  statistically  significant. 
With  the  exception  of  wealth,  all  the  variables  in  the  equation  have  a  statistically 
significant  impact  on  the  probability  of  denial. 


^^As  discussed  earlier,  little  is  known  about  the  link  between  applicant  characteristics  and 
loan  performance;  thus,  the  results  describe  what  lenders  actually  consider  in  their  decision  to 
approve  or  deny  a  loan,  but  these  are  not  necessarily  the  factors  that  would  provide  the  best 
predictions  of  repayment  or  default. 
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Table  5 

Determinants  of  Probability  of  Denial  of  Mortgage  Loan  Application 


Impact  of  Variable  on 

Coefficient 

Probability  of  Denial* 

Variable 

(t-Statistic) 

(Percent) 

Constant 

-6.61 
(-17.0) 

Ability  to  Suooort  Loan 

Housing  Expense/ Income 

.47 
(3.2) 

33.9 

Total  Debt  Payments/ Income 

.04 
(6.6) 

33.0 

Net  Wealth 

.00008 
(1.1) 

4.5 

Risk  of  Default 

Consumer  Credit  History 

.33 
(9.8) 

37.2 

Mortgage  Credit  History 

.35 
(3.0) 

11.4 

Public  Record  History 

1.20 
(7.0) 

113.7 

Probability  of  Unemployment 

.09 
(3.3) 

11.4 

Self-Employed 

.52 
(2.8) 

35.1 

Potential  Default  Loss 

Loan/Appraised  Value 

.58 
(3.2) 

11.5 

Denied  Private  Mortgage  Insurance      4.70 

596.0 

(9.6) 

Rent/Value  in  Tract 

.68 
(3.5) 

9.3 

ioi^n  Characteri?tic$ 

Purchasing  Two-  to  Four-Family  Home     .58 

42.4 

(3.6) 

Personal  Characteristics 

Race 

.68 
(5.0) 

56.0 

Number  of  Observations 

3062 

Percent  of  Correct  Predictions'" 

89 

'For  variables  entered  as  0  or  1  (see  the  notes  to  this  table),  the  Increase 
in  the  probability  of  denial  associated  with  the  variable.  For  continuous 
variables,  the  increase  in  the  probability  of  denial  associated  with  a  change 
in  the  variable  equal  to  one  standard  deviation. 

'*The  number  of  applicants  with  a  probability  of  denial  greater  than  50  percent 
who  were  denied,  plus  the  number  of  applicants  with  a  probability  of  approval 
greater  than  50  percent  who  were  approved,  as  a  percent  of  the  total  sample. 
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DtHHT  Vuiabl*  DseiBltlona 

BoualDt  ExpvnsA/XneoBa 

Tol«i  Oabt  Pay»anta/lBca 
Hat  Wsaitli 

Cotut^r  Ctadlt 


Hortsas*  Cradit 


PubLle  Racotd 

ProbabilltT  of  Un«aq)Lo7««oC 
Saif-EspicrTad 

Loan/Appraisad  7ai.ua 

Parcanc  Oanlad  Frivata  Mortca«a  Inaucanca 

Rant/Valua  la  Tract 

Two  to  Fo%ir*FafliiIr  Hoaaa 


•  1  i£  sxaatar  than    .30. 
0  otiiacwlsa 

«  valua  oC  quaaticm  #44 

•  vaiua  of  quaabioa  #36  laaa  quaacion  #3B 

■  1  If  no  "slow  pay'  account  (coda  1  In  quaatioa  #*3) 

•  2  if  ona  or  two  aLow  par  accounta  (coda  2) 

•  3  If  Bora  than  two  tiow  pay  accounta  (coda  3) 

•  4  if  inaufficiant  cradit  hlatorr  for  datarminatlon  (coda  0) 

•  3  daiinquant  cradit  hlsborr  witb  60  day*  paat  dua  (coda  4) 

•  4  aarloua  daLinquanelaa  wttb  90  daya  paat  dua  (coda  it 

«  1  if  no  iata  paysanta  (coda  i  in  quaatioa  #42) 

"  2  If  no  payvant  hlatory  (coda  0) 

-  3  if  ona  or  two  iata  paysaota  (coda  2) 

•  4  if  mora  than  two  iata  paysanta  (coda  3) 


i   if  any  public  racord  of  cradit  probLa 

#4*). 
0  otharwiao 


(eodaa  I.  2.  3,  4  in  quaation 


1989  Maaaachuaatta  unaapioyvant  rata  for  applicant* a  induatry 


1   If  aaif-anpioyad 
0  otharwiaa 


vaiua  of  Loan  anount  dlvidad  by  quaation  #30 
darivad  froa  quaatton  #33 


rantai  inco 
Canaua 


dlvidad  by  aatimata  of  vaiua  of  rantai  proparty  fro 


Raca 


0  if  purchaaint  a  sin«ia-faAi.iy  or  a  condo, 

1  if  purehaaint  a  two  to  £our~faaiiiy  hoaa 


1   if  applicant  waa  biack  or  Sitpanic, 
0   otharwiaa 


Maana  and  Standard  Oaviatlona: 


VariabLa 


Maan  Standard  Daviation 


Totai  Dabt  Paynanta/Incoaa 
Nat  Waaith  (3) 
Conaiaaar  Cradit  Slatory 
Fiortsafta  Cradit  History 
Probability  of  Unaoployraant 
Loan/Appraisad  V«iua 
Rant /Vaiua  in  TracL 


33. t« 

11. 2t 

230.160 

979. 2»5 

2.18 

1.70 

1.75 

33 

3.82 

2.07 

.77 

33 

,09 

23 

779 

The  importance  of  the  variables  to  the  denial  decision  cannot  be  interpreted  solely 
from  the  t-statistics  or  from  the  coefficients  themselves,  but  rather  depends  on  the 
values  of  the  variables  in  the  equation.  Thus,  the  second  column  presents  a  measure 
of  the  impact  of  each  variable  on  the  probability  of  denial.  For  variables  that  have 
values  of  0  or  1,  such  as  self-employed,  the  figures  in  the  second  colunm  represent 
the  increase  in  the  probability  of  denial  associated  with  having  that  particular  char- 
acteristic. That  is,  the  probability  of  denial  increases  35  percent  for  a  person  who 
is  self-employed.*^  Since  the  average  denial  rate  for  the  sample  as  a  whole  is  14.5 
percent,  the  probability  of  denial  for  the  average  applicant  who  happens  to  be  self- 
employed  would  be  roughly  one-third  jgreater  than  the  average,  or  19.6  percent.  For 
continuous  variables,  such  as  the  totalobligation  ratio,  the  figures  in  the  second  col- 
umn represent  the  increase  in  the  probability  of  denial  associated  with  a  one  stand- 
ard deviation  change  in  that  variable.  That  is,  if  the  total  obligation  ratio  rises  11 
percentage  points  (one  standard  deviation),  the  probability  of  denial  increases  by  33 
percent. 

Ability  of  Applicant  to  Support  Loan.  As  expected,  the  results  confirm  that  high 
obligation  ratios  increase  the  probability  of  having  a  loan  application  denied.  Be- 
cause the  two  obligation  ratios  tend  to  move  together,  that  is,  an  applicant  with  a 
high  housing  expense  ratio  generally  also  has  a  high  ratio  of  total  aebt  pajrments 
to  income,  it  is  difficult  to  sort  out  precisely  the  relative  importance  of  the  two  ra- 
tios. Suffice  it  to  say  that  these  measures  are  crucial  to  the  lending  decision.  As  dis- 
cussed above,  one  standard  deviation  increase  in  the  total  obligation  ratio  raises  the 
probability  of  denial  by  33  percent. 

Economists  have  long  argued  that  perhaps  one  of  the  reasons  that  minorities  are 
denied  mortgage  loans  more  frequently  than  whites  is  that  they  have  less  wealth. 
The  net  wealth  coefficient  is  not  statistically  significant,  however,  a  result  that  sup- 
ports lenders'  claims  that  they  do  not  place  much  weight  on  wealth.*^  As  reported 
m  Appendix  B,  liquid  assets  also  do  not  appear  to  afiect  the  probability  of  denial, 
although  they  are  cited  in  secondary  market  guidelines  as  a  compensating  factor 
and  are  frequently  mentioned  by  lenders  as  an  important  consideration.  The  answer 
may  be  that  liquid  assets  are  frequently  used  for  the  down  payment  and  therefore 
their  effect  is  captured  by  the  loan-to-value  ratio.  Prescreening  may  also  exclude 
people  without  enough  cash  to  settle. 

Risk  of  Default.  Credit  information  was  categorized  by  the  severity  of  the  problem 
in  the  consumer,  mortgage,  and  public  records  areas;  the  precise  definitions  can  be 
found  in  the  notes  to  Table  5.  Tne  results  show  clearly  that  an  increase  in  credit 
problems  raises  the  probability  of  having  the  loan  denied.  A  problem  in  the  public 
records  area,  such  as  a  bankruptcy,  raises  the  probability  of  denial  114  percent.** 
Thus,  if  an  applicant  with  average  characteristics  of  the  sample  had  a  bankruptcy, 
this  person's  probability  of  denial  would  roughly  double  from  14.5  percent  to  31.0 
percent. 

Instability  of  income,  whether  stemming  from  a  higher  likelihood  of  becoming  un- 
employed or  from  being  self-employed,  increases  the  probability  of  denial.  Self-em- 


^Logit  regressions  are  particularly  suited  to  modelling  discrete  outcomes,  such  as  approval 
or  denial.  However,  the  resulting  equations  are  nonlinear  and,  therefore,  calculating  the  impact 
of  changes  in  variables  is  more  complicated  than  in  the  more  familiar  ordinary  least  squares 
and  other  linear  regression  forms.  In  deriving  the  impact  values  reported  in  Table  5,  the  first 
step  is  to  determine  the  probability  of  denial  in  the  absence  of  a  particular  characteristic,  such 
as  being  self-employed.  This  requires  determining  for  each  non-self-employed  applicant  the  prob- 
ability of  denial  based  on  the  coefficients  of  the  equation  reported  in  Table  5.  These  estimated 
probabilities  for  each  applicant  are  then  averaged  to  get  a  single  figure  for  the  group.  The  sec- 
ond step  is  to  add  to  each  non-self-employed  applicant^  probability  of  denial  the  impact  of  being 
self-employed  (the  coefficient  0.52  multiplied  by  1).  These  new  probabilities  are  averaged.  The 
figure  reported  in  the  second  colunm  is  the  percent  difference  between  the  average  probability 
of  denial  for  the  non-self-employed  with  the  self-employment  effect  and  the  probability  for  the 
non-self-employed  without  it. 

For  a  continuous  variable,  such  as  the  total  obligation  ratio,  the  procedure  is  slightly  different. 
In  this  case,  the  first  step  is  to  determine  the  estimated  probability  of  denial  for  each  applicant 
in  the  sample,  and  then  average  the  probabilities.  The  second  step  is  to  add  one  standard  devi- 
ation to  the  total  obligation  ratio  for  each  applicant,  recalculate  the  estimated  probabilities  of 
denial,  and  average  the  probabilities.  As  before,  the  value  reported  in  the  second  column  is  the 
percent  difference  between  these  two  average  probabilities. 

^An  equation  was  also  estimated  including  income,  liquid  assets,  and  the  ratio  of  base  to 
total  income  as  alternative  measures  of  the  applicant's  ability  to  carry  a  loan.  None  of  these 
variables  has  a  statistically  sigpnificant  effect  on  the  probability  of  being  denied;  the  results  can 
be  found  in  Appendix  Table  Bl. 

"An  alternative  characterization  of  credit  history,  which  treats  the  credit  information  as  indi- 
vidual dummies  rather  than  as  semi-continuous  variables,  is  presented  in  Appendix  Table  B2. 
The  results  are  fully  consistent  with  those  in  Table  5. 
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ployment  has  by  far  the  larger  effect,  however,  raising  the  probability  of  denial  by 
35  percent.^* 

Potential  Default  Loss.  A  high  loan-to-value  ratio  raises  the  probability  of  denial, 
but  the  effect  is  relatively  small.  This  result  occurs  because  virtually  all  applicants 
with  loan-to-value  ratios  over  80  percent  must  secure  private  mortgage  insurance. 
Thus,  as  shown  in  Table  5,  the  denial  of  private  mortgage  insurance  virtually  pre- 
cludes attaining  a  mortgage.  It  should  be  noted,  however,  that  very  few  applicants 
were  turned  down  for  private  mortgage  insurance.  The  lai;ge  impact,  tnerefore, 
means  that  those  who  were  turned  down  were  very  unlikely  to  get  a  mortgage,  not 
that  denial  of  private  mortgage  insurance  was  the  most  important  reason  to  oe  de- 
nied a  mortgage  loan. 

The  appropriate  way  to  treat  private  mortgage  insurance  was  a  difficult  decision, 
because  tnese  insurers  consider  the  same  information  provided  the  financial  institu- 
tions. Thus,  in  one  sense,  they  could  be  considered  simply  another  lender  and  the 
mortgage  insurance  variable  omitted  from  the  equation.  On  the  other  hand,  insurers 
could  be  viewed  as  outside  the  direct  lending  market,  and,  to  the  extent  that  their 
denials  fell  disproportionately  on  minorities,  excluding  a  variable  representing  de- 
nial of  mortgage  insurance  from  the  equation  would  ascribe  to  lenders  differential 
treatment  occurring  elsewhere  in  the  system.  For  this  reason,  the  denial  of  mort- 
gage insurance  was  included  in  the  equation. 

Since  the  treatment  of  private  mortgage  insurance  is  controversial,  it  should  be 
noted  that  excluding  private  mortgage  insurance  from  the  equation  has  little  impact 
on  the  coefllcients  of  the  other  variables;  the  exception,  not  unexpectedly,  is  the 
loan-to-value  ratio,  which  takes  on  somewhat  greater  importance  in  the  absence  of 
private  mortgage  insurance  (Appendix  Table  B4).  Similarly,  estimating  the  equation 
excluding  those  applicants  who  were  denied  private  mortgage  insurance  has  little 
impact  on  the  basic  results;  again  the  exception  is  the  loan-to-value  ratio.^^ 

Finally,  the  theoretical  construct  to  standardize  for  the  riskiness  of  the  nei^ibor- 
hood  in  which  the  property  was  located  entered  the  equation  with  the  expected  sign 
and  was  statistically  significant.  That  is,  the  greater  the  rent-to-value  ratio,  which 
attempts  to  measure  the  variability  of  housing  value  from  tract  to  tract,  the  greater 
the  likelihood  the  applicant  will  be  denied  a  mortgage  loan.^^  An  equation  was  also 
estimated  that  included  a  dummy  variable  for  each  of  the  more  than  500  tracts  in 
the  sample — the  ultimate  exercise  in  controlling  for  neighborhood  characteristics. 
The  inclusion  of  these  additional  variables  has  a  modest  impact  on  most  of  the  other 
coeHicients  in  the  original  equation;  the  exception  is  the  coeHicient  on  race,  which 
increases  (Appendix  Table  B9).*® 

Loan  Characteristics.  The  loan  characteristic  that  turned  out  to  be  important  is 
whether  the  applicant  was  applying  for  a  mortgage  for  a  two-  to  four-family  home.^^ 


^An  equation  was  estimated  that  also  included  years  on  the  job  and  the  presence  of  a  co- 
signer. Secondaiy  market  guidelines  request  documentation  for  applicants  who  nave  been  on  the 
job  less  than  two  years,  and  the  presence  of  a  co-signer  reduces  the  risk  of  default  The  results, 
which  can  be  seen  in  Appendix  Table  B3,  have  the  eimected  signs,  but  neither  variable  has  a 
statistically  significant  effect  on  the  probability  of  denial. 

^*In  terms  of  the  determinants  of  private  mortgage  insurance  itself,  nearly  all  the  variables 
included  in  the  mortgage  loan  decision  equation,  including  race,  appear  to  be  relevant  The  ef- 
fect of  race  disappears,  however,  with  the  addition  of  information  about  the  racial  composition 
of  the  tract  in  which  the  applicant  is  purchasing  the  property  (Appendix  Table  B5}. 

^''  Equations  were  also  estimated  with  severxQ  alternative  indicators  of  the  risk  of  loss  arising 
from  the  property's  location  (Appendix  Table  B6);  these  include  vacancy  rates,  the  appreciation 
in  housing  values,  and  a  dummy  for  tracts  with  more  than  30  percent  minority  population. 
These  variables  do  not  alter  the  basic  equation  appreciably.  It  appears  that  although  clacks  and 
Hispanics  tend  to  reside  in  minority  areas,  they  are  not  being  denied  mortgages  because  of 
where  they  live  Minorities  living  in  white  areas  are  also  denied  mortgages  at  higher  rates. 

The  foreclosure  rate  by  tract  was  also  included  in  the  basic  equation  as  a  measure  of  neighbor- 
hood risk,  but  its  coefRaent  was  statistically  insignificant  and  it  had  no  impact  on  the  race  coef- 
ficient (Appendix  Table  B7).  It  should  be  noted  that  most  of  the  neighborhoods  with  laige  minor- 
ity populations  do  not  have  high  rates  of  foreclosure  (Appendix  Table  B8). 

^Tne  race  coefficient  might  increase  for  two  reasons.  First,  the  racial  composition  of  the  tract 
affects  the  denial  rates  for  both  white  and  minority  applicants.  For  whites  the  denial  rate  in- 
creases Grom  10  percent  in  predominantly  white  tracts  to  16  percent  in  tracts  with  30  percent 
or  more  minority  population;  the  comparable  figures  for  minority  applicants  are  25  percent  and 
33  percent,  respectively.  Since  white  applicants  are  hurt  relatively  more  by  buying  property  in 
minority  tracts,  excluding  tract  information  could  artificially  raise  the  denial  rate  for  white  ap- 
plicants and  reduce  the  eCTect  of  being  a  minority  on  theprobability  of  denial.  Including  the  tract 
information,  therefore,  raises  the  coefficient  on  race.  Trie  second  possible  explanation  is  that 
tracts  vary  by  many  characteristics  other  than  race,  and  many  preaominantly  white  tracts  may 
simply  have  poor  quality  housing  and  other  bctors  that  affect  the  risk  of  the  loan. 

^"Die  duration  of  the  loan  and  whether  the  rate  was  fixed  or  variable  were  also  tried,  but 
proved  not  to  add  any  information.  The  restdts  of  this  exercise  are  shown  in  Appendix  Table 
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Financial  institutions  clearly  are  less  willing  to  make  loans  on  two-  to  four-family 
housing  that  involves  rental  arrangements.  The  positive  coefficient  says  that  if  the 
property  is  a  multi-unit  dwelling,  the  probability  of  denial  rises  42  percent. 

Personal  Characteristics.  The  only  personal  characteristic  that  appears  to  enter 
into  the  loan  denial  decision  is  the  race  of  the  applicant.^"  The  positive  and  statis- 
tically significant  coefficient  suggests  that  after  accounting  for  obligation  ratios, 
wealth,  credit  histories,  stability  of  the  applicants'  incomes,  loan-to-value  ratios,  pri- 
vate mortgage  insurance,  and  neighborhood  characteristics,  the  race  of  the  applicant 
still  plays  a  role  in  the  lender's  decision  to  approve  or  deny  the  loan.  Thus,  for  an 
individual  with  average  white  economic  characteristics  and  minority  race,  the  prob- 
ability of  denial  increases  56  percent. 

Evaluation  of  the  Results.  A  logical  question  is  "How  good  are  these  results?"  This 
question  can  be  broken  into  four  parts.  The  first  pertains  to  the  robustness  of  the 
results  with  regard  to  race;  the  second  pertains  to  the  broader  issue  of  how  much 
of  the  variability  in  approval  and  denial  rates  is  explained  by  the  equation;  the  third 
relates  to  whether  the  results  can  be  explained  by  variations  in  underwriting  stand- 
ards among  lenders;  and  the  fourth  relates  to  the  pervasiveness  of  the  behavior  cap- 
tured in  the  equation. 

With  regard  to  the  race  variable,  nearly  every  equation  that  was  estimated  had 
virtually  the  same  coefficient  and  degree  of  statistical  significance.  As  shown  by  the 
supplementary  equations  reported  in  Appendix  B,  adding  variables  to  the  equation 
reported  in  Table  5  had  little  impact  on  the  coefficient  of  race  or  for  that  matter 
on  most  of  the  other  coefficients  in  the  equation.^^  In  short,  the  effect  of  race  on 
the  probability  of  denying  a  loan  application  was  consistently  positive,  large,  and 
statistically  significant.^^ 

Robustness  of  the  race  coefficient  in  and  of  itself  does  not  fully  answer  the  ques- 
tion of  how  much  credibility  should  be  given  to  these  results.  If  important  variables 
that  differed  by  race  were  missing  from  the  analysis,  the  race  variable  could  be  pick- 
ing up  their  effect.  Two  responses  address  the  issue  of  omitted  variables.  First,  the 
survey  included  every  variable  mentioned  as  important  in  numerous  conversations 
with  lenders,  underwriters,  and  examiners  and  no  reviewer  suggested  any  other  eco- 
nomic factor  that  should  be  included  in  the  equation. 

Second,  the  variables  included  in  the  equation  do  a  good  job  of  explaining  the  de- 
cision to  approve  or  deny.  Although  no  simple  measure  of  "goodness  of  fit"  exists 
for  equations  that  estimate  the  probability  of  an  action,  the  explanatory  power  of 
the  equation  can  be  assessed.  The  first  column  of  Table  6  reports  actual  denial  rates 
for  applicants  in  the  survey  by  total  obligation  ratio;  that  is,  the  denial  rate  for  very 
good  credits  (obligation  ratios  36  percent  or  lower)  is  9.9  percent  and  for  poor  credits 
(obligation  ratios  in  excess  of  40  percent)  is  38.8  percent.  The  second  column  reports 
the  denial  rates  predicted  by  the  equation  for  each  group.  For  the  good  credits,  the 
equation  performs  remarkablv  well,  predicting  10.6  percent  compared  with  the  ac- 
tual of  9.9  percent.  The  results  for  the  denial  rates  for  poor  credits  are  also  quite 
good,  32.3  percent  compared  to  the  actual  of  38.8  percent. 


BIO.  Also  tried  were  whether  the  loan  was  applied  for  under  a  special  program  and  whether 
a  gift  or  a  grant  contributed  to  the  down  payment;  the  latter  slightly  reduced  the  probability 
of  denial,  but  had  little  impact  on  the  rest  of  the  basic  equation. 

**•  The  age,  sex,  marital  status,  and  number  of  dependents  do  not  afTect  the  probability  of  hav- 
ing a  loan  application  denied  (Appendix  Table  Bll). 

'^Various  interaction  terms  were  tested  to  examine  whether  a  combination  of  certain  vari- 
ables was  essential  to  the  mortgage  lending  decision.  Interaction  between  the  loan-to-value  ratio 
and  the  obligation  ratios  and  credit  history  variables,  as  well  as  the  interplay  between  the  obli- 
gation ratios  and  the  credit  variables  were  all  tested.  Only  the  loan-to-value  ratio  and  consumer 
payments  interaction  term  was  statistically  significant.  The  importance  of  this  variable,  how- 
ever, derived  solely  from  its  severe  collinearity  with  the  consumer  payments  index;  the 
consumer  payments  variable  becomes  insignificant  when  this  interactive  term  is  included,  and 
the  correlation  between  the  two  variables  is  0.9.  None  of  these  interactive  terms  affected  the 
race  coefficient  or  its  statistical  significance.  Finally,  some  non-linearity  in  the  obligation  ratios 
and  the  loan-to-value  ratio  was  examined,  but  it  did  not  improve  the  fit  of  the  equation  or 
change  any  of  the  results  for  the  other  variables. 

^  As  shown  in  the  correlation  matrix  (Appendix  Table  B14),  multicollinearity  between  any  two 
independent  variables  is  not  affecting  the  results. 
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In  order  to  have  a  better  sense  of  how  good  the  equation  results  are,  it  is  useful 
to  compare  the  predictions  with  those  that  emerge  from  an  equation  using  only  in- 
formation from  the  original  HMDA  data — namely,  race,  sex,  and  income  of  the  ap- 
plicant and  loan  amount.  As  shown  in  the  third  column  of  Table  6,  these  four  vari- 
ables produce  a  flat  distribution  of  predicted  denial — rates,  explaining  none  of  the 
difference  between  good  and  poor  credits.  In  other  words,  the  additional  variables 
included  in  the  full  model  explain  a  lot  compared  to  the  basic  HMDA  data.  To  pro- 
vide just  one  more  point  of  comparison,  the  last  column  shows  the  predicted  denial 
rates  from  an  eauation  that  adds  only  three  additional  variables  to  the  original 
HMDA  data — a  dummy  for  a  ratio  of  housing  expense  to  total  income  in  excess  of 
30  percent,  consumer  payment  credit  history,  ana  loan-to-value  ratio.  This  equation 
begins  to  pick  up  some  of  the  tilt  in  denial  rates  as  applicants  move  from  poor  to 
good  credits,  but  a  substantial  gap  remains  between  actual  and  predicted  rates. 

Third,  the  question  arises  about  the  pervasiveness  of  the  results.  That  is,  does  the 
impact  of  race  come  from  a  single  large  institution  operating  in  a  discriminatory 
manner  or  is  the  practice  widespread?  To  test  whether  race  was  consistently  an  im- 

{>ortant  factor  in  the  mortgage  lending  decision,  the  sample  was  divided  into  large 
enders  and  small  lenders.  Lai^e  lenders,  which  accounted  for  only  5  percent  of  the 
institutions,  received  exactly  50  percent  of  minority  applications;  the  other  50  per- 
cent of  minority  applications  were  distributed  among  tne  remaining  95  percent  of 
the  institutions.  Separate  equations  were  then  estimated  for  the  two  sub-samples. 
The  results  indicate  that  the  model  is  stable  across  institutions  of  vastly  different 
size,  and  that  race  is  an  important  explanatory  factor  in  mortgage  lending  decisions 
among  both  small  and  large  lenders  (Table  7).  In  short,  the  results  represent  a 
widespread  phenomenon,  not  just  the  behavior  of  a  single  institution. 
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Table  7 

Determinants  of  Probability  of  Denial  for 


Lenders 


Variable 


Small  Lenders 


Coefficient 
(t-Stat1stic^ 


Constant 

Ability  to  Support  Loan 

Housing  Expense/ Income 

Total  Debt  Payments/ Income 

Net  Wealth 
Risk  of  Default 

Consumer  Credit  History 

Mortgage  Credit  History 

Public  Record  History 

Probability  of  Unemployment 

Self-Employed 
Potential  Default  Loss 

Loan/Appraised  Value 

Denied  Private  Mortgage  Insurance 

Rent/Value  In  Tract 
Loan  Characteristics 

Purchasing  Two-  to  Four-Family  Home 
Personal  Characteristics 

Race 


Number  of  Observations 

Percent  of  Correct  Predictions' 


-6.59 
(14.1) 


.50 
(2.5) 

.04 
(4.6) 

.0001 
(1.7) 


.36 
(7.7) 

.35 

(2.4) 

1.07 

(4.7) 

.13 
(3.7) 

.41 
(1.8) 


.39 

(2.0) 

4.96 

(7.7) 

.38 

(1.2) 


1.16 
(5.3) 


.51 
(2.6) 

1968 
92 


Large  Lenders 


-7.53 
(9.6) 


.39 
(1.7) 

.07 
(5.3) 
-.0001 
(0.5) 


.30 
(6.2) 

.27 

(1.3) 

1.65 

(5.8) 

.03 
(0.7) 

.94 
(3.1) 


1.54 
(2.9) 

4.50 
(5.9) 

1.02 
(3.7) 


-.09 
(0.4) 


.68 
(3.4) 

1094 
87 


The  number  of  applicants  with  a  probability  of  denial  greater  than  50  percent 
who  were  denied,  plus  the  number  of  applicants  with  a  probability  of  approval 
greater  than  50  percent  who  were  approved,  as  a  percent  of  the  total  sample. 
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Finally,  even  though  the  variables  in  Table  5  standardize  for  applicant  and  prop- 
erty characteristics,  the  argument  remains  that  minorities  may  be  treated  the  same 
as  whites  within  any  given  institution,  but  may  simply  frequent  institutions  with 
tougher  lending  standards.  To  test  this  hypothesis,  a  tough"  lender  variable  was 
added  to  the  basic  equation.  This  variable  was  constructed  oy  estimating  the  equa- 
tion for  white  applicants  only  and  including  a  separate  dummy  variable  for  each 
lender,  and  then  designating  specific  lenders  as  "tough"  based  on  the  coefficients  of 
the  lender  dummies.  The  inclusion  of  this  variable,  however,  had  virtually  no  effect 
on  the  coefficients  of  the  other  variables  and  the  variable  itself  was  statistically  in- 
significant (Appendix  Table  B12).  This  result  was  not  unexpected  given  that  most 
lenders  conform  to  secondary  market  guidelines.  Including  separate  dummy  vari- 
ables for  all  institutions  in  the  sample  alters  the  coeflicients  slightly,  but  does  not 
change  the  basic  results. 

This  assessment  shows  that  the  results  presented  in  Table  5  merit  serious  consid- 
eration. The  coefiicient  of  the  race  variable  is  stable  and  always  statistically  signifi- 
cant; it  is  difficult  to  think  of  omitted  variables  linked  with  race,  that  could  be  Has- 
ing  the  race  coefiicient;  and  the  overall  equation  does  a  very  good  job  of  explaining 
the  variation  in  denial  rates.  Moreover,  the  equation  is  describing  widespread  be- 
havior, not  simply  that  of  a  single  large  institution  or  of  particular  types  of  institu- 
tions, and  variation  in  lending  standards  does  not  appear  to  explain  tne  results. 

An  Alternative  Approach 

Estimating  an  equation  that  includes  an  explicit  measure  for  race  is  not  the  only 
way  to  test  whether  race  is  an  important  factor  in  the  mortgage  lending  decision. 
An  ecjually  good  alternative  is  to  estimate  an  equation  for  white  applicants  and  then 
plug  m  the  obligation  ratios,  loan-to-value  ratio,  credit  history,  ana  other  values  for 
each  black/Hispanic  applicant  to  calculate  that  applicant's  probability  of  denial.  The 
resulting  discrepancy  between  the  actual  minority  denial  rate  and  the  estimated  mi- 
nority (fenial  rate  based  on  the  white  equation  can  be  interpreted  as  the  effect  of 
race  on  the  mortgage  lending  decision. 

The  equations  estimated  separately  for  white  and  black/Hispanic  applicants  are 
reported  in  Appendix  Table  B13  and  the  results  of  estimating  tne  probability  of  de- 
nial based  on  tne  white  equation  are  shown  in  Table  8.  If  blacks/Hispanics  had  their 
own  characteristics,  that  is,  high  obligation  ratios,  weaker  credit  histories,  higher 
loan-to-value  ratios,  and  less  likely  to  buy  a  single-family  home,  but  were  treated 
by  lenders  like  whites,  their  average  denial  rate  would  be  20.2  percent  rather  than 
the  actual  28.1  percent  experienced  by  minority  applicants.  In  other  words,  eco- 
nomic, property  and  neighborfiood  characteristics  explain  much  of  the  higher  minor- 
ity denial  rate,  but  7.9  percentage  points  remain  unexplained. 

Table  8 

Probability  of  Black/Hispanic  Denials  Based  on  White  Experience 

Denial  Rates 
Characteristics  and  Experience  (percent) 

Actual  Denial  Rate  for  Blacks/Hispanics  in  Sample  28.1 

Denial  Rate  for  Blacks/Hispanics  with  Black/Hispanic  20.2 

Characteristics  but  White  Experience 

Denial  Rate  for  Blacks/Hispanics  with  White  18.2 

Characteristics  but  Black/Hispanic  Experience 

Actual  Denial  Rate  for  Whites  in  Sample  10.3 

Addendum:  Ratios  of  Black/Hispanic  to  White  Denial  Rates 

Actual  (28.1/10.3)  2.7 

Based  on  Black/Hispanic  Characteristics  (28.1/20.2)       1.4 
Based  on  White  Characteristics  (18.2/10.3)  1.8 


786 

If  the  7.9  percentage  point  discrepancy  is  attributed  to  the  effect  of  race  on  the 
lending  decision,  this  amount  can  be  added  to  the  white  denial  rate  to  estimate  the 
racial  impact  starting  from  the  white  base.  That  is,  the  third  line  in  Table  8  shows 
what  the  denial  rate  would  have  been  for  black  and  Hispanic  applicants  if  they  had 
white  obligation  ratios,  loan-to-value  ratios,  credit  histories,  and  other  characteris- 
tics but  were  treated  by  lenders  like  minorities.  Thus,  even  if  minorities  had  all  the 
economic  and  property  characteristics  of  whites,  they  would  have  experienced  a  de- 
nial rate  of  18.2  percent,  7.9  percentage  points  more  than  the  actual  white  denial 
rate  of  10.3. 

Some  ambiguity  arises  when  these  various  denial  rates  are  used  to  characterize 
the  ratio  of  minority  to  white  denial  rates.  If  the  ratio  is  calculated  using  black/His- 
panic di£iracteristic8,  the  ratio  is  1.4  to  1;  if  white  characteristics  are  used,  the  ratio 
is  1.8  to  1.  The  1.8  to  1  ratio  is  the  appropriate  comparison  with  the  2.7  to  1  ratio 
of  unadjusted  denial  rates,  since  both  use  the  white  experience  as  the  base. 

The  important  point,  however,  is  that  the  ratios  bracket  the  56  percent  increase 
in  the  probability  of  denial  for  minority  applicants  reported  in  Table  5,  This  con- 
firmation of  the  earlier  results  lends  additional  support  to  their  credibility, 

VI.  Conclusions 

This  study  has  examined  one  avenue  through  which  differential  treatment  could 
affect  minorities'  access  to  credit  and  opportunities  for  home  ownership.  It  found 
that  bl£u:k  and  Hispanic  mortgage  applicants  in  the  Boston  area  were  more  likely 
to  be  turned  down  than  white  applicants  with  similar  characteristics. 

It  is  important  to  clarify  the  limited  focus  of  this  analysis;  it  abstracts  from  dis- 
crimination that  may  occur  elsewhere  in  the  economy.  For  example,  if  minorities  are 
subject  to  discrimination  in  education  or  labor  markets,  they  will  have  lower  in- 
comes and  their  applications  may  reflect  higher  obligation  ratios,  greater  loan-to- 
value,  or  poorer  credit  history.  Similarly,  if  blacks  and  Hispanics  are  discouraged 
from  moving  into  predominantly  white  areas,  they  will  limit  their  search  to  neigh- 
borhoods sanctioned  for  minorities.  These  tend  to  be  older  central  cities  with  high — 
density  housing,  such  as  two-  to  four-family  homes.  Denial  of  a  mortgage  loan  appli- 
cation on  the  basis  of  either  these  economic  or  property  characteristics  would  not 
be  considered  discriminatory  for  the  purposes  of  this  study. 

Even  within  the  speciAc  focus  of  conventional  lenders,  the  reported  measure  of  the 
hurdles  faced  by  minorities  should  be  placed  in  perspective;  differential  treatment 
can  occur  at  many  stages  in  the  lending  process.  For  example,  minorities  may  be 
discouraged  from  even  applying  for  a  mortgage  loan  as  a  result  of  a  prescreening 
process.  Similarly,  if  white  applicants  are  more  likely  than  minority  applicants  to 
be  "coached"  when  filling  out  the  application,  they  will  have  stronger  applications 
than  similarly  situated  minorities.  In  this  case,  the  ratios  and  other  financial  infor- 
mation in  the  final  application,  which  were  the  focus  of  this  analysis,  may  them- 
selves be  the  product  of  differential  treatment.  This  study  does  not  explore  the  ex- 
tent to  which  coaching  occurs,  but  rather  focuses  on  the  impact  of  race  on  lenders' 
decisions  regarding  the  final  applications  received  from  potential  borrowers. 

The  results  of  this  study  indicate  that  race  does  play  a  role  as  lenders  consider 
whether  to  deny  or  approve  a  mortgage  loan  application.  The  impact  of  race  is  sub- 
stantially less  than  indicated  by  the  original  1990  HMDA  data,  which  showed  that 
black  and  Hispanic  applicants  for  mortgages  in  the  Boston  metropolitan  area  in 
1990  were  turned  down  at  a  rate  2.7  times  that  for  white  applicants.  As  it  turns 
out,  the  higher  denial  rate  for  minorities  in  Boston  is  accounted  for,  in  large  part, 
by  their  having  higher  loan-to-value  ratios  and  weaker  credit  histories  than  whites. 
They  are  also  more  likely  to  be  trying  to  purchase  a  two-  to  four-unit  property  rath- 
er than  a  single-family  home.  Nevertheless,  after  taking  account  of  such  factors,  a 
substantial  gap  remains. 

A  black  or  Hispanic  applicant  in  the  Boston  area  is  roughly  60  percent  more  likely 
to  be  denied  a  mortgage  loan  than  a  similarly  situated  white  applicant.  This  means 
that  17  percent  of  black  or  Hispanic  applicants  instead  of  11  percent  would  be  de- 
nied loans,  even  if  they  had  the  same  obligation  ratios,  credit  history,  loan  to  value, 
and  property  characteristics  as  white  applicants.  In  short,  the  results  indicate  that 
a  serious  problem  exists  in  the  market  for  mortgage  loans,  and  lenders,  community 
groups,  and  regulators  must  work  together  to  ensure  that  minorities  are  treated 
fairly. 
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^PENDIX  A 

Attachment  1 

FEDERAL  RESERVE  SYSTEM— FOLLOW-UP  TO  1990  HOME  MORTGAGE 
DISCLOSURE  ACT  (HMDA)  REPORTS 

INSTRUCTIONS  FOR  COMPLETING  LOAN/APPLICATION  REGISTER  (LAR) 

Our  records  indicate  that  your  institution  listed  (XX)  applications  from  blacks  and 
Hispanics  in  your  1990  HMUA  Report;  all  of  their  identification  numbers  and  basic 
HMDA  information  are  reproduced  in  Attachment  4,  the  Loan/Application  Register. 
As  a  control  group,  we  have  randomly  selected  (XX)  white  applicants;  the  informa- 
tion for  the  wnite  applicants  also  appears  in  the  Register.  Although  this  information 
is  taken  directly  from  your  submissions,  it  would  be  useful  for  you  to  check  it  for 
accuracy. 

In  addition,  please  review  "Reasons  for  Denial"  (column  19),  and  if  you  have  not 
already  included  the  reasons,  please  enter  that  information  at  this  time.  The  rea- 
sons should  conform  to  Attachment  2,  Regulation  B,  Form  C-1  "Sample  Notice  of 
Action  Taken  and  Statement  of  Reasons"  (Adverse  Action  Notice).  The  reasons  (up 
to  three)  should  be  entered  on  the  Register,  from  left  to  right  in  the  space  providea. 

Thirty-eight  questions,  listed  below,  have  been  added  to  the  Register.  All  re- 
quested iniormation  should  be  provided  from  the  loan  documentation  as  of  the  date 
of  decision  for  the  loan.  Please  enter  the  requested  data  for  each  of  the  (XXX)  appli- 
cants on  the  expanded  Register.  If  any  of  the  requested  information  was  not  col- 
lected, put  "X"  in  the  column. 

A.  Data  from  Residential  Loan  Application  (Fannie  Mae  Form  1003),  see  sample  on 
Attachment   3.   Note:   Information   for  loan   applications   which   were   approved 

^  should  come  from  the  standard  loan  application.  Some  of  the  requested  informa- 
tion for  denials  may  have  to  be  obtained  from  other  documentation  in  the  loan 
folder. 

Column  20:  Number  of  units  in  property  purchased;  21:  Applicant  age — (A)  Appli- 
cant. (C)  Co-applicant.  22:  Years  of  school — (A)  Applicant.  (C)  Co-applicant.  23:  Mar- 
ital status  (use  codes  below) — (A)  Applicant.  (C)  Co-applicant.  Codes:  (M)  Married. 
(U)  Unmarried  (includes  single,  divorced  and  widowea).  (S)  Separated.  24:  Number 
of  dependents — (A)  Applicant.  (C)  Co-applicant.  25:  Years  employed  in  this  line  of 
work  (NE  if  not  employed) — (A)  Applicant.  (C)  Co-applicant.  26:  Years  employed  on 
this  job  (NE  if  not  employed) — (A)  Applicant.  (C)  Co-applicant.  27:  Self-employed  (Y 
or  W — (A)  Applicant.  (C)  Co-applicant.  28:  Position/title  (NE  if  not  employed) — (A) 
Applicant.  (Cf)  Co-applicant.  29:  Type  of  business  (NE  if  not  employed) — (A)  Appli- 
cant. (C)  Co-applicant.  30:  Base  employment  monthly  income  (in  dollars) — (A)  Appli- 
cant. (C)  Co-applicant.  31:  Total  monthly  income  (in  dollars)— (A)  Applicant.  (C)  Co- 
Applicant.  32:  Proposed  monthly  housing  expense  (in  dollars).  33:  Purchase  price  (in 
thousands).  34:  Otner  financing  (in  thousands). 

For  the  next  four  columns,  sum  applicant  and  co-applicant  information  if  separate 
statements  were  completed. 

Column  35:  Liauid  assets  (in  thousands).  36:  Total  assets  (in  thousands).  37:  Total 
nonhousing  monthly  payments  (in  dollars).  38:  Total  liabilities  (in  thousands). 

B.  Data  Relating  to  Credit  History 

Column  39:  List  the  number  oi  commercial  credit  reports  in  the  file.  40:  Did  the 
applicants'  credit  history  meet  your  loan  policy  guidelines  for  approval?  (Y  or  N). 
41:  List  the  number  of  separate  consumer  credit  lines  on  the  credit  report.  42:  Cred- 
it history — Mortgage  payments  (see  instructions,  next  page).  43:  Credit  history — 
Consumer  payments  (see  instructions,  next  page).  44:  Credit  history — Public  records 
(see  instructions,  next  page). 

C.  Obligation  Ratios  (from  lender  worksheets) 

Column  45:  Debt-to-income  ratio  (housing  expense/income).  46:  Debt-to-income 
ratio  (total  obligations/income). 

D.  Loan  Characteristics 

Column  47:  Fixed  or  adjustable  rate  (F  or  A).  48:  Term  of  loan  (months).  49:  If 
the  loan  application  was  for  a  special  (e.g.  low  income)  loan  program,  please  provide 
the  name  of  the  program.  50:  Appraised  value  (in  thousands).  51:  Type  of  Property 
Purchased— Codes:  (1)  Condominium;  (2)  Single  family;  (3)  2-4  family.  52:  Was  pri- 
vate mortgage  insurance  sought?  (Y  or  N).  53:  Was  private  mortgage  insurance  ap- 
proved? (Y  or  N).  54:  Did  a  gift  or  a  grant  account  for  any  part  oT  the  down  pay- 
ment? (Y  or  N;  answer  N  if  not  known).  55:  Did  someone,  otner  than  the  co-appli- 
cant, co-sign  this  application?  (Y  or  N). 
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E.  Unverifiable  Information 

Column  56:  TVpe  of  information  on  the  application  which  could  not  be  verified — 
(0)  Not  applicable  (all  verifiable);  (1)  Credit  references;  (2)  Employment;  (3)  Income; 
(4)  Residence;  (5)  Other. 

F.  Underwriting  Information 

Column  57:  Ust  total  number  of  times  application  was  reviewed  by  the  under- 
writer before  the  final  loan  decision  was  made. 

INSTRUCTIONS  FOR  COMPLETING  COLUMNS  #42-44 

Enter  the  number  that  best  describes  the  credit  history  (from  the  commercial 
credit  report)  of  the  applicant(s).  Note  that  these  columns  should  be  completed  re- 
gardless of  the  loan  disposition  or  your  answer  to  #40. 

CREDIT  HISTORY  CODES— Mortgage  Payments  (Column  42): 
0 — no  mortgage  payment  history. 
1 — no  late  mortage  payments. 
2 — one  or  two  late  mortage  payments. 
3 — more  than  two  late  mortgage  pajrments. 

CREDIT  HISTORY  CODES— Consumer  Payments  (Column  43):  Note:  Consider 
consumer  payment  history  for  previous  two  years  only. 
0 — Insufficient  credit  history  or  references  for  determination. 

1 — no  "slow  pa/*  or  delinquent  accounts,  but  suflicient  references  for  determination. 
2— one  or  two  "slow  pay*  aocount(s)  (each  with  one  or  two  payments  30  days  past 

due). 
3 — more  than  two  "slow  pay"  accounts  (eadi  with  one  or  two  payments  30  days  past 

due);  or  one  or  two  chronic  "slow  pay"  acoount(8)  (with  three  or  more  payments 

30  days  past  due  in  any  12-month  period). 
4— delinquent  credit  history  (containing  aocount(s)  with  a  history  of  pajrments  60 

days  past  due). 
5 — serious  delinquencies  (containing  account(s)  with  a  history  of  payments  90  days 

past  due). 

CREDIT  HISTORY  CODES— Public  Records  (Column  44): 
0 — no  public  record  defaults. 
1 — bankruptcy. 

2 — bankruptcy  and  charge-ofTs. 
3 — one  or  two  charge-oflts),  public  record(s),  or  collection  action(s),  totalling  less 

than  $300. 
4 — charge-ofKs),  public  record(s),  or  collection  action(8)  totalling  more  than  $300. 
5 — ^information  not  considered. 
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ALTERNATIVE  SPECIFICATIONS  OF  THE  PROBABILITY  OF  DENIAL  OF 

THE  MORTGAGE  APPUCATION 

Alternative  specifications  of  the  probability  that  a  mortgage  application  will  be  de- 
nied are  presented  in  this  appendix.  The  additional  variables  are  based  on  the 
model  of  mortgage  lending  outlined  in  the  text  and  the  suggestions  of  experienced 
researchers  in  this  fleld.  The  primary  conclusion  is  that  the  equation  whose  results 
are  shown  in  Table  5  of  the  text  is  very  robust.  Adding  more  variables  has  little 
eflect  on  the  coeflicients  of  most  of  the  '^asic"  variables  listed  in  Table  5.  Of  particu- 
lar importance  to  the  conclusions  drawn  from  this  analysis,  race  continues  to  have 
a  statistically  significant  effect  on  the  probability  of  being  denied  a  mortgage  after 
the  additional  variables  have  been  taken  into  account. 

Ability  to  Support  Loan 

Table  Bl  compares  the  basic  equation  from  Table  5  with  an  equation  incorporat- 
ing additional  measures  of  the  applicant's  ability  to  support  the  loan.  As  can  be 
seen,  the  coeflidents  of  most  of  tne  basic  variables  are  affected  only  modestly  by 
the  addition  of  income,  liquid  assets,  and  the  ratio  of  base  income  to  total  income. 
The  coefndent  lor  race  remains  almost  the  same.  In  both  Uiis  equation  and  those 
that  foDow,  dianges  in  sample  size  may  account  for  some  of  the  changes  in  coefli- 
cients. 


790 

None  of  the  additional  variables  has  a  statistically  significant  influence  on  the 
probability  of  beine  denied  a  mortgage.  As  noted  in  the  text,  people  with  lower  in- 
comes tend  to  buy  Tower-priced  homes  and,  thus,  the  obligation  ratio  is  a  better  indi- 
cator of  the  flnancial  constraints  on  the  borrower.  It  is  more  surprising  that  U(|uid 
assets  do  not  reduce  the  probability  of  denial,  especially  as  liquid  assets  are  cited 
in  Fannie-Mae's  secondary  market  guidelines  as  a  factor  that  can  compensate  for 
other  weaknesses  in  the  application. 

Risk  of  Default 

Credit  History.  Two  alternative  characterizations  of  the  mortgage  history  and 
consumer  credit  history  variables  are  presented  in  Table  B2.  In  the  equation  in 
Table  5,  the  progression  of  credit  problems  is  pre-specified  as  described  in  the  table 
notes.  In  Table  B2  a  dummy  variable  represents  each  credit  history  code  and  the 
regression  is  allowed  to  determine  the  weights  attached  to  each  code.  The  base  for 
both  mortgage  and  consumer  credit  history  is  no  late  payments;  thus,  the  dummy 
variables  measure  the  increase  in  the  probability  of  denial  from.this  standard.  As 
can  be  seen,  the  regression  produces  a  ranking  very  similar  to  that  specified  in  the 
credit  variables  in  Table  5;  a  log  likelihood  test  indicates  that  one  cannot  reject  the 
hypothesis  that  the  coefficients  of  the  credit  variables  are  the  same  as  assumed  in 
the  specification  in  Table  5.  Perhaps  the  most  interesting  result  from  the  finer 
breakdown  is  confirmation  that  borrowers  with  insufficient  consumer  credit  history 
to  make  a  determination  of  their  payment  record  face  a  higherprobability  of  being 
denied  a  mortgage  than  borrowers  with  some  late  payments.  The  finer  breakdown 
of  credit  history  does  not  alter  the  coefficients  of  the  other  variables,  including  race. 

The  third  equation  appearing  in  Table  B2  adds  a  dummy  variable  for  those  appli- 
cants with  a  prior  mortgage  payment  history  to  the  basic  equation.  The  reasoning 
was  that  borrowers  who  already  owned  a  home  might  be  more  likely  to  have  their 
applications  approved;  however,  the  variable  provides  no  additional  information  be- 
yond that  contained  in  Table  5. 

Seniority  and  Co-signer.  In  Table  B3  the  applicant's  years  on  the  job  and  the  pres- 
ence of  a  co-signer  are  added  to  the  basic  equation.  While  frequent  job  changes  could 
be  a  sign  of  upwp.rd  mobility,  thev  may  also  indicate  a  higher  risk  of  unemployment. 
The  applicant  may  be  unable  to  hold  a  position  or  may  be  limited  to  jobs  where  the 
last  hired  is  the  first  fired.  Fannie  Mae  guidelines  require  additional  documentation 
for  applicants  who  have  been  at  their  current  job  less  than  two  years.  The  presence 
of  a  co-signer  reduces  the  risk  of  default,  since  the  co-signer's  financial  strength  as 
well  as  the  applicant's  stands  behind  the  loan. 

Although  tne  signs  are  as  expected,  the  additional  variables  do  not  have  a  statis- 
tically significant  effect  on  the  probability  of  a  mortgage  application  being  denied 
and  the  coefficients  of  most  of  the  basic  variables  do  not  change  very  much.  Again, 
the  race  coefiicient  remains  large  and  statistically  significant.  Replacing  years  on 
the  job  with  a  dummy  variable  indicating  the  applicant  had  more  than  two  years 
on  the  job  produced  similar  results. 

Potential  Default  Loss 

Private  Mortgage  Insurance.  As  discussed  in  the  text,  the  appropriate  treatment 
of  private  mortgage  insurance  is  unclear.  If  race  enters  into  the  insurance  decision, 
the  inclusion  of  a  variable  representing  the  denial  of  insurance  will  understate  the 
difficulties  that  minorities  face  in  securing  mortgages,  since  the  effect  of  race  on  the 
ability  to  ^et  insurance  and,  therefore,  to  get  a  mortgage  would  be  subsumed  in  the 
mortgage  insurance  variable.  Accordingly,  Table  B4  snows  the  effect  of  omitting  this 
variaole.  Also  shown  is  an  equation  in  which  all  mortgage  applicants  who  were  de- 
nied mortgage  insurance  are  omitted  from  the  sample.  In  both  cases,  the  coefficients 
for  the  other  variables,  including  race,  are  similar  to  those  in  Table  5.  These  results 
suggest  that  the  probability  of  denial  facing  minority  applicants  is  not  substantially 
understated  by  including  the  mortgage  insurance  variable  in  the  basic  equation. 

Table  B5  presents  two  equations  that  relate  the  denial  of  private  mortjgage  insur- 
ance to  the  economic  characteristics  gathered  for  this  study.  Controlling  for  the 
characteristics  in  the  basic  equation,  minority  applicants  are  more  likely  to  be  de- 
nied private  mortgage  insurance  than  white  applicants.  Adding  a  variable  for  the 
racial  composition  of  the  census  tract  in  whicn  the  property  is  located,  however, 
causes  the  racial  coefficient  to  become  statistically  insignificant.  These  equations 
must  be  viewed  with  caution,  since  the  number  of  observations  is  much  smaller 
than  in  the  other  equations  and  since  the  variables  collected  for  this  study  were  not 
gathered  for  this  purpose. 

Location.  Table  B6  adds  to  the  eauation  in  Table  5  several  indicators  of  the  risks 
of  loss  arising  from  the  property's  location.  In  the  basic  equation,  the  riskiness  of 
the  neighboiiiood  is  represented  by  the  ratio  of  rental  income  to  the  value  of  the 


791 

rental  housing  stock  in  the  relevant  census  tract.  While  this  measure  is  justified  by 
theory  and  the  results  in  Table  5  are  as  predicted,  lenders  may  rely  on,  other  indica- 
tors of  neighborhood  risk,  such  as  vacancy  rates  or  the  appreciation  in  housing 
prices  in  the  tract.  A  dununy  variable  indicating  that  minorities  comprise  more  than 
30  percent  of  the  tract  population  is  also  included.  Althou^  the  racial  composition 
of  the  neighboiiiood  is  not  an  appropriate  criterion  for  lending  decisions,  it  was  rou- 
tinely considered  in  appraisals  and  lending  policies  until  the  1970's. 

As  can  be  seen,  adding  these  variables  aoes  not  alter  the  basic  equation  appre- 
ciably. In  particular,  the  coefficient  for  race  remains  significant  after  taking  account 
of  the  racial  composition  of  the  neighborhood.  Although  blacks  and  Hispanics  in  the 
Boston  area  tend  to  live  in  minority  neighborhoods,  they  are  not  being  denied  mort- 
gages solely  because  of  where  they  live.  Blacks  and  Hispanics  seeking  to  buy  homes 
in  predominantly  white  areas  also  face  a  higher  risk  of  being  denied  mortgages  than 
comparably  situated  whites. 

Foreclosures.  Some  researchers  have  suggested  the  foreclosure  rate  as  a  measure 
of  neighborhood  risk.  This  has  considerable  intuitive  app>eal,  since  the  lender's  objec- 
tive is  to  minimize  the  probability  and  costs  of  foreclosure.  The  direction  of  causality 
is  ambiguous,  however.  A  high  foreclosure  rate  could  be  the  result  of  lenders'  reluc- 
tance to  make  loans  in  a  neighborhood  as  well  as  a  cause  of  such  reluctance.  Home- 
owners who  fall  behind  in  their  mortgage  payments  will  not  be  able  to  get  out  from 
under  their  troubles  by  selling  their  properties  if  prospective  buyers  cannot  get 
loans. 

Foreclosures  were  very  infrequent  in  the  Boston  area  until  1990  and,  thus,  lend- 
ers making  decisions  in  1990  did  not  have  much  foreclosure  history  to  guide  them. 
Since  foreclosure  is  a  lengthy  process,  however,  lenders  might  have  had  some  knowl- 
edge of  foreclosures  that  were  in  the  works.  If  so,  it  did  not  afFect  their  decision 
making.  As  can  be  seen  from  Table  B7,  the  effect  of  the  tract  foreclosure  rate  on 
the  probability  of  being  denied  a  mortgage  was  insignificant. 

Table  B8  shows  the  pattern  of  foreclosures  in  the  planning  districts  of  the  City 
of  Boston  along  with  the  racial  composition  of  the  districts.  The  districts  with  the 
very  hi^est  foreclosure  rates  were  predominantly  white.  Foreclosure  rates  in  pre- 
dominantly minority  areas  ranged  from  high  (Mattapan)  to  quite  low  (South  End). 

Tract  Dummy  Variables.  As  a  final  test  of  whether  the  coeflicient  on  race  might 
be  representing  lenders'  concerns  about  the  location  of  the  property,  a  dummy  vari- 
able was  used  to  represent  each  of  the  more  than  500  census  tracts  in  which  appli- 
cants were  attempting  to  purchase  homes.  This  is  a  crude  approach.  It  provides  no 
indication  of  why  lenders  might  deny  mortgages  in  a  particular  area,  and  if  minori- 
ties tend  to  be  concentrated  in  particular  neighborhoods  it  risks  attributing  rejec- 
tions that  are  influenced  by  the  applicant's  race  to  location.  Nevertheless,  as  can  be 
seen  from  Table  B9,  the  inclusion  of  dummy  variables  for  each  census  tract  actually 
increased  the  coeflicient  for  the  race  variable. 

Loan  Characteristics 

Table  BIO  adds  more  loan  characteristics  to  the  basic  equation.  As  before,  these 
do  not  change  the  coefficients  for  the  basic  variables.  Whether  the  rate  was  fixed 
or  variable  had  no  effect  on  the  probability  of  denial.  The  effect  of  longer  loan  terms 
also  was  not  statistically  significant.  The  presence  of  a  gift  or  grant  reduced  the 
probability  that  the  loan  would  be  denied,  and  the  effect  approached  statistical  sig- 
nificance. 

Gifts  are  intended  to  give  the  borrower  sufficient  funds  for  the  down  payment. 
Since  the  loan-to-value  ratio  has  already  been  included  in  the  equation,  it  is  not  ob- 
vious why  a  gift  would  increase  the  likelihood  of  approval.  Perhaps  it  implies  access 
to  the  resources  of  a  parent  or  some  other  source  oi  financial  strength. 

Applications  that  were  not  made  under  special  programs  were  denied  more  fre- 
quently, but  the  effect  was  not  statistically  significant.  Many  of  these  special  pro- 
grams are  offered  by  the  Massachusetts  Housing  Finance  Agency.  These  are  in- 
tended to  encourage  lending  to  lower-income  ana  minority  borrowers  and  to  first- 
time  home  buyers.  Another  large  group  consisted  of  First-Time  Homebuyer  pro- 
grams offered  by  various  banks. 

Personal  Characteristics 

Additional  personal  characteristics  do  not  alter  the  basic  results  (Table  Bll).  The 
age,  sex,  and  number  of  dependents  of  the  applicant  have  no  significant  effect  on 
the  probability  of  denial.  The  variable  representing  marital  status  approached  sta- 
tistical significance,  with  applicants  who  were  not  married  facing  a  higher  prob- 
ability of  being  denied  a  mortgage,  other  things  equal. 
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Lender  Standards 

The  equations  in  Table  B12  attempt  to  take  account  of  diflerential  lender  stand- 
ards. It  has  been  suggested  that  black  and  Hispanic  applicants  go  disproportionately 
to  institutions  that  nave  higher  than  average  credit  standards  and,  therefore,  higher 
denial  rates  for  both  whites  and  minorities.  This  is  a  controversial  hjrpothesis,  since 
it  implies  that  minority  mortgage  applicants  act  against  their  own  best  interest;  al- 
ternatively, the  institutions  with  higner  denial  rates  may  be  more  aggressive  in  so- 
liciting minority  applications. 

A  "touj^"  lender  variable  was  constructed  by  estimating  the  basic  equation  with 
a  dummy  variable  for  each  lender  over  the  sample  of  white  applicants  only.  The  co- 
efdcients  of  these  dummies  were  then  used  to  create  a  dummy  variable  indicating 
that  the  lender  had  "tough"  standards  and  the  equation  was  estimated  over  the  en- 
tire sample  of  applicants.  As  can  be  seen  from  Table  B12,  the  "tough"  lender  vari- 
able is  not  statistically  significant  and  does  not  alter  the  results.  The  inclusion  of 
separate  dummy  variables  for  each  lender  when  the  equation  is  estimated  over  the 
entire  sample  does  reduce  the  coefficient  of  the  race  variable;  but  it  remains  large 
and  statistically  significant. 

Separate  Equations  for  White  and  Minority  ^plicants 

An  implicit  assumption  underlying  the  equation  in  Table  5  is  that  lenders  treat 
white  and  minority  applicants  the  same  except  for  their  race.  In  other  words,  lend- 
ers accord  the  same  weights  to  credit  history,  obligation  ratios,  location  risk,  and 
all  the  other  characteristics  of  white  and  minority  applicants.  An  alternative  possi- 
bility is  that  lenders  assess  the  creditworthiness  of  minorities  quite  differently  than 
thev  do  that  of  whites,  so  credit  history  or  obligation  ratios  are  viewed  differently 
if  the  applicant — is  black  or  Hispanic. 

To  test  this  possibility,  the  basic  equation  from  Table  5  was  run  with  and  without 
the  race  variaole  and  separately  for  white  applicants  and  for  black  and  Hispanic  ap- 
plicants. The  four  equations  are  shown  in  Table  B13.  Comparing  the  residuals  of 
the  white  and  minority  equations  with  those  of  the  equation  excluding  the  race  vari- 
able produces  a  chi-squared  of  37.2  compared  to  a  cntical  value  of  23.7.  This  result 
implies  that  lenders  do  not  treat  whites  and  minorities  the  same,  but  does  not  indi- 
cate whether  the  source  of  the  difference  lies  in  the  constant  or  in  the  coefficients 
of  the  other  independent  variables.  The  race  variable  in  the  basic  equation  allows 
the  constant  to  differ  for  minority  and  white  applicants.  When  the  separate  white 
and  minority  equations  are  compared  with  the  oasic  equation,  the  chi-squared  is 
12.8  compared  to  a  critical  value  of  22.7.  Thus,  the  hypothesis  that  lenders  treat 
blacks  and  whites  the  same,  except  for  race,  cannot  be  rejected. 

Correlation  Matrix 

Table  B14  presents  a  matrix  showing  the  correlations  among  the  variables  used 
in  the  basic  equation.  As  can  be  seen,  multicollinearity  between  any  two  independ- 
ent variables  is  not  driving  the  results,  because  no  two  variables  are  strongly  cor- 
related. 
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Appandix  Table  B2 
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-6.61 

-6.04 

-6.68 

(-17.0) 

(-17.1) 

(-16.4) 

.47 

.46 

.48 

(3.1) 

(3.0) 

(3.2) 

.M 

.05 

.04 

(6.6) 

(6.7) 

(6.5) 

.00008 

.00007 

.00007 

(1.1) 

(1.0) 

(1.0) 

.33 

.33 

(9.8) 

(9.8) 

.35 

.38 

(3.0) 

(3.0) 

1.20 

1.22 

1.20 

(7.0) 

(7.1) 

(7.0) 

.09 
(3.3) 

.52 
(2.8) 


.58 

(3.2) 

4.70 

(9.6) 

.68 
(3.5) 


.58 
(3.6) 


.68 

(5.0) 


1.55 

(5.8) 

.62 

(3.4) 

.94 

(3.9) 

1.32 

(6.6) 

1.65 

(8.5) 

.30 

(1.8) 

.73 

(1.9) 

1.12 

(2.4) 


.09 
(3.2) 

.51 
(2.7) 


.60 

(3.2) 

4.73 

(9.6) 

.64 
(3.2) 


.58 
(3.6) 


.67 
(4.8) 


.09 
(.5) 

.09 
(3.3) 

.51 
(2.7) 


.58 

(3.2) 

4.70 

(9.6) 

.68 
(3.5) 


.58 
(3.6) 


.69 

(5.0) 


Nuiter  of  Observations 
Percent  Correct  Predictions 


\3062 

\89 


3062 
89 


3062 
89 


795 


Appwidix  Tabl*  U 

Attamativ*  Spacff  (cations  of  ProtaabU<ty  of  Hertgaga  Oanial 

Risk  of  Default  •  Years  on  Job;  Co-signer 


Variable 


Basic  Equation 

Coefficient 

(t-Statistic) 


Coefficient 
(t-Statistic) 


Constant 
Ability  to  Sucoort  Loan 

Housing  Expense/ I ncooe 

Total  Debt  Payments/ Income 

Net  Wealth 
Risk  of  Default 

Consumer  Credit  History 

Mortgage  Credit  History 

Public  Record  History 

Probability  of  Unenployment 

Self-Eoployed 

Years  on  Job 

Presence  of  Co- signer 
Potential  Default  loss 

Loan/Appraised  Value 

Denied  Private  Mortgage  Insurance 

Rent/Value  in  Tract 
loan  Characteristics 

TtM-to-Four-Family  Hca» 
Personal  Characteristics 

Race 


Ninber  of  Observations 
Percent  Correct  Predictions 


^.61 

-6.62 

(-17.0) 

(-16.3) 

.47 

.44 

(3.1) 

(2.9) 

.04 

.05 

(6.6) 

(6.4) 

.00008 

.0001 

(1.1) 

(1.3) 

.33 

.33 

(9.8) 

(9.9) 

.35 

.31 

(3.0) 

(2.6) 

1.20 

1.23 

(7.0) 

(7.1) 

.09 

.09 

(3.3) 

(3.4) 

.52 

.55 

(2.8) 

(3.0) 

-.003 

(-.3) 

-.55 

(-1.5) 

.58 

.59 

(3.2) 

(3.2) 

4.70 

4.73 

(9.6) 

(9.6) 

.68 

.74 

(3.5) 

(3.7) 

.58 

.60 

(3.6) 

(3.6) 

.68 

.71 

(5.0) 

(5.1) 

3062 

2997 

89 

89 

796 


Appendix  Table  B4 

Alternative  Speeifieationa  of  Probability  of  Mortgage  Denial 

Default  Losa  -  Private  Mortgage  Insurance 


Variable 


Basic  Equation 

Coefficient 

Coefficient 

(t-Statistic) 

(t-Statistic) 

-6.61 

-6.57 

(-17.0) 

(-17.4) 

.47 

.44 

(3.1) 

(3.2) 

.04 

.05 

(6.6) 

(7,1) 

.00008 

.00005 

(1.1) 

(.7) 

.33 

.31 

(9.8) 

(9.8) 

.35 

.35 

(3.0) 

(3.1) 

1.20 

1.17 

(7.0) 

(7.1) 

.09 

.09 

(3.3) 

(3.5) 

.52 

.44 

(2.8) 

(2.5) 

.58 

.75 

(3.2) 

(3.4) 

4.70 

(9.6) 

.68 

.60 

(3.5) 

(3.1) 

.58 

.64 

(3.6) 

(4.2) 

.68 

.71 

(5.0) 

(5.5) 

3062 

3062 

89 

88 

Excluding 

PMI  Denials' 

Coefficient 

(t-Statistic) 


Constant 
Ability  to  Sucport  Loan 

Housing  Expense/ I ncome 

Total  Debt  Payments/ I ncome 

Net  Uealth 
Risk  of  Default 

Consuner  Credit  History 

Mortgage  Credit  History 

Public  Record  History 

Probability  of  Unemployment 

Self-Enployed 
Potential  Default  Loss 

Loan/Appraised  Value 

Denied  Private  Mortgage  Insurance 

Rent/Value  in  Tract 
Loan  Characteristies 

Two-to-Four-Family  Home 
Personal  Characteristics 

Race 


Nunber  of  Observations 
Percent  Correct  Predictions 


-6.61 
(-16.9) 


.48 
(3.2) 

.04 
(6.5) 

.00008 
(1.1) 


.33 

(9.9) 
.34 

(2.9) 
1.19 

(7.0) 
.09 

(3.2) 
.51 

(2.7) 


.62 
(3.2) 


.68 
(3.5) 


.59 
(3.6) 


.69 
(5.0) 


2983 
89 


'Sample  excludes  applicants  denied  private  mortgage  insurance. 
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AfpmKx  Tabic  BS 

Factor*  Affacting  ProbabUity  of  Private  Nertgaga  Inauranca  Danial 


Coefficient         Coefficient 
Variable  (t-Stati*tic)       (t-Statistic) 

Constant 
Ability  to  Support  Loan 

Housing  Expense/ I nccae 

Total  Debt  Payments/tncoaw 

Net  Wealth 
Hisk   of  Default 

Censimer  Credit  History 

Hortgage  Credit  History 

Public  Record  History 

Probability  of  Unenployment 

Self-Employed 
Potential  Default  Los* 

Loan/Appraised  Value 

Rent/Value  in  Tract 

Minority  Population  Share 
Loan  Characteristics 

Two-to-Four-Fani ly  Hoow 
Personal  Characteristics 

Race 


Niaber  of  Observations 
Percent  Correct  Predictions 


-7.31 

-7.30 

(-5.6) 

(-5.6) 

.44 

.43 

<1.3) 

(1.3) 

,07 

.07 

(4.0) 

(3.8) 

-.0004 

-.0004 

(-.7) 

(•.7) 

.20 

.20 

(2.7) 

(2.7) 

-.08 

-.13 

(-.2) 

(-.3) 

1.02 

1.02 

(2.S) 

(2.5) 

.07 

.06 

(1.0) 

(1.0) 

.63 

.64 

(1.1) 

(1.1) 

1.53 

1.72 

(1.9) 

(2.1) 

-1.13 

-1.78 

(-.8) 

(-1.0) 

.55 

(1.4) 

.55 

.52 

(1.7) 

(1.6) 

.59 

.34 

(2.0) 

(1.0) 

723 

723 

90 

90 
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Apptndtx  Table  B6 

Altcmativt  Specification*  of  Probability  of  HortBao*  Oanial 

Potential  Default  Loss  -  Tract  Characteristics 


Variable 


Basic  Equation 

Coefficient 

(t-Statistic) 


Coefficient 
(t-Statistic) 


Constant 
Ability  to  Support  loan 

Housing  Expense/ I ncoae 

Total  Debt  Payments/Incoaie 

Net  Wealth 
Risk  of  Default 

Consuner  Credit  History 

Mortgage  Credit  History 

Public  Record  History 

Probability  of  Unenployment 

Self- Employed 
Potential  Default  Loss 

Loan/Appraised  Value 

Denied  Private  Mortgage  Insurance 

Rent/Value  in  Tract 

Housing  Units  Boarded  Up 

Housing  Units  Vacant 

Housing  Value  Appreciation 

Minority  Population  Share  (>30  Percent) 
Loan  Characteristics 

Tuo-to-Four-Faraily  Hoae 
Personal  Characteristics 

Race 


er  of  Observation* 
Percent  Correct  Predictions 


-6.61 

-6.92 

(-17.0) 

(-15.9) 

.47 

.47 

(3.1) 

(3.0) 

.04 

.05 

(6.6) 

(6.6) 

.00008 

.00008 

(1.1) 

(1.1) 

.33 

.34 

(9.8) 

(9.7) 

.35 

.34 

(3.0) 

(2.7) 

1.20 

1.19 

(7.0) 

(6.7) 

.09 

.10 

(3.3) 

(3.4) 

.52 

.58 

(2.8) 

(3.1) 

.58 

.59 

(3.2) 

(3.1) 

4.70 

4.64 

(9.6) 

(9.3) 

.68 

.66 

(3.5) 

(3.1) 

-.02 

(-1.2) 

-.004 

(-.3) 

.0009 

(1.6) 

.08 

(.3) 

.58 

.63 

(3.6) 

(3.7) 

.68 

.62 

(5.0) 

(3.9) 

3062 

2788 

89 

89 

799 


AltMtwtiv*  SpMificatiem  of  Probability  of  Wertiata  0«n<a( 
Potantial  Default  Loaa  •  Foracleaur*  tat* 


•aatc  Equation 
Coaffieiont       Coafflclant 
Variable  (t-Statlttlc)     (t-StatlatIc) 


Canatant 

MiiHtv  to  lagrrT  tTtn 

Nauaing  tupanaa/lncoaa 

Total  Oabt  Paywntt/lr 

Nat  Waal  til 
tiak  of  Oafault 

Cona«aar  Credit  History 

Nertgag*  Credit  History 

Public  Record  History 

Prebebllity  of  UnesployMnt 

telf-EiVleyed 
Potential  Default  Loss 

Loan/ Appraised  Value 

Denied  Private  Mortgage  Insurance 

Rent/Value  in  Tract 

foreclosures/Onner-occupied  Unit* 
Loan  Characteristics 

Tue-to-four-Fsaily  Heae 
Personel  Characteristics 

Rac* 


Hiaber  of  Observations 
Percent  Correct  Predictiena 


-6.61 

•6.6« 

<-17.0) 

(ir.1) 

.«r 

.47 

(2.8) 

(3.1) 

.M 

.04 

(6.6) 

(6.6) 

.00008 

(1.1) 

(1.1) 

.33 

.33 

(9.8) 

(9.8) 

.35 

.35 

(3.0) 

(3.0) 

1.20 

1.22 

{7.0> 

(7.1) 

.09 

.09 

(3.3) 

(3.3) 

.32 

.53 

(2.8) 

(2.9) 

.58 

.58 

(3.2) 

(3.2) 

4.70 

4.70 

(9.6) 

(9.6) 

.68 

.61 

(3.5) 

(3.1) 

8.41 

(1.4) 

.58 

.55 

(3.6) 

(3.3) 

.68 

.67 

(5.0) 

(4.9) 

3062 

3062 

89 

89 
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Appendix  Table  B8 

Foreclosure*  Rates  and  Racial  Conposition  of  City  of  Boston  Planning  Districts 

Percent 


Planning  District 

East  Boston 

South  Boston 

Mattapan 

Charlestottn 

PenMay/Kenmore 

South  Dorchester 

North  Dorchester 

AUston/Brighton 

Jamaica  Plain 

Roxbury 

Bacic  Bay/Beacon  Hill 

West  Roxbury 

South  End 

Central 

Hyde  Park 

Roslindale 


Total 

Foreclosures" 

Foreclosures 

Percent 

as  a  Percent 

as  a  Percent 

Black  and 

of  Ouner- 

of  Total 

Hispanic  in 

Occupied  Units 

Housing  Units 

Population 

.37 

.40 

18.9 

.34 

.37  ^ 

1.9 

.33 

.37 

94.5 

.32 

.35 

2.1 

.24 

.32 

17.6 

.18 

.23 

46.7 

.18 

.16 

36.8 

.18 

.18 

15.5,, 

.17 

.18 

43.2 

.16 

.23 

90.2 

.14 

.29 

5.5 

.14 

.15 

3.2 

.13 

•17 

52.3 

.12 

.13 

7.0 

.07 

.08 

27.1 

.05 

.05 

18.1 

City  of  Boston 


.27 


.22 


34.3 


'Foreclosures  are  for  the  years  1988  through  1990. 

"All  sellers  are  persons;  commercial  entities  are  excluded. 

Source:  Foreclosures  Mere  supplied  by  Banker  i   Tradesman;  housing  units 
are  from  1990  Census  of  Population  and  Housing. 
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Appwidtx  Tablt  19 

Altamativ*  $p*c<f (cation*  of  PrebabUUy  of  Nortgaa*  Donial 

Petwttial  Dafault  Loaa  -  Tract  Ouny  Variabla* 


Variabla 


Basic  Equation 

Coefficient 

(t-Statittic) 


Coefficient 
(t-Stati«tic) 


Conatant 
Ability  to  Stceort  Loan 

Houaing  Expense/ I neon* 

Total  Debt  Payments/ I ncone 

Net  Wealth 
Risic  of  Default 

Consuaer  Credit  History 

Mortgage  Credit  History 

Public  Record  History 

Probability  of  Unemployment 

Self-Esployed 
Potential  Default  Loss 

Loan/Appraised  Value 

Denied  Private  Mortgage  Insurance 

Rent/Value  in  Tract 

Census  Tract 
Loan  Characteristics 

TtM- to- Four- Family  Home 
Personal  Characteristics 

Race 


-6.61 
(-17.0) 


.47 
(3.1) 

.04 
(6.6) 

.00008 
(1.1) 


.33 
(9.8) 

.35 

(3.0) 

1.20 

(7.0) 

.09 
(3.3) 

.52 
(2.8) 


.58 
(3.2) 
4.70" 
(9.6) 

.68 
(3.5) 


.58 
(3.6) 


.68 
(S.O) 


.63 
(3.3) 

.06 
(6.4) 
.00005 
(.6) 


.47 
(8.3) 

.57 

(2.1) 

1.69 

(7.0) 

.13 
(3.6) 

.46 
(1.9) 


.81 

(2.5) 

5.68 

(8.9) 

-829.7 

(-13.9) 


.54 
(2.6) 


.93 
(4.1) 


Nuiter  of  Obaervations 
Percent  Correct  Predictions 


3062 
89 


3062 

n.a.* 


•  Constant  is  included  in  the  (fcamy  variables  for  the  census  tracts.  These  are  not  shown 
because  they  are  so  mnerous. 

The  large  nu*er  of  variables  in  this  equation  required  a  more  powerful  conputer  and  the 
regresaion  package  available  did  not  calculate  percent  correct  predictions. 
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Appendix  Table  BIO 

Alternative  Specifications  of  Probability  of  Mortgage  Denial 

Loan  Characteristics 


Variable 


Basic  Equation 

Coefficient     Coefficient 
(t-Statistic)    (t-Statistic) 


Constant 
Ability  to  Suooort  loan 

Housing  Expense/ Income 

Total  Debt  Payments/ Income 

Net  Wealth 
Risk  of  Default 

Consuner  Credit  History 

Mortgage  Credit  History 

Public  Record  History 

Probability  of  Unemployment 

Self -Employed 
Potential  Default  loss 

Loan/ Appraised  Value 

Denied  Private  Mortgage  Insurance 

Rent/Value  in  Tract 
Loan  Characteristics 

Two- to- Four- Family  Home 

Fixed-Rate  Loan 

Not  a  Special  Loan  Program 

Term  of  Loan 

Gift  or  Grant  in  Down  Payment 
Personal  Characteristics 

Race 


Nuiter  of  Otiservat  i  ons 
Percent  Correct  Predictions 


-6.61 

-6.57 

(-17.0) 

(-11.8) 

.47 

.49 

(3.1) 

(3.2) 

.04 

.05 

(6.6) 

(6.7) 

.00008 

.00007 

(1.1) 

(1.0) 

.33 

.33 

(9.8) 

(9.8) 

.35 

.38 

(3.0) 

(3.2) 

1.20 

1.20 

(7.0) 

(6.9) 

.09 

.08 

(3.3) 

(3.0) 

.52 

.53 

(2.8) 

(2.8) 

.SB 

.62 

(3.2) 

(3.4) 

4.70 

4.81 

(9.6) 

(9.7) 

.68 

.70 

(3.5) 

(3.6) 

.58 

.61 

(3.6) 

(3.7) 

-.13 

(-1.0) 

.23 

(1.4) 

-.0009 

(-.8) 

-.32 

(-1.9) 

.68 

.73 

(5.0) 

(5.2) 

3062 

3055 

89 

90 
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ApptndU  Tabic  B11 

Altcrnativa  Specifications  of  Probability  of  Mortgage  Denial 

Personal  Characteristics 


Variable 


Basic  Equation 

Coefficient 

(t-Statistic) 


Coefficient 
(t-Statistic) 


Constant 
Ability  to  Support  Loan 

Housing  Expense/ 1 nccane 

Total  Debt  Payments/ Income 

Net  Uealth 
II i sit  of  Default 

Consuner  Credit  History 

Mortgage  Credit  History 

Public  Record  History 

Probability  of  Unenployment 

Self -Employed 
Potential  Default  Loss 

Loan/Appraised  Value 

Denied  Private  Mortgage  Insurance 

Rent/Value  in  Tract 
Loan  Characteristics 

Two- to- Four- Family  Home 
Personal  Characteristics 

Race 

Age 

Sex 

Nimber  of  Dependents 

Marital  Status  (Not  Married  =  1) 


NuTt>er  of  Observations 
Percent  Correct  Predictions 


-6.61 

-6.88 

(-17.0) 

(-13.4) 

.47 

.46 

(3.1) 

(3.0) 

.04 

.05 

(6.6) 

(6.8) 

.00008 

.00008 

(1.1) 

(1.1) 

.33 

.33 

(9.8) 

(10.0) 

.35 

.35 

(3.0) 

(2.9) 

1.20 

1.18 

(7.0) 

(6.8) 

.09 

.09 

(3.3) 

(3.3) 

.52 

.52 

(2.8) 

(2.8) 

.58 

.63 

(3.2) 

(3.3) 

4.70 

4.70 

(9.6) 

(9.5) 

.68 

.66 

(3.5) 

(3.4) 

.58 

.58 

(3.6) 

(3.6) 

.68 

.65 

(5.0) 

(4.7) 

.006 

(.9) 

-.21 

(-1.2) 

.04 

(.6) 

.27 

(1.8) 

3062 

3027 

89 

89 

70-832  0-93-27 
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Apptndii  Tab(«  112 

Altcrnativ*  Sp«cif<catian«  of  Probability  of  Nortgag*  Denial 

Landtr  Standards 


Variable 


Basic  Equation 

Coefficient 

(t-Statistic> 


Coefficient 
(fStatistic) 


Coefficient 
(t-Statistic) 


Constant 
Ability  to  Staoort  loan 

Housing  Expense/ I ncoaa 

Totsl  Debt  PayBtnts/lncoaa 

Net  yealth 
Risk  of  Default 

ConstJMr  Credit  History 

Mortgage  Credit  History 

Public  Record  History 

Probability  of  Unewpioyent 

Self-Eoployed 
Potential  Default  Loss 

Loan/Appraised  Value 

Denied  Private  Mortgage  Insure 

Rent/Value  in  Tract 
lean  Characteristics 

TMO-to-Four-Ftaiily  Heaw 
l-ender 

Tough  Lender 

Lender  Osmmf 
Personal  Characteristics 

Race 


-6.61 

-6.65 

• 

(-17.0) 

(16.9) 

.47 

.47 

.47 

(S.l) 

(3.1) 

(2.8) 

.M 

.04 

.05 

(6.6) 

(6.6) 

(6.4) 

.00008 

.00007 

(1.1) 

(1.1) 

(.7) 

.33 

.33 

.39 

(9.8) 

(9.8) 

(10.0) 

.35 

.36 

.40 

(3.0) 

(3.1) 

(3.1) 

1.20 

1.20 

1.51 

(7.0) 

(7.0) 

(7.3) 

.09 

.09 

.08 

(3.3) 

(3.3) 

(2.7) 

.52 

.52 

.67 

(2.8) 

(2.8) 

(3.2) 

.58 

.59 

.67 

(3.2) 

(3.2) 

(3.2) 

6.70 

4.70 

4.85 

(9.6) 

(9.6) 

(8.8) 

.68 

.68 

.56 

(3.5) 

(3.5) 

(2.6) 

.58 

.58 

.64 

(3.6) 

(3.6) 

.09 
(.5) 

(3.5) 

.68 
(S.O) 


.68 

(5.0) 


.54 

(3.4) 


Nij*er  of  Observations 
Percent  Correct  Predictions 


3062 

89 


3062 

89 


3061 
91 


Constant  is  included  in  the 


variables  for  the  lenders.  These  are  not  shoMn  because  they  are  so  nwerous. 
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Appendix  Tabt*  113 

Alttrnativ*  Spacif feat ion*  of  Probability  of  Mertgaga  Oanial 


Variabla 


•aaic  Equation 

Coafficient 

(t-Stati$tic) 


Mo  Race 

Coefficient 
(t-Statistic) 


White 

Coefficient 

(t-Statistic) 


Hack  and  Hispanic 
Coefficient 
(t-Statistic) 


Constant 

-6.61 

( 

-17.0) 

Ability  to  SuoDort  Loan 

Housing  Expense/ I ncoae 

.47 

(3.1) 

Total  Debt  Payments/ I nco«» 

.04 

(6.6) 

Met  Wealth 

.00008 

(1.1) 

Risk  of  Default 

Consumr  Credit  History 

.33 

(9.8) 

Mortgage  Credit  History 

.35 

(3.0) 

Public  Record  History 

1.20 

(7.0) 

Probability  of  Unenployment 

.09 

(3.3) 

Self-EiRployed 

.52 

(2.8) 

Potential  Default  Loss 

Loan/Appraised  Value 

.58 

(3.2) 

Denied  Private  Mortgage  Insurance 

4.70 

(9.6) 

Rent/Value  in  Tract 

.68 

(3.5) 

Loan  Characteristics 

Two-to-Four-Fanily  Home 

.58 

(3.6) 

Personal  Characteristics 

Race  . 

.68 

(5.0) 

-6.56 

-6.22 

-17.0) 

(-14.6) 

.51 

.44 

(3.4) 

(2.3) 

.05 

.04 

(6.6) 

(4.9) 

.00005 

.00008 

(.7) 

(1.3) 

.35 

.32 

(10.6) 

(7.5) 

.39 

.28 

(3.3) 

(2.1) 

1.27 

1.33 

(7.6) 

(5.9) 

.08 

.09 

(2.8) 

,  (3.0) 

.46 

.65 

(2.5) 

(3.1) 

.63 

.56 

(3.1) 

(2.9) 

4.71 

5.00 

(9.7) 

(8.0) 

.74 

.55 

(3.9) 

(2.1) 

.76 

.78 

(4.8) 

(3.4) 

-7.33 
(-7.6) 


.46 
(1.9) 

.07 
(4.8) 
-.0002 
(-.5) 


.33 

(6.1) 

.63 

(2.5) 

1.07 

(4.0) 

.08 

(1.4) 

.15 

(.4) 


.79 

(1.2) 

4.12 

(5.3) 

.98 
(3.0) 


.38 

(1.7) 


Muiter  of  Observations 
Percent  Correct  Predictions 


3062 
89 


3062 
89 


2340 
92 


722 

81 
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VTiibt.  D«f<n4t<on.  —t  tcurtn 

auMtian  iM^iri  nf»r  t*  ttM  quMtlon*  lUtad  In  ippmdU  A. 
Data  fraa  Itndtrs'  IMM  raportt  mn  n^pdad  br  ttM  ((ndar* 
part  of  thair  nerval  Hoa  Nertgava  Olacloaura  Act  filing. 


Oapandmt  Variibla 

Heuaing  EJipanaa/Incoaa 

Tdtal  Oabt  Payaanta/Inca 

Nat  Uaaltli 

Ineoaa 

Liquid  Assata 
taaa  Ineoaa/Tetal  I 


•  1 
0 


•  1. 
0 


Cradit  Hiatory 


Nortgaga  Cradit  History 

Public  Racerd 

Canataar:  Inaufficiant  Hiatory 
Coniijaar:  Ona  or  Two  Slow  Accowts 
Consunar:  Mora  than  Two  SlOM  Accomtt 
Consular:  Oalinquanciaa 
Conijiar:  Sarioua  Dalinquancias 
Mortgaga:  Ho  History 
Nortgaga:  Ona  or  Two  lata 
Mortgaga:  Mora  than  Tue  Lata 
Mortgaga:  Prior  History 
Probability  of  Uneaployaant 

Salf-Enployad 


>  1 
0 


If  applicant  uaa  daniad  a  raortgag* 
if  application  uaa  acccptad 

If  graatar  than  .10, 
otharwisa  (froa  quaation  WJ) 

valua  of  quaation  «M 

valua  of  question  *36  laaa  quaation  #38 

sta  of  applicant  and  co-applicant  total  nonthty 
Incoaa  (quaation  m) 

valua  of  quaation  CIS 

'applicant  and  co-applicant  baaa  incoaa 
relativa  to  total  tncona  Cdarivad  froa  quastiona 
130  and  mi 

If  no  'slow  pay*  accouit  (coda  1  in  question  M3) 

If  one  or  tuo  slow  pay  accoi^ts  (code  2) 

if  Bora  than  tuo  slow  pay  accouits  (code  3) 

If  inaufficiant  cradit  history  for  detanainatlon  (coda  0) 

delinquent  credit  history  with  60  days  past  due  (coda  4) 

serious  delinquencies  with  90  days  past  due  (code  5) 

If  no  late  peyaant  (code  \   in  question  M2) 

If  no  peyaant  history  (code  0) 

If  one  or  two  late  peyaents  (code  2) 

if  aora  than  two  lata  payaants  (coda  3) 

if  any  public  record  of  credit  problaaa  (codaa  1,2,3,4  in 

question  tUt 

otharwisa 

if  code  0  In  queatien  M3;  0  otharwisa 

If  coda  2  in  question  M3;  0  otherwise 

If  code  3  in  question  #A3;  0  otherwise 

if  cede  4  in  question  «43;  0  otherwise 

If  code  3  In  question  (43;  0  otherwise 

if  code  0  in  question  «42;  0  otherwise 

If  code  2  In  question  «42;  0  otharwisa 

if  coda  3  in  question  «42;  0  otherwise 

if  code  was  not  0  in  question  #42;  0  otherwise 

1989  Massachusetts  v^tenplovmant  rata  for  applicant's 
Industry  (froa  question  »29) 

UnamplOYment  races  froa  U.S.  Bureau  of  Labor  Statistics, 
Geographic  Profile  of  Eimioyiwent  and  Unewotovment.  1989 

if  applicant  was  sei f -enployed 
otherwise  (froa  question  *27) 


Tears  on  Job 
Presence  of  Co-signer 


value  for  applicant  for  question  426 

1  if  afflnaetive  response  co  question  aSS 
0  otherwise 
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Le*n/A^pr*iHd  Valu> 
D<ni«d  Private  Nertgag*  In 


valu*  of  loan  aaawit  fraa  orffinal  MSA  raport 
dividad  by  «Ha«cian  CM 

I  1  If  naaativ*  mponaa  to  question  *J3 
0  otharwia* 


Rant/Vatu*  In  Tract 

Houaing  Unlta  Soardad  Up 
Houain«  Units  Vacant 
Housing  Vatua  Appraciatlon 

Nlnorlty  Population  Share  (>30  Percent) 

Foreclosure  Rats 

Census  Tract  Ounar  Variable 
(for  each  tract) 

Two-  to  Four-Faaily  Hoaies 

Fixed-Rate  Lowi 

Not  a  Special  Loan  Prograa 

Tana  of  Loan 

Gift  or  Grant  in  Oo«n  Payeient 

Lender  Oumir  Variable 
(for  each  lender) 

Race 

Age 

Sex 

Muteer  of  Dependents 
Merital  Status 
Tough  Lender 


rental  Ineaav  divided  bv  value  of  rentel 

hnjsing  stock  in  cansua  tract  in  lAich  property 

uea  located.  Derived  froa  U.S.  Bureeu  of  the 

Cenaua,  1990  Census  of  Population  end  Housing.  Su— rv 

Taee  File  3  (1990  Cenaua) 


percent  of  heuaing  tsiita  in  cenaua  tract  in 
Wiich  property  vas  located  thet  were  boarded  i« 
Source:  1990  Cenaua 


percent  of  housing  vnits  in  cenaua  tract  in 
which  property  uea  locatsd  that  Here  vacant 
Source:  1990  Census 

percent  chenge  in  the  aedian  value  of  omer-occupied 
housing  betvecn  1980  and  1990  in  the  census  trect  in  tiiicti 
in  vhich  the  property  was  loceted 
Source:  Derived  fro«  1990  Census  and  1980  Census  of 
Peculation  and  wousino.  Sminarv  Tape  File  3 

1  if  ainorities  coaprite  aore  then  30  percent  of  the  tract 

population 
0  othemise 

Source:  1990  Cenaua 

total   foreclosures  divided  by  oteier-occi4>ied  housing  i«its 
Source:  Foreclosures  froa  Banter  t  Tradeswan:  houaing  tfiits 
froa  1990 


•  1  if  property  ues  located  in  census  tract;  0  otheruise 

•  1  if  (xjrchasing  a  tuo-  to  four-faaity  hoaa 
0  othemise  (question  *  SI) 

•  1  If  fixed  rate 

0  otheruise  (question  M7) 

■  1  if  not  applying  under  a  special  low  prograa 

0  otheruise  (question  M9) 

•  value  froa  question  M 

•  1  if  affiraativ*  responaa  to  question  «M;  0  otherwise 

•  1  if  application  aade  to  lender;  0  otherwise 


>  1  if  applicant  uas  black  or  Hispanic, 

>  0  otherwise  (lenders'  mnk   report) 

•  applicant  age  froa  question  *21 

>  1  if  applicant  was  male 

0  otherwise  (lenders'  hhoa  report) 

■    nutCer  of  applicant's  depcfxlents 
(question  (  Zt.) 

•  0     if  applicant  uas  married 

1  otherwise  (question  «23) 

'  1  if  lender  hed  a  high  denial  rate  for  Oiite  applicants, 
as  described  in  Appendix  8 
0  otherwise 
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Native  Action  nets 

$  4  million  lending  goal 


By  Jerry  Reynolds 

Today  Staff 

COLSTRIP,  Mont.  —  The 
Communiiy  Reinvesimcni  Act  becomes 
com  of  the  realm  ihis  monifi  m  Indian 
country,  when  the  Northern  Cheyenne 
Tribal  Council  is  expected  to  ratify  an 
agreement  between  ihe  conimuniiy  group 
Native  Action  and  First  Interstate 
BancSysiem  of  Montana. 

First  Interstate  is  a  bank  holding  com- 
pany based  in  Billings,  Mont.  The  agree- 
ment commits  its  subsidiary  bank  in  the 
border  town  of  Colsinp  to  an  agenda  that 
can  help  end  the  dearth  of  economic  de- 
velopment loans  on  the  reservation,  said 
Gajl  SmaJl,  president  of  Native  Acuon. 

In  mounting  the  CRA  challenge  to  a 
merger  application,  Ms.  Small  idcniified 
capital  scarcity  as  "probably  the  number 
one  economic  development  issue  facing 
our  communiiy." 

The  agreement  commits  Fu-si  Interstate 
Bank  of  Colstnp  to  a  lending  goal  of  S4 
million  over  five  years  in  new  housing, 
agricultural,  business  and  consumer  loans 
on  the  reservation .  The  bank  has  agreed  to 
"good  faith  efforts"  in  originating  the 
loans  at  competitive  interest  rates.  In 
1992,  Ms.  Small  said,  the  bank  ha>  al- 
ready extended  S400,000  in  credit  to  the 
reservation  —  more  than  three  umes  its 
loan  volume  there  in  previous  years,  she 
added. 

The  lending  goal  was  a  difficult  nego- 
tiating point,  but  Native  Action  insisted 
on  It.  "You  need  some  method  of  evalua- 
tion," Ms.  SmaJl  said.  "Are  you  making 
progress?  ...  The  lending  goal  is  cnucal." 

Tom  Scott,  president  and  chief  execu- 
tive officer  of  First  Interstate,  said  the  real 
lest  of  the  agreement  will  be  what  hap- 
pens next. 

"The  only  way  it  will  be  successful  at 
all  is  if  there's  cooperation,"  he  said. 

But  in  terms  of  giving  "teeth"  lo  the 
CRA,  the  jury  is  already  in  on  the  Native 
Acuon  challenge. 

The  Community  Reinvcsimeni  Act  is 
designed  to  encourage  bank  lending  to 
low-  and  moderate-income  groups 
Native  Action's  challenge  led  to  a  Federal 
Reserve  Board  of  Governor's  vote  againsi 
ihe  merger  request,  based  on  bank  non- 


Ste 


Pt)o:o  Dy  John  Warner 

Gail  Small,  president  of  Native 
Action. 

compliance  with  CRA  guidelines.  The 
board  s  vote,  the  first  of  its  kind  in  Indian 
country  and  one  of  a  handful  anywhere, 
took  place  a  year  ago  today. 

Fu-si  Intersiate  filed  us  merger  applica- 
tion with  the  Federal  Reserve  Board  in 
December  1989.  Earlier  in  the  year, 
Wyoming  had  liberalized  its  financial 
laws  to  permit  iniersLan:  banking.  First 
Interstate  look  advantage  of  the  law  to 
merge  iLs  Colsinp  bank  with  a  Wyoming 
affiliate.  Both  holding  companies  are 
owned  in  common. 

First  Inierstatc  Ban^Sysiem  conioUed 
deposits  totaling  S53(i  million,  wiih  assets 
of  S629  million,  making  it  the  third- 
iargcsi  commercial  banking  organization 
in  Montana.  The  V.  yoming  affiliate. 
Commerce  BancSharcs.  was  the  fourth- 
largest  banking  company  in  that  slate, 
controlling  S236  million  in  deposits  and 
wiih  as.scis  of  S280  million.  Merging  the 
two  would  end  duplicauon  of  funcuons 
and  incrca.sc  profitability,  First  Iniersiaic 
contended. 

Bui  the  banking  giants  had  underesti- 
mated a  liiilo-known  law,  the  Communiiy 
Remvestn.eni  Act.  In  an  amendment  lo 
the  dc;i.l  Lticr  of  CR.A  law  that  had  been 
on  ihc  books  since  1977.  the  U.S. 
Congress  in  1989  mandated  disclosure  of 
bank  CKA  ratings  as  a  reaction  to  the 
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Lending:  $  4  million 


Savings  and  Loan  crisis  thai  was  then  en- 
tering its  nnal  tailspin.  Newspaper  inves- 
tigations in  Atlanta.  Boston  and  else- 
where, proving  racial  discrimination 
against  blacks  in  bank  lending,  also 
helped  force  Congress'  hand. 

Native  Action  filed  its  challenge  in 
January  1990,  contending  the  Colstrip 
bank  gets  a  majority  or  Northern 
Cheyenne  deposits  yet  was  making  a 
"pitiful"  few  loans  lo  the  reservation's  es- 
timated 5,000  tnbally  enrolled  residents. 

After  Nauve  Action  made  its  protest  to 
the  Federal  Reserve,  the  Colstnp  bank  re- 
duced its  lending  area,  in  efToct  "red  lin- 
ing" the  reservauon  IS  miles  to  the  south. 
Still  later  in  the  year,  according  lo  the  af- 
Hdavii  of  Suzanne  Trussler.  president  of 
the  Northern  Cheyenne  Chamber  of 
Commerce  in  Lame  Deer,  Mont.,  Mr. 
Scott  told  a  meeting  of  the  chamber  he 
would  withdraw  a  grant  he  had  earlier  of- 
fered unless  Native  Action  withdrew  its 
chiiilongc. 

.Naiivc  Actiuii  nijinuincd  lU 
pfuii»t.  The  bank  cvcniually  ux>k 
reiruacuvc  mea^urcai  lu  impruvc 
iu  crcJit  services  on  the  reserva- 
tion, but  It  had  already  received 
less  than  saii^taciury  CRa  com- 
pliance ratings.  In  rulint;  against 
the  merger,  the  FiUeral  Reserve 
noted  thai  credit  pracuces  consis- 
tent vt^iih  CKA  should  be  estiib- 
lishcd  well  in  advance  ol  a  banks 
regulatory  applicauoru. 


After  almost  three  years  of  of- 
ten conlroniauonal  negotiations, 
Mr.  Scou  called  the  newly  inked 
agreement  a  framework  for  coop- 
erative efforu  to  build  up  the 
economy  of  the  Northern 
Cheyenne  Indian  Reservation. 

There  will  hopefully  be  a  lot 
of  good  that  will  come  out  ol  the 
agreement  we  signed."  he  said. 
. . .  There's  no  reason  lu  beat  each 
other  up  if  there  s  work  that  needs 
to  be  done." 

The  cost  to  First  Intersute  of 
the  merger  denial  and  subsequent 
negotiation  process  was  "too 
painful"  to  compute  just  yet,  he 
said.  "It  would  be  in  excess  of 
SIOO.OOO.  rm  sure. " 

In  return  for  good  faith  compli- 
ance with  its  commitments.  First 
Interstate  won  agreements  from 
four  community  groups  not  to  file 
protests  with  federal  regulatory 
agencies  against  any  of  its  future 
applicauons  for  the  term  of  the 
agreement,  which  is  five  years. 

In  addition  to  establishing  a 
lending  goal,  the  agreement  tar- 
gets a  broad  array  of  other  credit 
needs  on  the  Nonhem  Cheyenne 
Reservauon. 

■  A  liaison  committee  will 
meet  at  least  every  three  months 
to  monitor  how  the  goals  of  the 
agreement  are  being  met. 
Committee  members  will  discuss 
difficulues.  and  identify  and  de- 
velop strategies  to  overcome 
them,  "including  but  not  lunited  to 
the  development  ui  a  program  of 
credit  counseling  services." 
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■  Ihe  bank  will  iry  lo  increaK 
parifcipution  in  government 
agency  undmg  prugrams  that  tar- 
get low  and  moderatc-inconic 
people,  buch  as  Bureau  of  Indian 
Affair:>  guaranteed  loans,  the 
Small  Business  Administration 
cash-injection  plan.  Farmers 
Home  Administration  and 
Veterans  Admimsirauon. 

Ms.  Small  said  such  programs 
are  sometimes  "about  the  only 
way  you  can  get  loans  on  reserva- 
tions." 

■  The  bank  will  provide  lech- 
nicai  assisiaiKC  for  small  business 
entrepreneurs  on  the  reservation, 
as  well  as  responding  to  technical 
assistance  needs  idenuficd  by  the 
liaison  committee,  and  assisting 
With  the  cost  of  technical  consul- 
tants. 

■  The  bank  must  conunue  to 
seek  and  consider  qualified 
Northern  Choyennes  for  employ- 
ment and  management  training. 

■  Credit  wonhuiess  will  con- 
tinue to  be  a  major  factor  in  the 
bank's  lending  policy,  as  at  most 
banks.  But  il  will  not  be  the  only 
factor,  and  income  cntcria  will  be 
relaxed  to  mclude  public  assis- 
tance, self-cinploymcnt.  part-time 
and  seasonal  work,  land-lease 
contracts  and  other  forms  of  docu- 
meniablc  revenue. 


■  Banking  services  aimed  at 
low-  and  moideraie-income  cus- 
tomers will  continue  to  be  devel- 
oped. The  Colstrip  bank  recently 
announced  plans  to  install  an  auto- 
matic teller  machine  m  Lame 
Dcct,  Mont.,  pending  federal  ap- 
proval. 

■  The  bank  will  make  good 
faith  efforts  to  retain  at  least  one 
tribal  member  on  its  board  of  di- 
rectors. The  current  iribally  en- 
rolled board  member  is  Clara 
Spotted  Elk.  Mr.  Scott  credited 
her  with  "nally  opening  my  eyes ' 
to  the  fine  points  of  reservation 
credit  needs  aAer  a  long  spell  of 
confrontauonal  stalemate. 

Though  the  agreement  was 
signed  by  six  panies,  Ms.  Spotted 
Elk  said  the  go-ahead  had  to  come 
from  Mr.  Scott,  as  president  and 
CEO  of  the  bank  holding  compa- 
ny. 

Parties  to  the  agreement  are 
Native  Action,  the  Northern 
Cheyenne  Tribal  Council,  the 
Northern  Cheyenne  Area 
Chamber  of  Commerce,  the 
Northern  Cheyenne  Livestock 
Assotiauon,  First  Interstate  Bank 
of  Colstrip  and  First  Interstate 
BancSysiem  of  Mo. 
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Are  S.D.,  Nebraska 
banks  'red  lining'? 


By  Jerry  Reynolds 
Today  Staff 

RAPID  CITY  —  The  Community 
Reinvestment  Act  maps  of  seven  bor- 
der town  banks  draw  lines  around  the 
Pine  Ridge  and  Rosebud  Reservations 
from  cast  to  west. 

According  to  the  banks  and  the  fed- 
eral regulating  agencies  thai  examine 
them  for  CRA  compliance,  the  lines 
are  color-neutral.  But  they  seem  red 
enough  t  Nauve  Action's  Gail  Small. 
Native  Action  spearheaded  a  success- 
ful challenge  to  a  large  Montana  bank 
holding  company's  merger  plan  and 
Ms.  Small  said  an  organized  CRA 
protest  could  be  in  order  for  Lakoia 
tribes  as  well. 

"They  need  to  be  moving  on  these 
issues,"  she  said. 

"Red  Iinmg"  refers  to  a  bank  prac- 
tice of  denying  loans  in  low-income  ar- 
eas. The  Community  Reinvestment  Act 
of  1977  required  banks  to  meet  the 
credit  needs  of  low-  and  moderate- in- 
come groups  in  their  lending  area. 
Congress  suffened  the  law  in  1989  to 
require  public  delineations  of  the  lend- 
ing area,  public  CRA  statements,  a 


public  CRA  nie.  and  public  disclosure 
of  CRA  compliance  ratings. 

Among  the  border  town  banks 
whose  Community  Reinvestment  Act 
files  the  Indian  Country  Today  exam- 
ined, seven  exclude  Pine  Ridge  or 
Rosebud  from  their  delineated  lending 
areas.  They  are  First  National  Bank  of 
Chadron,  Neb.;  Blackpipe  Sute  Bank 
of  Martin,  S.D.;  and  the  Abbott  Banks 
in  Chadron,  Gordon,  Merriman,  Cody, 
and  Valentine,  Neb. 

Loan  officers  at  each  of  these  banks 
said  they  have  loans  out  on  the  reserva- 
tions. Each  claimed  a  strong  commit- 
ment to  non-discriminatory  lending 
practices  and  said  they  take  good  loans 
where  they  find  them. 

"It's  too  competitive  not  to,"  said 
Tom  Willnerd,  senior  vice  president  of 
the  Abbott  Bank  in  Chadron,  which  has 
a  lending  area  extending  to  Oelnchs, 
S.D.,  but  not  east  of  there  to  Pine 
Ridge. "  ...  By  no  means  do  those  lines 
indicate  where  we  stop  at." 

But  the  question  posed  by  CRA  is 
not  whether  banks  should  make  the 
good  loans  that  come  to  them.  The 

Please  see  Banks  /A6 
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Banks:  Pine 

FROM  A1 

question  is  whether  ihey  are  seeking 
ways  to  serve  people  who  m^  not 
Tit  (he  standard  bank  definiton  of  a 
good  loan  prospect,  said  Elaine 
Dudley,  deputy  director  ol  the 
Office  of  Indian  Housing  in 
Washjngion,  D.C. 

The  banks  in  question  do  not 
have  to  expand  credit  services  to 
Pine  Ridge  or  Rosebud  because 
they  are  not  within  their  dciincited 
lending  communities. 

■  Jerry  Beagle,  chief  CRA  c«n- 
pliance  officer  for  the  Abbott 
Banks,  said  in  a  telephone  intervtw 
that  he  didn't  know  why  the  lendng 
area  of  each  branch  bank  stops  at 
the  reservation  borders,  anywhae 
from  18  to  60  miles  away  dcpenl- 
ing  on  the  bank's  location. 

Minuics  ul  the  main  Alliance 
bank's  CRA  tonimiiiee  meciiiifs 
Slate  thai  Mr  Bcagk'  went  inio  d«- 
lail  aboui  what  ihc  CRA  niao 
should  include.  An  hour  alter  h: 
had  forguticn  the  dciaih,  cxocuiivei 
in  all  the  branch  banks  had  Uicni  a 
their  fingertips.  Loan  volume,  iht 
number  of  loans  iii  ihcir  given  geo 
graphic  areas,  had  been  the  deter 
mining  facior 

"Huv,  ihosc  delinealKMis  arc 
done  is  by  our  loan  volume,  ll'^  a:^ 
simple  as  that,"  said  Marvin 
Larabcc,  assistant  viceprcsideni  of 
the  Abbott  Bank  in  Valenunc. 

Jan  LaJIman  at  ihc  Abbott  Bank 
in  Cody  added,  "When  we  delineat- 
ed these,  we  went  by  our  volume. 
Those  lines  don't  limit  you  whatso- 
ever." 

Community  Reinvestment  Act 
advisors  indicated  the  bank  should 
delineate  by  concentration  of  loan 
customers.  Mr.  Willnerd  said  He 
explained  the  Chadron  branch's  ex- 
tension to  Oelnchs  by  a  concenira- 
uon  of  ranch  customers  there. 


He  also  said  the  bank  has  en- 
countered nu  difficulty  in  uibal 
coun  with  the  loans  ii  has  nude  on 
Pine  Ridge.  "1  got  more  proWems  m 
bankruptcy  court  than  Tvc  got  up 
there."- 

The  Abbott  Bank  group  paruci- 
patcs  ill  loan  programs  for  low-  and 
niodcraic-incomc  customers 
through  the  Small  Business 
Administration  and  the  Farmers 
Home  Adminisuation  (a  major  agn- 
cultural  bank,  its  an  approved 
lender  for  the  latter).  The  only  ex- 
penencc  the  bank  has  had  in  Bureau 
of  Indian  Affairs  guaranteed  loans 
IS  in  the  Plains  Inn  project,  execu- 
tive vice-president  Darrcll  Raum 
said.  The  project  calli  for  a  hotel 
and  conference  center  complex  that 
would  run  tours  to  the  Pine  Ridge 
Reservation  and  employ  50  percent 
Nauvc  Americans. 

The  project  marks  the  only  ap- 
pearance of  Indians  in  the  bank's 
CRA  flic.  Mr.  Raum  said  the  Plains 
Inn  project  is  still  alive  and  the 
Abbott  Bank  is  still  "actively  in- 
volved." 

■  Randy  Langcmier,  vice  presi- 
dent of  the  First  National  Bank  in 
Chadron,  said  the  bank's  shrinking 
delineation  is  due  to  advice  that 
CRA  examiners  don  t  approve  the 
perfect  circles  of  previous  banking 
practice.  So  the  bank  squared  its 
circle  to  include  all  of  Dawes 
County,  Neb.,  and  none  of  Pine 
Ridge  to  the  north 

The  bank  surveyed  reservation 
banking  needs  ai  a  Feb.  10  meeting 
in  Pine  Ridi'  iih  Mike  Graham 
and  Rob>i.  .:iiier  of  the  tribal 
treasury  and  ux  olfices. 

"T!  -N.M-  was  that  we  know 

we  n  ^  Native  Americans 
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March  9,  1993 

Jonathan  Fiechter 
Acting  Director 
Office  of  Thrift  Supervision 
1700  G  Street,  N.W. 
Washington,  D.C.  20552 

Dear  Mr.  Fiechter: 

On  Wednesday,  February  24,  the  United  States  Senate  Committee  on 
Banking,  Housing,  and  Urban  Affairs  held  a  hearing  on  mortgage  and  other 
lending  discrimination  at  which  the  Committee  received  testimony  from 
representatives  of  various  community  organizations  and  agencies  involved  in 
monitoring  the  lending  practices  of  financial  institutions. 

The  testimony  presented  a  disturbing  picture  of  persistent  discriminatory 
conduct  by  financial  institutions  and  a  shocking  pattern  of  failed 
enforcement  by  the  financial  institutions  supervisory  agencies. 

There  was  widespread  agreement  from  all  witnesses  that  the  recent  study 
by  the  Boston  Federal  Reserve  conclusively  demonstrated  that  African- 
Ajnericans  and  Latinos  have  a  significantly  more  difficult  time  getting 
mortgage  credit  simply  because  of  their  race  or  ethnicity.    Nonetheless, 
testimony  by  Federal  Reserve  Governor  LaWare  and  others  made  clear  that 
the  banking  regulators  rarely  uncover  racial  discrimination  in  their 
examinations  and  that  they  have  rarely,  possibly  never,  imposed  civil 
monetary  penalties  for  such  discrimination. 

The  hearing  testimony  revealed  that  discrimination  and  ineffective 
enforcement  are  national  problems.  The  Committee  received  testimony 
that,  in  several  specific  instances,  the  banking  regulators  have  failed  to  find 
discrimination  when  evidence  of  such  discrimination  has  been  sufficient  to 
prompt  substantial  legal  settlements  in  civil  actions. 
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In  addition,  lending  to  African-Americans  and  Latinos  is  at  appallingly  low 
levels.    HMDA  data  reveal  that  the  flow  of  mortgage  lending  to  minority 
neighborhoods  and  individuals  is  significantly  lower  than  the  flow  to  white 
neighborhoods  and  individuals. 

We  urge  you  to  investigate  this  disturbing  performance  record  and  to  take 
action  to  ensure  that  the  financial  institutions  subject  to  your  supervision 
are  in  fact  complying  with  community  reinvestment  and  fair  lending  laws. 


Sincerely, 


Donald  W.  Rie 
Chairma 


d'a.j<~ 


fonse  D'Amato 
Ranking  Republican 
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Office  of  Thrift  Supervision 

Department  of  the  Treasurv 


(;.r. 


ITOOGScreec.  N  W.Wa-hinKUm.  DC    2055:  •  i:.")  Wb-6590 


April    5,     1993 


The  Honorable  Donald  w.  Riegle,  Jr. 

Chairman 

Committee  on  Banking,  Housing,  and 

Urban  Affairs 
United  States  Senate 
Washington,  D.C.   20510 

Dear  Mr.  Chairman: 

Thank  you  for  your  letter  of  March  9,  1993,  regarding  lending 
discrimination.   In  that  letter,  you  urge  the  Office  of  Thrift 
Supervision  (OTS)  to  investigate  our  record  of  performance  and  to 
take  action  to  ensure  that  the  financial  institutions  we  regulate 
are  complying  with  community  reinvestment  and  fair  lending  laws. 

I  share  your  concerns  about  discriminatory  lending  practices. 
While  OTS  already  has  an  extensive  compliance  program  in  place,  we 
can  do  better.   Former  Director  Timothy  Ryan's  responses  to  your 
letters  of  October  14  and  October  27,  1992,  along  with  our 
response  to  your  January  15,  1993  letter  describe  the  current  OTS 
compliance  program.   This  letter  describes  a  new  three-part  plan 
we  will  implement  to  combat  lending  discrimination  in  the  savings 
and  loan  industry. 

First,  we  will  improve  our  discrimination  detection 
techniques  in  our  fair  lending  examinations.   Second,  we  will 
ensure  that  referrals  are  made  to  the  U.S.  Department  of  Justice, 
as  appropriate,  and  that  we  use  effective  measures,  including 
formal  enforcement  actions,  to  address  noncompliance.   Third,  we 
will  work  with  the  industry  and  other  interested  groups  to  prevent 
discrimination  through  education. 


1) 


Improve  the  Compliance  Examination  Process 


Our  fair  lending  examination  procedures  need  to  be  revised 
take  full  advantage  of  our  recent  experience  and  of  the  Home 
Mortgage  Disclosure  Act  (HMDA)  data.   The  conclusions  of  the 
Federal  Reserve  Bank  of  Boston  study  on  mortgage  discrimination 
and  the  results  of  the  Department  of  Justice  investigation  of 
Decatur  Federal  Savings  and  Loan  Association  raise  important 
questions  about  the  effectiveness  of  our  current  examination 
approach.   Clearly,  more  sophisticated  anti-discrimination 
examination  techniques  are  in  order. 


to 
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The  Honorable  Donald  W.  Riegle,  Jr. 
Page  2 

To  improve  our  examination  approach,  we  will:        , 

o    expand  and  improve  our  compliance  training  curricula  through 
the  development  of  an  advanced  compliance  examiner  training 
school  on  credit  discrimination; 

o     explore  other  discrimination  detection  techniques,  such  as 
testing,  for  their  possible  application  to  our  examination 
approach  by  working  with  civil  rights  experts,  the  Department 
of  Justice,  and  the  Department  of  Housing  and  Urban 
Development;  and 

o     support  the  Federal  Financial  Institution  Examination 

Council's  effort  to  review  and  improve  the  fair  lending 
examination  process,  including  ways  to  better  use  HMDA  data 
to  identify  key  lending  disparities  and  potential  problems 
that  should  receive  intensified  examination  emphasis. 

2)  Strengthened  Fair  Lending  Enforcement 

Our  fair  lending  enforcement  efforts  need  more  emphasis.   We 
must  successfully  communicate  to  our  staff  the  importance  of 
aggressively  enforcing  the  fair  lending  laws. 

To  strengthen  our  fair  lending  enforcement  efforts,  we  will: 

o    ensure  that  OTS  staff  receives  adequate  guidance  and  support 
in  the  use  of  available  OTS  formal  enforcement  actions, 
including  civil  money  penalties,  for  fair  lending  violations; 
and 

o     implement  new  internal  procedures  to  ensure  that  appropriate 
cases  are  referred  to  the  Department  of  Justice  under  the 
Equal  Credit  Opportunity  Act  (ECOA). 

Using  these  new  procedures,  we  have  recently  made  a  referral  for 
ECOA  violations  to  the  Department  of  Justice. 

3 )  Enhance  Industry  Education  and  External  Communications 

OTS  will  play  a  larger  role  in  educating  the  industry  about 
specific  lending  standards  and  practices  that  may  cause 
discrimination.   The  debate  and  discussion  in  the  fair  lending 
area  is  increasingly  not  about  overt  discrimination,  but  about 
subtle  discrimination  and  seemingly  neutral  practices  that  have 
the  effect  of  discriminating  on  a  prohibited  basis,  such  as  race. 
We  will  take  the  initiative  to  work  with  the  industry,  community 
groups,  and  other  interested  parties  to  enhance  industry  education 
and  communications. 
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We  will: 

o    consider  regional  fair  lending  schools  for  thrift  institution 
executives  on  a  cost  recoupment  basis  that  focus  on 
regulatory  fundamentals  as  well  as  subtle  lending  practices 
that  impede  the  ability  of  low-income  and  minority 
individuals  to  obtain  credit; 

o     hold  periodic  meetings  with  various  community  organizations 
to  discuss  consumer  and  fair  lending  issues,  and  to  share 
ideas  on  ways  to  improve  fair  lending  efforts;  and 

o     improve  communications  with  Congressional  staff  to  inform 

them  about  our  compliance  programs  and  keep  them  apprised  of 
our  efforts  in  the  fair  lending  area. 

We  believe  this  is  an  ambitious  agenda  that  targets  the  right 
issues  and  tackles  them  head-on.   We  have  asked  the  other  financial 
regulatory  agencies  if  they  would  have  any  interest  in  moving 
forward  with  us  on  any  of  these  initiatives.   We  would  be  pleased 
to  brief  you  or  your  staff  in  more  depth  about  our  efforts. 


^CoLX^ 


Jonathan  L.  Fiechter 
Acting  Director 
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March  9,  1993 

Stephen  R.  Steinbrink 

Acting  Comptroller  , 

Office  of  the  Comptroller  of  Currency 

250  E  Street,  S.W. 

Washington,  D.C.  20219 

Dear  Mr.  Steinbrink: 

On  Wednesday,  February  24,  the  United  States  Senate  Committee  on 
Banking,  Housing,  and  Urban  Affairs  held  a  hearing  on  mortgage  and  other 
lending  discrimination  at  which  the  Committee  received  testimony  from 
representatives  of  various  commvmity  organizations  and  agencies  involved  in 
monitoring  the  lending  practices  of  financial  institutions. 

The  testimony  presented  a  disturbing  picture  of  persistent  discriminatory 
conduct  by  financial  institutions  and  a  shocking  pattern  of  failed 
enforcement  by  the  financial  institutions  supervisory  agencies. 

There  was  widespread  agreement  from  all  witnesses  that  the  recent  study 
by  the  Boston  Federal  Reserve  concliasively  demonstrated  that  African- 
Americans  and  Latinos  have  a  significantly  more  difficult  time  getting 
mortgage  credit  simply  because  of  their  race  or  ethnicity.    Nonetheless, 
testimony  by  Federal  Reserve  Governor  LaWare  and  others  made  clear  that 
the  banking  regulators  rarely  uncover  racial  discrimination  in  their 
examinations  and  that  they  have  rarely,  possibly  never,  imposed  civil 
monetary  penalties  for  such  discrimination. 

The  hearing  testimony  revealed  that  discrimination  and  ineffective 
enforcement  are  national  problems.   The  Committee  received  testimony 
that,  in  several  specific  instances,  the  banking  regulators  have  failed  to  find 
discrimination  when  evidence  of  such  discrimination  has  been  sufficient  to 
prompt  substantial  legal  settlements  in  civil  actions. 
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In  addition,  lending  to  AMcan-Americans  and  Latinos  is  at  appallingly  low 
levels.  HMDA  data  reveal  that  the  flow  of  mortgage  lending  to  minority 
neighborhoods  and  individuals  is  significantly  lower  than  the  flow  to  white 
neighborhoods  and  individuals. 

We  urge  you  to  investigate  this  disturbing  performance  record  and  to  tdke 
action  to  ensure  that,  the  financial  institutions  subject  to  your  supervision 
are  in  fact  complying  with  community  reinvestment  and  fair  lending  laws. 


Sincerely, 


Donald  W.  Rl 
Chairm 


Ifonse  D'Amato 
Ranking  Republican 


o 
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Comptroller  of  ,th«  Currancy 
Administrator  of  National  Banks 


Compliance  Management 
250  E  Street.  SW 
Washington.  D.C.    20219 


tiarch  23,    1993 


The  Honorable  Donald  W.  Riegle,  Jr. 

Chairman 

Committee  on  Banking,  Housing,  and  Urban  Affairs 

United  States  Senate 

Washington,  D.C.   20510-6075 

Dear  Mr.  Chairman: 

Thank  you  for  your  March  9,  1993  letter,  jointly  signed  by 
Senator  D'Amato,  urging  me  to  take  action  to  ensure  that  the 
financial  institutions  supervised  by  the  Office  of  the 
Comptroller  of  the  Currency  (OCC)  are  complying  with  community 
reinvestment  and  fair  lending  laws. 

In  my  February  18,  1993  response  to  your  request  for  information 
for  the  Committee  on  Banking,  Housing  and  Urban  Affairs'  hearing 
on  mortgage  and  other  lending  discrimination,  I  provided  detailed 
information  on  efforts  by  the  OCC  to  ensure  that  supervisory 
examinations  of  national  banks  will  detect  any  unlawful 
discrimination.   These  efforts  include: 

o    Revising  our  supervisory  structure  to  provide  for 

specialized  examiners,  supervisors  and  managers  for 

compliance  matters,  including  fair  lending  and  community 
reinvestment . 

o    Revising  our  fair  lending  examination  procedures  to  focus  on 
the  comparative  file  analysis  necessary  to  detect  subtle 
differences  in  treatment  on  a  prohibited  basis. 

o    Refining  our  techniques  for  analyzing  Home  Mortgage 

Disclosure  Act  (HMDA)  data  to  target  banks  for  fair  lending 
examinations . 

o    Recommending  changes  in  the  information  collected  on  the 

Fair  Housing  Home  Loan  Data  System  (FHHLDS)  to  allow  us  to 
better  focus  our  fair  lending  examinations. 

I  assure  you  that  the  OCC  is  committed  to  vigorous  enforcement  of 
fair  lending  and  community  reinvestment  statutes.   We  are  mindful 
of  the  perceived  shortcomings  in  the  manner  in  which  these 
statutes  have  been  implemented  in  the  past.   We  will  continue  to 
review  our  policies  and  procedures  and  to  take  steps  necessary  to 
ensure  that  the  important  goals  of  these  statutes  are  furthered 
and  achieved  in  the  future.   We  will  keep  you  informed  of  any  new 
efforts  we  develop. 


Sincerely, 


824 


OONAlO  W    MIfGtC     jn  MICMIUAN    CHAlflMAN 

'AUl   S    SARSANfS    MAHVIANO  AirOMSI   M    O  AMATQ    Nf  W  VOUK 

CHAiSTC^f"  J    CKIDO    CONNfCTlCu:  PMtt  chamm    TCXAS 

JIM  SaSSER   t(nmCSS(E  ChMSTOFhCH  S    BOMO   MiSSOUNi 

MiChaAO  C     SMflST     ALABAMA  COMNW   MACK    fLQAlOA 

JO**M  f    kCMT    MASSaCmcSCTTS  LAUCh  rAiACLOTM    NOHTM  CAHOilNA 

R<HAitO  M    BUrAN    NEVADA  ftOBERT  F    BENNETT    UTAH 

BaRBAHA  boxer  CALIFORNIA  WiiLIAM  V  ROTH   JR.  OCCAWARE 

BEN  NiCMTMORSE  CAMPBELL   COIORAOO  ^TC  V   OOMINtCI.  NCW  MEXICO 

CAROL  MOSELEY^RAUN  iLLtHou  COMMtTTEE  ON  BANKING.  HOUSING,  AND 

PATTY  MURRAV    WASHINGTON 


BnitEd  States  Senate 


URBAN  AFFAIRS 


STEVf N  B  HARRIS  sTAf f  oiRfCTOR  ANO  CMicf  cooNsu  WASHINGTON   DC  20510-6075 

MOWARO  a  MENELL  RCPUtLlCAN  STAFF  OIHICTOR 


March  9,  1993 

The  Honorable  Alan  Greenspan 

Chairman 

Board  of  Governors 

Federal  Reserve  System 

Constitution  Avenue  and  20th  Street 

Washington,  D.C.  20551 

Dear  Chairman  Greenspan: 

On  Wednesday,  February  24,  the  United  States  Senate  Committee  on 
Banking,  Housing,  and  Urban  Affairs  held  a  hearing  on  mortgage  and  other 
lending  discrimination  at  which  the  Committee  received  testimony  from 
representatives  of  various  community  organizations  and  agencies  involved  in 
monitoring  the  lending  practices  of  financial  institutions. 

The  testimony  presented  a  disturbing  picture  of  persistent  discriminatory 
conduct  by  financial  institutions  and  a  shocking  pattern  of  failed 
enforcement  by  the  financial  institutions  supervisory  agencies. 

There  was  widespread  agreement  from  all  witnesses  that  the  recent  study 
by  the  Boston  Federal  Reserve  conclusively  demonstrated  that  African- 
Americans  and  Latinos  have  a  significantly  more  difficult  time  getting 
mortgage  credit  simply  because  of  their  race  or  ethnicity.    Nonetheless, 
testimony  by  Federal  Reserve  Governor  La  Ware  and  others  made  clear  that 
the  banking  regulators  rarely  uncover  racial  discrimination  in  their 
examinations  and  that  they  have  rarely,  possibly  never,  imposed  civil 
monetary  penalties  for  such  discrimination. 

The  hearing  testimony  revealed  that  discrimination  and  ineffective 
enforcement  are  national  problems.  The  Committee  received  testimony 
that,  in  several  specific  instances,  the  banking  regulators  have  failed  to  find 
discrimination  when  evidence  of  such  discrimination  has  been  sufficient  to 
prompt  substantial  legal  settlements  in  civil  actions. 


825 

In  addition,  lending  to  African-Americans  and  Latinos  is  at  appallingly  low 
levels.  HMDA  data  reveal  that  the  flow  of  mortgage  lending  to  minority 
neighborhoods  and  individuals  is  significantly  lower  than  the  flow  to  white 
neighborhoods  and  individuals. 

We  urge  you  to  investigate  this  disturbing  performance  record  and  to  take 
action  to  ensure  that  the  financial  institutions  sxibject  to  your  supervision 
are  in  fact  complying  with  community  reinvestment  and  fair  lending  laws. 


Sincerely, 


Donald  W.  Riei 
Chairma 


d  (2,<cr- 


ronse  D'Amato 
Ranking  Republican 
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BOARD  OF  GOVERNORS 
or  THE 

FEDERAL  RESERVE  SYSTEM 

WASHINGTON.  D.  C.  20S5i 


April  5,  1993  ' 


ALAN  GREENSPAN 
CHAIRMAN 


The  Honorable  Donald  W.  Riegle 

Chairman 

Committee  on  Banking,  Housing,  and 

Urban  Affairs 
United  States  Senate 
Washington,  D.C.   20510 

Dear  Mr.  Chairman: 

Thank  you  for  your  letter  of  March  9,  1993,  in  which 
you  express  concern  about  issues  raised  in  your  recent  hearings 
related  to  racial  discrimination  in  mortgage  lending.   I  share 
your  concern  about  this  important  issue  and  can  assure  you  that 
fair  lending  issues  have  been  receiving  -  and  will  continue  to 
receive  -  a  great  deal  of  attention  from  the  Board. 

As  you  know,  we  have  taken  a  number  of  steps  to  improve 
our  enforcement  efforts  -  but  we  can  do  more.   We  are  reassessing 
our  examination  techniques  and  training,  exploring  sophisticated 
computer  systems  to  make  maximum  use  of  HMDA  data,  expanding  our 
civil  rights  and  consumer  education  resources  and  actively 
assisting  and  prodding  the  industry  to  improve  its  response  to 
this  problem.   My  colleagues  on  the  Board  with  direct  respon- 
sibility in  the  area  have  used  numerous  occasions  to  speak 
publicly  about  the  need  to  ensure  equal  access  to  credit  for  all 
of  our  nation's  citizens.   In  this  regard,  I  thought  you  might  be 
particularly  interested  in  the  enclosed  speech  given  by  Governor 
LaWare  last  week. 

We  are,  of  course,  also  troubled  by  information  from 
the  Federal  Reserve  Bank  of  Boston  study  and  a  Department  of 
Justice  consent  agreement  that  shows  that  disparate  treatment 
based  on  race  exists  in  our  country  with  respect  to  mortgage 
credit.   But  one  thing  that  is  important  to  keep  in  mind,  as  the 
Boston  study  indicates,  is  that  it  is  very  difficult  to  detect 
illegal  credit  discrimination  through  the  examination  process. 
The  fact  that  it  took  the  Justice  Department  several  years  to 
develop  a  case  of  credit  discrimination  against  one  financial 
institution  supports  that  notion.   Nonetheless,  we  believe  that 
both  the  Justice  and  Federal  Reserve  efforts  have  provided  new 
insights  into  this  problem  and  the  Board  and  the  FFIEC  have 
already  begun  using  that  information  to  strengthen  the 
enforcement  of  fair  lending  laws. 

Thank  you  for  sharing  the  results  of  the  Committee's 
hearings  with  me.   Please  be  assured  that  the  Board  recognizes 
the  importance  of  fair  lending  compliance  to  the  Congress  and  the 
country . 


SiiuSerely 


.^ 
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ADDRESS  BY  JOHN  P.  LaWARE  TO  THE  BANK  ADMINISTRATION  INSTI- 
TUTE'S 1993  BANK  AUDIT,  COMPLIANCE  AND  SECURITY  CONFERENCE 

Detecting  and  Eliminating  Possible  Discrimination  in  Financial  Institutions 

March  30,  1993 

I  appreciate  the  opportunity  to  speak  to  you  today  about  a  topic  that  is  receiving 
much  attention  from  community  groups,  the  Congress,  and  the  regulators.  That 
topic  is  discrimination  in  mortgage  lending — or,  more  specifically,  as  your  program 
notes,  "detecting  discrimination  in  mortgage  lending." 

I  can't  imagine  a  topic  that  embodies  more  controversy  and  affects  more  people 
that  this  one.  This  nation  was  founded  on  the  idea  that  all  of  us  have  certain  rights 
and  certain  freedoms.  While  the  Pilgrims  may  not  have  had  home  ownership  at  the 
top  of  their  list,  home  ownership  certainly  is  part  of  the  American  dream  today. 

Lately,  mortgage  lending  discrimination  has  become  a  leading  attention  getter  in 
the  press.  Numerous  magazine  and  newspaper  articles,  and  even  television  pro- 
grams, have  focused  on  this  issue.  In  turn,  these  articles  have  raised  the  public's 
perception  of  mortgage  discrimination  as  a  national  problem.  And,  lately,  the  Con- 
gress has  held  several  hearings  on  this  issue.  I  don't  think  I  have  to  tell  you  what 
happens  when  the  Congress  and  the  public  perceive  a  problem  that  is  not  being  ade- 
quately addressed.  More  regulation  is  usually  the  solution  that  first  comes  to  mind. 
More  regulation,  however,  does  not  have  to  be  the  solution.  In  fact,  I'm  not  sure 
that  more  regulation  will  solve  the  problem.  I  believe  that  it  is  up  to  us,  regulators 
and  lenders  alike  to  find  the  solution.  We  must  take  a  hard  look  at  what  we  are 
doing  to  eradicate  discriminatory  practices.  We  have  to  start  now.  I  can  assure  you 
that  if  banks  and  regulators  do  not  take  action,  then  the  Congress  will  take  it  for 
us.  I  also  assure  you  that  any  action  the  Congress  may  mandate  will  probably  be 
more  expensive  in  the  long  run  than  action  you  yourself  design  for  your  institution. 
The  conference  brochure  indicates  that  my  presentation  will  focus  on  HMDA  data 
as  a  means  of  detecting  mortgage  discrimination.  Frankly,  I  don't  believe  the  HMDA 
data  tell  the  whole  story,  or  even  most  of  it.  Taken  alone,  these  data  will  neither 
prove  nor  disprove  discrimination.  The  data  will,  however,  point  out  areas  for  fur- 
ther investigation.  Going  beyond  the  data  is  the  challenge  for  all  of  us. 

First,  let  me  say  that  I  certainly  do  not  presume  to  have  all  the  answers.  I  be- 
lieve, however,  that  there  are  things  that  compliance  and  audit  professionals  can 
do  to  eliminate  discrimination  in  your  institution.  Many  of  them  cost  little  to  imple- 
ment, but  will  yield  dividends  in  the  future.  As  I  see  it,  there  are  three  main  areas 
or  ideas.  The  first  involves  setting  up  a  fair  lending  framework  within  your  bank. 
Once  the  initial  framework  is  established,  reviewing  what  your  bank  is  actually 
doing  and  taking  steps  to  correct  identified  problems,  should  follow  naturally. 

Detecting  and  eliminating  discrimination,  whether  intentional  or  not,  takes  spe- 
cial eflbrt.  Before  you  can  achieve  this  goal,  you  have  to  make  the  message  loud  and 
clear  that  discrimination  will  not  be  tolerated.  You  have  to  make  a  statement  and 
it  should  come  from  the  "top  of  the  house."  Does  your  bank  have  a  mission  state- 
ment that  incorporates  fair  treatment  to  all  applicants?  Do  all  of  your  employees, 
from  the  teller  in  the  lobby  to  the  telephone  operator  in  the  back  room,  know  about 
the  bank's  position  on  discrimination?  Do  your  policies  and  procedures  make  it  clear 
that  discrimination  will  not  be  tolerated? 

Last  month,  I  testified  on  behalf  of  the  Federal  Financial  Institutions  Examina- 
tion Council,  or  the  FFIEC,  before  the  Senate  Banking  Subcommittee.  My  testimony 
focused  on  what  the  agencies  are  doing  to  combat  and  eliminate  discrimination  in 
mortgage  lending.  In  that  testimony,  I  enunciated  a  mission  statement  of  sorts  for 
the  Federal  Reserve's  position  on  mortgage  discrimination.  I'd  like  to  read  it  you. 
"Parity  in  how  applications  are  considered,  without  regard  to  race,  sex  or 
other  prohibited  bases,  is  absolutely  essential  in  our  country.  Let  no  one  have 
any  nusunderstanding  on  the  point.  Racial  discrimination,  no  matter  how  subtle 
and  whether  intended  or  not,  cannot  be  tolerated.  Simply  stated,  excluding  any 
segment  of  our  society  from  fundamental  economic  opportunities,  such  as  home 
ownership  and  eaual  access  to  credit,  is  morally  repugnant  and  illegal.  More- 
over, it  robs  the  lending  industry  and  our  economy  oi  growth  potential.  I  can 
assure  you  that  the  Board  is  committed  to  vigorously  enforcing  fair  housing 
laws." 

If  your  bank  doesn't  have  such  a  position  statement  on  discrimination,  adopt  one. 
If  it  does  have  such  a  statement,  tout  it.  Send  it  to  your  employees  and  your  cus- 
tomers. Advertise  it  in  the  bank's  lobby  and  in  statement  stulters.  Get  out  the  mes- 
sage that  discrimination  has  no  part  in  your  organization.  Establishing  an  anti- 
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discrimination  policy  in  the  minds  of  every  employee  and  customer  will  set  the 
framework  for  a  program  in  which  discrimination  is  not  tolerated. 

As  a  corollary  to  this,  you  have  to  educate  your  employees.  Overt  discrimination 
is  easy  to  find.  But  that  is  the  rarity.  Today's  challenge  is  to  find  the  more  subtle 
forms  of  discrimination,  which  include  the  treatment  of  some  customers  slightly  dif- 
ferently than  others.  That  type  of  discrimination  is  much  more  difficult  to  uncover. 

If  confronted,  most  of  us  would  state  that  we  do  not  harbor  biases  about  certain 
races  or  income  groups.  While  we  may  genuinely  think  this  is  the  case,  we  may  un- 
consciously treat  some  individuals  with  more  respect,  courtesy,  or  even  offers  of  help 
than  others.  Providing  sensitivity  training  may  be  an  answer  if  that  is  the  case. 
That  special  training  may  help  attune  employees  to  cultural  differences  and  uncon- 
scious behavior  patterns.  Sensitivity  training,  then,  is  another  means  of  providing 
a  statement  that  discrimination  will  not  be  tolerated.  I  know  of  one  large  bank  that 
recently  provided  sensitivity  training  to  over  600  employees  as  part  of  its  CRA  pro- 
gram. Increasing  employee  awareness  of  cultural  differences,  especially  those  em- 
ployees with  public  contact,  will  demonstrate  your  bank's  concern. 

I  think  it  goes  without  saying  that  all  financial  institutions  should  review  their 
loan  policies  to  make  sure  that  they  are  free  from  bias  against  any  particular  racial 
group.  I  believe  that  area  is  one  you  should  look  at,  but  one  Fm  not  going  to  dwell 
on.  But,  after  you  assure  yourself  that  your  loan  policies  are  without  oias,  you 
should  look  at  now  those  policies  are  working  in  practice  to  satisfy  yourself  that 
they  do  not  result  in  unjustifiable  disparities  in  treatment  among  your  customers 
and  potential  customers.  One  place  to  start  is  your  bank's  HMDA  data.  The  data 
wiU  tell  you  where  and  to  whom  you  are  lending.  It  will  also  enable  you,  in  a  very 
rough  way,  to  compare  how  your  bank  is  treating  similarly  situated  applicants. 

Iteviewing  HMDA  data  periodically  will  help  ensure  that  your  Dank  is  kept 
abreast  of  now  new  products  or  changes  in  advertising  and  outreach  efforts  effect 
your  mortgage  lending.  If  a  change  in  advertising  triggers  a  corresponding  increase 
in  lending,  it  will  show  up  in  your  periodic  HMDA  reviews.  Likewise,  if  a  new  prod- 
uct does  not  generate  new  loans,  the  data  will  reflect  this  as  well.  Learning  about 
a  problem  early  will  allow  you  to  correct  for  it  and  improve  your  lending  perform- 
ance during  the  year.  And  always,  keep  top  management  and  board  members 
abreast  of  what  the  I^DA  reviews  are  telling  you. 

When  you  look  at  where  your  loans  are  made,  compare  your  loan  distribution  with 
your  bank's  community  delineation.  Are  any  areas  underserved?  Are  any  areas  ex- 
cluded? If  segments  of  your  community  are  being  left,  out,  find  out  why.  Figure  out 
what  you  can  do  to  ensure  that  these  areas  receive  credit.  Is  there  an  advertising 
problem?  Are  credit  products  advertised  in  media  which  reach  all  segments  of  the 
tank's  market?  Or  are  credit  products  marketed  in  media  that  reach  only  a  portion 
of  the  market? 

When  you  find  weaknesses  in  the  data,  take  action  to  improve  the  profile.  Long 
term  sustainable  solutions  are  best,  but  the  results  may  take  time  to  materialize. 
Be  patient.  If  you  have  not  served  some  markets,  it  may  take  time  to  become  a  fa- 
miliar player.  Successful  business  development  efforts  don't  happen  overnight  as  all 
bankers  know.  For  example,  suppose  you  decide  to  offer  a  new  loan  product  to  at- 
tract low-  and  moderate-income  or  minority  individuals.  Once  you  decide  to  offer  a 
new  product,  target  your  marketing  effort.  Establish  a  dialog  with  community 
groups,  particularly  those  in  the  minority  community,  and  let  them  know  about  the 
new  product.  Don't  rely  entirely  on  the  media.  Get  out  there  and  talk  to  people  and 
press  the  flesh. 

The  HMDA  data  will  help  you  determine  whether  your  bank  is  offering  credit  to 
applicants  without  regard  to  race.  But,  you  will  have  to  do  a  lot  of  work  beyond  the 
data  itself.  Here's  what  I  mean. 

The  HMDA  data  show  who  is  applying  for  mortgage  and  home  improvement  loans 
and  who  is,  and  is  not,  getting  them.  Ifyou  receive  few  loan  applications,  you  need 
to  find  out  why.  Is  it  an  advertisinig  problem?  Is  it  an  outreach  problem?  Does  the 
bank  need  to  focus  more  outreach  efforts  to  solve  the  problem?  Or  is  the  low  applica- 
tion rate  from  minorities  or  others  an  indication  of  discrimination  in  the 
prescreening  process?  Receiving  few  loan  applications  from  minority  applicants  may 
indicate  that  the  bank  is  discouraging  applications,  or  reflect  some  other  problem. 
For  example,  some  applicants  may  feel  intimidated  by  the  bank  or  the  application 
process  itself.  If  this  is  the  case,  working  with  or  through  community  or  other  orga- 
nizations may  increase  applications  from  the  targeted  group. 

In  many  cases,  the  quality  of  a  marketing  effort  is  more  important  than  the  quan- 
tity. If  your  bank  is  spending  money  for  minority  or  low-income  advertising  pro- 
grams, but  is  not  receiving  applications,  then  there  may  be  another  problem  at 
work.  You  may  have  advertising  that  does  not  reach  or  appeal  to  the  group  you're 
aiming  at.  Does  your  advertising  reflect  the  community  you  are  targeting?  Are  all 
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of  the  faces  on  your  advertisements  white,  or  do  they  represent  the  cultural  diver- 
sity of  the  community?  Do  you  need  the  assistance  of  a  community  group  to  help 
target  your  marketing  effort?  Some  banks  have  found  it  beneficial  to  work  with  com- 
munity groups,  such  as  a  church  group  or  other  community  organization,  to  promote 
a  particular  loan  program. 

If  minorities  are  not  applying  for  special  programs,  maybe  the  programs  don't  fit 
their  needs.  I  recently  heard  of  a  bank  that  had  expanded  its  advertising  budget 
in  an  attempt  to  attract  more  minority  applicants  to  a  new  home  improvement  prod- 
uct. Despite  these  budgeted  increases,  however,  no  new  loan  customers  appeared. 
After  consulting  with  a  community  group,  the  bank  discovered  that  its  minimum 
loan  amount  was  too  high.  In  short,  it  did  not  meet  the  credit  needs  of  the  group 
targeted. 

Another  area  for  investigation  is  credit  underwriting  standards.  As  part  of  your 
review,  you  should  examine  specific  underwriting  policies  for  requirements  that  may 
be  unrelated  to  risk  or  repayment  performance.  Sometimes  these  standards  may  un- 
duly effect  a  certain  segment  of  the  community. 

No  one  advocates  lenders  sacrificing  safety  and  soundness,  in  their  pursuit  of  low- 
income  and  minority  lending.  However,  when  a  mortgage  underwriting  standard  is 
explained  as  "we've  always  done  it  this  way,"  it  shouldn't  be  surprising  that  some 
people  will  ask  lenders,  "couldn't  there  be  another  way  of  looking  at  it?"  Today  there 
are  many  innovative  and  successful  lending  programs  that  reflect  new  and  different 
underwriting  standards. 

Test  policies  and  practices  by  saying,  "How  does  this  underwriting  standard  help 
me  evaluate  risk?  Is  there  an  alternative  that  will  achieve  the  same  result?"  For 
example,  how  is  the  applicant's  credit  history  evaluated?  What  payments  do  you 
look  at?  Credit  reports  may  not  show  payment  histories  that  are  important  to  many. 
For  example,  cre<ut  reports  do  not  typically  include  rent  and  utility  payments,  which 
can  be  used  as  an  indication  of  an  applicant's  ability  and  willingness  to  support  a 
mortgage. 

How  do  you  evaluate  an  applicant  with  numerous  job  changes?  Are  there  different 
criteria  which  predict  creditworthiness  and  allow  individuals  to  obtain  a  home?  Min- 
imum standards  for  the  size  or  age  of  a  house,  off  street  parking  or  the  number  of 
bedrooms  may  exclude  residents  from  urban  communities  with  older  homes  from  the 
mortgage  market.  But  those  factors  may  be  of  little  significance  to  the  soundness 
of  the  loan. 

As  a  double  check  on  credit  process  and  underwriting  standards,  you  niirfit  con- 
sider having  a  second  or  a  management  review  of  the  bank's  loan  denials.  This  sec- 
ond review  is  another  way  to  ensure  tiiat  all  aoplicants  get  at  least  an  even  chance 
at  obtaining  credit.  Fob  example,  in  some  banks,  a  senior  loan  official  or  group  of 
officials  conduct  a  second  review  of  all  denied  loan  applications.  This  review  checks 
for  unfair  treatment  of  applicants  and  also  whether  any  loans  could  be  made  using 
different  loan  criteria  or  ifthe  loans  were  structured  slightly  differently.  Sometimes, 
the  second  review  results  in  a  loan  origination.  In  one  of  the  most  successful  pro- 
grams of  this  type,  the  reviewing  officer  is  a  minority  female,  and  over  time  the  new 
loans  put  on  £is  a  result  of  her  review  have  had  negligible  losses. 

While  not  a  method  for  detecting  discrimination,  participation  in  mortgage  review 
boards  demonstrates  a  bank's  willingness  to  "go  the  extra  mile"  to  give  a  potential 
homeowner  a  second  chance.  For  these  boards,  representatives  from  a  group  of 
banks  gather  to  review  denied  mortgage  applications.  Each  bank  acc^ts  a  few  of 
the  denied  loans  when  the  review  shows  that  the  loans  can  be  made.  Participation 
on  mortgage  review  boards  and  the  use  of  committees  to  review  internally  denied 
loans  makes  a  positive  statement  about  the  bank's  commitment  to  the  community. 
Loan  experience  gained  from  this  participation  may  indicate  ways  in  which  the 
bank's  underwriting  standards  could  be  adjusted  to  attract  more  creditworthy  mi- 
norities. 

You  can  also  look  at  the  HMDA  data  to  satisfy  yourself  that  you  give  all  appli- 
cants an  equal  chance  to  qualify  for  credit.  As  you  know,  when  the  1990  HMDA 
data  was  released,  it  showed  disparities  between  white  and  minority  applicants  na- 
tionwide. Last  October,  the  Federal  Reserve  Bank  of  Boston  released  a  study  based 
on  mortgage  lending  in  Boston  which  focused  on  that  data.  The  study  showed  that 
black  and  Hispanic  applicants  were  denied  loans  two  to  three  times  as  often  as  their 
white  counterparts.  To  augment  the  HMDA  data,  the  Federal  Reserve  Bank 
launched  an  expansive  review  of  the  specific  data  behind  these  loans,  and  focused 
on  additional  information  contained  in  the  loan  files,  but  not  in  the  HMDA  data, 
for  the  entire  Boston  market. 

The  results  were  disheartening.  The  study  found  that  individuals  with  no  credit 
blemishes  received  credit,  no  matter  what  their  color.  But,  few  of  the  applicants 
were  perfect.  Most  of  the  loan  applicants  had  some  credit  problem  which  could  have 
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been  used  to  deny  the  loan.  And  the  study  found  that  "for  the  same  imperfections 
whites  seem  to  enjoy  a  general  presumption  of  creditworthiness  that  blacK  and  His- 

{)anic  applicants  oo  not,  and  that  lenders  seem  to  be  more  willing  to  overlook  flaws 
or  white  applicants  than  for  minority  applicants." 

For  example,  a  white  applicant  may  have  been  given  the  chance  to  explain  a  cred- 
it problem,  while  a  minority  applicant  may  not.  Or,  a  white  applicant  may  have 
been  steered  to  a  different  type  of  loan,  or  asked  to  put  down  a  larger  percentage 
in  order  to  quaUfy  for  the  loan  where  a  minority  applicant  was  not. 

The  Boston  study  points  up  the  need  to  look  at  now  your  bank  handles  credit  ap- 

{)licant8.  What  kind  of  "coaching"  do  loan  officers  initiate?  How  are  applicants  with 
ess  than  perfect  credit  records  treated?  Are  procedures  written?  Do  all  applicable 
staff  understand  them?  If  procedures  are  unwritten,  this  may  be  the  time  to  put 
them  in  writing.  The  ^oal  is  evenhanded  treatment  for  all  applicants.  To  ensure  tnis 
treatment  for  all  applicants,  consider  giving  your  loan  officers  a  script  to  use  for  po- 
tential customers.  Mandatory  coaching  for  all  denied  applicants  may  help  many  to 
qualify. 

If  you  think  there  is  a  possibility  of  uneven  treatment,  alert  top  management  and 
the  Board  of  Directors.  Tell  management  and  the  Board  your  findings  and  rec- 
ommendations. Disparity  in  applicant  treatment  is  apparently  not  uncommon,  de- 
spite the  existence  of  fair  lending  laws.  Assuring  identical  treatment  for  all  appli- 
cants should  improve  results. 

The  Federal  Reserve  Board  has  a  Consumer  Advisory  Council  composed  of  mem- 
bers from  the  banking  industry,  academia,  and  consumer  groups.  At  last  year's 
March  meeting,  several  of  the  consumer  representatives  related  stories  about  subtle, 
but  inconsistent  treatment  between  minority  and  white  testers  shopping  for  credit. 
The  differences  ranged  from  a  black  female  not  even  being  asked  to  sit  down  for 
a  loan  interview  to  a  loan  officer  telling  the  applicant  that  the  bank  did  not  offer 
credit  for  mortgages  under  $40,000  ana  to  "try  the  bank  down  the  street,"  even 
though  this  type  of  credit  was  included  on  the  institution's  CRA  statement.  The  sub- 
tle differences  of  treatment  of  applicants  cited  in  the  Consumer  Advisory  Council 
testimony  and  the  findings  of  the  Boston  study  support  the  need  for  banks  to  exam- 
ine their  treatment  of  all  applicants. 

Along  these  lines,  one  approach  that  I  support  is  the  use  of  credit  "shoppers." 
Your  board  may  want  to  consider  authorizing  the  use  of  "shoppers"  to  visit  various 
branch  offices  posing  as  mortgage  applicants  to  test  the  banks  actual  credit  prac- 
tices. Different  treatment  of  similar  applicants  is  cause  for  concern.  If  your  credit 
shoppers  are  treated  differently  for  no  apparent  reason,  it  is  a  red  flag.  Is  it  racial? 
Is  tne  practice  widespread,  or  limited  to  one  office.  Does  the  treatment  reflect  the 
bank's  policy?  What  remedies  can  the  bank  prescribe  for  correcting  the  difference 
in  treatment?  Report  the  detailed  findings  to  your  Board.  They  need  to  know  and 
to  be  part  of  the  solution. 

Later  in  this  conference,  someone  from  the  Department  of  Justice  will  speak  on 
the  Decatur  Federal  case,  but  I  thought  I  would  offer  some  thoughts  on  it  also.  De- 
catur Federal  is  a  savings  and  loan  headouartered  in  Atlanta  and  one  of  the  largest 
home  mortgage  lenders  in  that  area.  In  the  fall  of  1992,  the  Department  of  Justice 
issued  a  consent  decree  against  Decatur  Federal,  charging  the  S&L  with  discrimi- 
nating against  black  homebuyers.  This  order  is  the  first  of  its  kind  issued  against 
a  savings  and  loan,  or  any  flnancial  institution,  for  that  matter. 

Although  Decatur  Federal  had  received  satisfactory  CRA  examinations  and  had 
never  been  accused  of  discriminatory  practices,  disparities  in  HMDA  lending  pat- 
terns triggered  the  Justice  Department  s  review.  A  team  from  Justice  entered  Deca- 
tur in  1991  and  reviewed  mortgage  loan  applications  which  were  rejected  between 
January  of  1988  and  May  of  1992.  From  its  in-depth  review.  Justice  concluded  that 
Decatur  had  "engaged  in  a  pattern  or  practice  of  discriminating  against  prospective 
black  homebuyers.   Contributing  to  this  case  were  the  facts  that  the  bank: 

— excluded  sections  of  Atlanta  inhabited  by  black  residents  in  its  community  delin- 
eation; 

— made  no  HMDA  loans  to  black  individuals; 

— closed  branches  when  black  populations  reached  85  percent  and  opened  new 
branches  in  white  nei^hboiiioods; 

— excluded  black  advertising  media  directed  toward  the  black  community; 

— subjected  black  applicants  to  stricter  loan  standards  than  white  applicants;  and 

— rejected  black  applicants  at  a  higher  rate  than  white  applicants. 

The  Justice  Department's  consent  decree  requires  that  the  savings  and  loan  not 
only  pay  $1  million  in  damages  to  those  discriminated  against,  but  also  take  steps 
to  correct  the  deficiencies  I  mentioned.  The  work  done  by  the  Justice  Department 
was  intense  and  time  consuming.  As  part  of  this  investigation.  Justice  reviewed 
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credit  flies  and  compared  white  accepted  applicants  with  black  rejected  applicants. 
Altogether,  it  took  the  Justice  Department  three  years  to  investigate.  As  an  out- 
ptjwth  of  that  experience,  Justice  now  has  proven  investigative  procedures  to  use 
in  other  institutions. 

This  gets  me  to  my  point.  The  Justice  review  of  Decatur  was  the  first  of  its  kind. 
Further  reviews  are  planned.  You  may  have  heard  about  the  "200  bank  list."  This 
is  a  list  that  Justice  compiled  based  on  denial  rates  and  low  minority  applications 
volume  noted  in  HMDA  data. 

To  date,  there  has  been  no  decision  on  which  or  how  many  of  these  institutions 
will  receive  a  "Decatur"  type  investigation.  Knowing  that  Justice,  as  well  as  conunu- 
nity  groups  and  other  banks,  are  loolcing  at  your  HMDA  data  should  be  an  incentive 
for  you  to  look  at  it  first,  determine  which  areas  need  additional  study,  and  correct 
the  deficiencies  noted.  No  one  here  believes  that  having  the  Justice  Department  in- 
vestigate a  bank  is  the  most  effective,  or  least  costly  way  to  root  out  discrimination 
in  the  industry.  The  most  effective  way  is  to  have  individual  banks  find  and  elimi- 
nate problems  within  their  own  institutions.  I  want  to  say  here,  that  from  a  man- 
agement perspective,  the  steps  you  take  to  address  these  issues  should  be  no  dif- 
ferent from  other  actions  that  vou  are  currently  taking  to  ensure  that  your  bank's 
other  strategies  and  plans  are  being  carried  out  in  an  effective  and  profitable  man- 
ner. 

In  closing,  I'd  like  to  say  that  loan  customers  of  all  colors  are  valuable  to  every 
financial  institution,  especially  today.  To  find  and  eliminate  possible  discrimination, 
you  first  have  to  take  a  stand  against  it.  You  have  to  let  your  employees  and  cus- 
tomers know  that  it  will  not  be  tolerated  in  your  organization.  You  have  to  set  the 
framework  so  that  everyone  within  your  institution  and  everyone  who  comes  in  con- 
tact with  it  knows  that  you  are  a  fair  and  equitable  lender. 

Discrimination  is  illegal  and  morally  repugnant.  It  is  also  bad  business.  It  robs 
the  individual  of  his  dignity,  to  say  nothing  of  his  chance  to  own  his  own  home.  It 
also  robs  the  bank  of  a  chance  to  make  a  loan  and  a  profit.  And  who  among  you 
is  not  interested  in  adding  to  the  bottom  line?  I  urge  all  of  you  to  look  hard  at  your 
bank  and  eliminate  any  and  all  mortgage  lending  discrimination.  TTiank  you. 
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